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CHAPTER I 

INTRODU.CTORY 

§1. Definition and . scope of economlcs.-'Political 
Economy or Economics is a study of mankind in the ordinary 
business of life; it examines that part of individual and social 
action which is most closely connected with the attainment 
and with the use of the materia.l requisites of well-being, 
Thus it is on the one side a study of wealth, and on the 
other, and more important side, Il part of the study of man, 
For man's character has been moulded by his everyday work, 
and the material resources 'be thereoy procures, more than 
by any other inlluence' (Marshall). 

Different writers on economics deseribe their subject
matter in different words. Some· of the definitions, such as 
the one given by Marshall, are elaborate and others 
comparatively simple. I It matters little which of these' 
definitions we adopt, so long as It serves to bring out two 
fundamental points, nainely that (i) economics is Il 80ciar 
science, that is, it considers man not in isolation, but as Ii 
member of a group: and tha.t (ii) it considers only that part 
of his activities which is related to the acquisition anll 
enjoyment of wealth. 

§2. Is economics a science or an art ?-The full title 
of Adam Smith's famous treatille is An I!!Jl1tJ.ry_i7J1Vhe 
J:I..!l:1J.t.u and Q..aUJ,ts oLiJJr.. l~ltb... f4 'mi1.jQns. This seems 
to suggest that he wa.nted, in the eourse of his study, to 
elaborate canons of practice that might be useful to practical 
statesmen. And as a. matter of fact, he' does not draw a 
clear distinction between the study of political economy 
regarded aa a. science and the study regarded as an art. Later 
writers have generally emphasi?ed th~ character of economics 
as a. science. This means that we are more concerned to 
discover laws (uniformities and sequences) than to lay down 
nlles of conduct for statesmen or practical men of business. 

, Here are a few more definitions: 
'Economics is the science or getting and spending wealth.' 
'Economics is tbe science which treats or those lIOCial phenomena 

which are due to the wealth·getting and wealth-using aetiyities of man,' 
'Economics ia the etudy of the making, eJ:changing. Ebering, eud 

using or wealth.' 
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Our business is to describ'e more than to prescribe. Our 
standpoint is positive and scientific. rather than practical or 
ethical. 

§3. Practical value of .& study of economics.-The 
economist does not set out with a.ny definite intention of 
laying down rules of practical conduct. But this does not 
mean that his investigations have no practical value. As a. 
matter of fact they are of the highest practical value. If the 
economist discovers that such and such causes lead to ,the 
increase of national wealth, and that such and such ot:ber 
causes lead to the decline of national wealth, the practicltl 
atatesman will naturally encourage the former set of causes 
and avoid the latter. One of the most practical questions oC 
the day is whether it is possible to. ab_olJ.sUoverty and to 
g~~..eryhody the means. of leading 8 'eomfortable and 
c';lltureUiJe. And since. the economist rightly believes that I 
hIS studies go, if not the whole way, at least a. long way I 

towards answering this question, the science of economics 
must necessarily be helEful to the so~iaLreformer. The 
statesman, the business man and the worker will all benefit 
similarly by a sound knowledge of economics. It will broaden 

',their visio,n arid it will stimulate---tf1eir faculty of sympathy. 
The difficulties between capitalists and workers, for example, 
will be lessened if either pa.rty learns to appreciate at its 
true worth the part played by the other in the joint task 
of wealth-production. We have said enough to help the 
student to realize 'that the study of economics, besides provid
ing a valuablE,l. mental discipli~ (being in this respect com-[ 
parable to matbematics). possesses a high practical value~ 
It is in dee a true that. there are many important questions 
affElcting our happiness involving other than economic consi
derations, and obviously economics can have no voice in 
settling these. On the other hand, economic considerations 
have to be taken into account, along with other considera
tions, in deciding many equa.lly important questions; and 
there are questions where economic considerations a.lone count, 
and' have to be admitted as of predominant importance. 

§4. Assumptions of economics.-In order to obtain exact 
results, hypothetical and abstract economists have used 
the conception of the Economic Man. It is assumed that 
the Economic Man always seeks,..pleasure_ and avoids pain; 
that, for him, pleasure consists in the pursuit of wealth, and 
pain in doing the necessary work for obtaining wealth. Such 
ia;person is ·further held to be subject to free competition, 
and to move freely from place to place, and from one occu-
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pation to another, as directed by self-interest. Certain 
familia.r statements which are laid down by economists follow 
from these simple assumptions; for instance, the statements 
that capital will Bow in the direction of the highest interest, 
that labourers will move readily to places or occupations 
where they can earn the highest wages. and that there can 
be only one price for the same commodity in a. given market 
at any given time. 

These assumptions are not entirely true. But they are 
sufficiently true to serve as starting-points, and that is why 
the conclusions drawn from them ha.ve been found by ex
perience to be useful as guides to the understanding of 
economic phenomena. Whether we like it or not, we have 
to admit that there is nQolner ..motive which exercises such! 
0. ,powerful and continuous influence on human conduct as 
the- -economic motive. To the question whether this charac
teristic of human nature is not deplorable, the strait-laced 
economist hll.'1 no answer as an economist. He will say: 'I 
am concerned with "what is" and not with "what ought to 
be" ,-with facts, not with ideals. It is not for me to approve 
or to disapprove, but to take facts as they are and argue ()n 
their basis.' However, if pressed for an answer, he will say 
that the motive of economic betterment which wields such a 
universal power over civilized mankind, is not necessarily a 
selfish or ig-lloble motive. In modern society it commonly 
expresses itself in the desire for the acquisition of money, 
which gives its possessor' a command over wealth or the good 
things of life. If a man wishes to earn money in order 
to gain independence and to be able to lead 1\ cultured and 
refined liCe, we must regard this as a laudable desire. As 
Marshall puts it: 'Money is a. means towards ends, and if 
the ends are noble, the desire for the means is not iguoble. 
The lad who works hard and saves all he can, in order to 
be able to pay his 'way afterwards at " University. is eager 
fol' money; but his ea!!,erness is not ignoble. In short, 
money is g-enern.tpnrchasinILpower, and is sou!!ht a.s a means 
to all kinds of ends, high as well as low, spiritual as well as 
material.' Marshall further points out that the desire (or 
money does not e~clude other influences such as the pleasure 
afforded to a perf10n bv work which brings him money, thE: 
instinct of power which is satisfied by the possession of 
money, the desire to pro"ide adequately (or one's family, or 
motives of philanthropy. 

But to return to our point. Strictly s(lf'aking it· is !lot the 
business· of the economist to pass moral judgement on the 
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universal prevalence of the economic motive. He notes the 
fact that it exists. and makes a special study of it. He IS, 

however •. far from holding that human conduct is (or ought 
to be) under the sole dominion of the economic motive., and 
from time to time he finds it necessary to call attention to 
-the fact that strictly economic conclusions require modifica
tion so as to allow due weight to the operation of other 
influences. If money is the point on which the main interest 
of the economist ~onverges. this is because he, like every 
'other specialist, is entitled to mark out his own particular 
field of investigation, and secondly because 'in this world 
of ours it is the one convenient means of measuring human 
motive on a large scale' (MarShall). 

§5. .The question of method.-There are two well-known 
methods adopted in pursuing scientific investigations: the 
lJ,eductive and the inductive method. In the deductive method 
we proceed from a few simple well-established propositions 
or 'assumptions such as those referred to above. From I 
these we draw a number of conclusions and see how far 
they are supported by actual facts. If the facts do not: 
suppOrt our conclusions, we sooll be impelled to find out the 
reason, and may succeed in discovering the existence of 
counteracting causes; or perhaps we may find it necessary 
to accept a certain correction or rectification of our original 
assumptions. 
, In addition, we draw upon economic history, statistical 
records or personal observation, and collect what appears to 
ils to bea sufficient number of particular instances, from 
which we proceed to generalize. These generalizations may 
againbe tested by referring to actual experience, and amended 
as may be necessary. 

In economics, as in most other sciences, we find that 
the most serviceal'>le results are reached by a judicious com, 
bination of both these methods. Marshall says we may best 
begin' our study of economic!,! with a preliminary simplifica
tion, by drawing a ring-fence round the particular phenomena 
to be studied and regarding them in temporary isolation. 
In the beginning we may chiefly use deduCtion, but induction 
must soon follow, and 'every step and conclusion must be 
compared with the infinite varietv of real life. 

//:' - §6: Nature of economic Iawi.-The laws of all sciences 
are hypOthetical or conditional. They state that, given 
certain conditions, certain results fonow. The laws of 
economics are also similarly h~thetical __ or conditional. If 
the conditions are there, the state;rconfequen~!8 will fonow. 

l 
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For example, ~ prices rise, demand will contract. It may, 
however, sometunes happen that even if prices rise demand 
may re~ain the same as, or may even be greater tha~, before; 
and thiS may be due to the fact that demand also has risen 
at the same time as prices. Because there is no actual con
traction in demand 8S the statement of the law leads us to 
expect, it would not be right to say that the law is invalid. 
What we oright to recognize is that, though the law is per
fectlyvalid, its appropriate effect is masked or cancelled by 
the operation of another equally valid economic law, which 
says that 'if demand rises, prices rise also'. When two 
separate causes, each operating in a different direction, are at 
work simultaneously, the final result, as actually experienced, 
will depend on the relative stren.,crth of the two causes. If an 
object is being pushed and pulled at the same time, it will 
remain stationary if the two forces applied are equal in 
strength; otherwise it will move forward or backward 
according to whether the pushing or the pulling is the more 
vigorous. This analogy applies fully to the operation of' 
economic causes. In order to draw attention· to possible 
counteracting causes, we usually say in economica that such 
and such causes tend to produce such and such effects. Or 
the same object is served by a<lding a qualification to the 
statement of a law such as 'other things remaining the 
same', or 'in the absence of counteracting causes'. All 
scientific Jaws are in this sense merely statements of ten
dencies, and it is a mistake to suppose that this characteristic 
belongs only. to economic laws. There is, however, a sense 
in which economic laws differ from scientific laws proper. 
They are more liable to refuse to fit in with actual facts, 
because they deal with human behaviour, and since human 
beings (unlike natural forces) have a will of their own, we 
can never be quite sure that they will always react in a 
particular manner to certain given conditions. I This element 
of uncertainty would have be~n very much greater if we 
had been dealing with the behaviour of indirJiduals. But in 
economics we deal not with indir:iduau but with groups, and 
it is possible to be more confident about the behaviour of 
groups than of individuals. We may not feel.certain about 

• Another reason is that the 8COpe lor experiment (lor iaolatiDg ~Q8eI 
III Older to observe their e1fect.s). is verJ limited in eeooomica. U _ wan' 
to obsene the effects on the wages 01 labourers if their numbera are 
reduced by haIt, we cannot kin off haIt the labouring population 01' deport 
it to another planet. 
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an individual, that because the price of a. commodity has 
fallen he will buy more of it. But we can make such a 
statement with considerable confidence with regard to a 
market or a whole group of buyers. 

While, owing to reasons indicate.d above, economic laws 
are not so exact as those of the physical sciences, they 
possess greater exactitude than the laws of the other social 
sciences. This is due to the fact that the particular human I 
motives with which economics is concerned are measurable 
in 'terms of money. As the other social sciences do· not i 
possess any stich measure, their conclusions aJ;.e necessarily' 
vaguer and more indefinite. Economic laws being hypothe
tical statements, must not be confused with statutory, moral, 
customary or religious laws, which are aommands. Any 
citizen proved to have disobeyed any command of the State 
has to suffer the appropriate punishment. Society has a.lso 
its ,own more or less effective way of punishing breaches of 
moral, customary or religious laws by mere disapproval or" 
in: more serious cases, by fines OJ; social ostracism .. Economic 
laws on the other hand, are not commands in this sense. 1 

They are in the indicative mood and not in the imperative 
mood. They do not say: 'Do this' or 'Do not do this', but, 
assert that certain causes are followed by certain effects. Iff 
we do not desire the effects, then it is open to us to avoid, 
the causes or to counteract them. There is no such thing 
as ~disobeying' or 'acting contrary to the laws of political 
eConomy', for the simple reason that these laws do not com
mand us, to act or .refrain from acting in a particular way. 
We may of course act in ignorance of these laws or fail to 
understand, them, just as we may fail to understand a propo
sition of Euclid. Yet we do not talk of disobeying a propo
sition of Euclid, and strictly speaking it is quite as absurd 
to talk of ilisobeying or acting contrary to an economic law., 
'. § 7. Principal divisions of economics and the inter-! 
relation between them.-Economics, as said above, deals with 
man in relation to wealth·. In the complex economic 
organization ot modern society the activities of man in rela-: 

, tion to wealth have to be studied from various points of view. 
I namely,' consumption, production, exchange, and distribution 

of wealth. These give us the four principal branches or 
divisions of economics. In view, however, of the important 
role played by modern States in the economic life of the 
community, State economics or the economics of government, 
of which ~blic finance is the most vital aspect, may be 
added as the fifth division of economics. -
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It is necessary to emphasize that none of these divisions 
can be altogether isolated from the others. Let us see how 
they are interrelated and interdependent. We shall also 
thereby. gain 110 general .idea of the principal topics of 
econOIDlCS. 

(i) Consumption 0/ wealth.-Since the existence of our 
wa~ts is the starting-point and basis of all economic activity, 
logically perhaps the ,theory of wants, or consumption of 
wealth, ought to be treated first. 1 

By 'consumption of wealth' we mean the use of wealth 
for the satisfaction of our various wants and desires 
for material and non-material things. Conswnption is nega
tive production. Just as man can produce only utilities, so 
he can consume ,nothing but utilities. Often consumption is 
nothing more than usage, as when we use furniture or houses 
or enjoy pictures. The study of consumption, which will 
be undertaken in detail later, includes a consilleration of 
various questions, such as the characteristics and classifica
tion of wants, the Law of Diminishing Utility, the principle 
of equimarginal utility, Engel's Low of Family Expenditure, 
consumer's surplus, the Law of Demand, etc. 

(ii) Production 01 wealth.-Next follows the study of 
production of wealth. It is obvious that man cannot create 
matter any· more than he can destroy it. IIe can, however, 
create utilities, which is a very different thing. This means 
that he can transform, adjust and arrange matter or mate
rials supplied by nature so as to endow them with utility, 
i.e. to bring them into a condition in which they can be 
used for the sat.isfaction of his wants. Production therefore 
means the creation of utilities. I Under l'roduction we disCuss 
the main factors of production, namely land, labour, capital 
and organization; the different branches of production, e.g. 
agriculture, manufactures and mining; the Laws of Returns, 
namely diminishing, increasing and constaot returns; and in-· 
dustrial organization including combinations, trusts and 
cartels, division of labour and localization of industry. 

Relation between consumption arid flToduction.-All 
wealth thnt is produced is 800ner or later consumed; in fad 

I This subject was until l'e<'ently neglected by economists. Thanks how
ever to the psychological studies or human desires and wants by eronomiats 
or tha Austrian school and other modem economists like Marshall, the 
theory or consumption is now feceiving greater attention. 

• Production involves tha creation of oue or other of three kinds or 
utilities: lorna utilitie" place uWitie. and tim. utllitie.. Ree ell. v, fl. 
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consumption is the sole purpose of production. Production 
is the means and consumption is the end. Being the source 
of all economic activity, consumption directs the course of 
production. Production in its turn influences consumption 
for the obvious reason that the volume of production sets a 
limit to the amount of consumption and determines the stan
dard of life of a people. Economically advanced countries 
like the United Kingdom or the United States have a much 
higher standard of life than economically ba.<:kward countries 
like India and China with their low· production. Again, 
whether consumption is rational or not has an obyious bearing 
on economic efficiency and ultimate welfare. 

In a sense the production of :wealth involves the con
sumption of commodities or energy. However, this is not 
consumption proper. For example, the consumption of 
coal by all engine is really an act of production. This is 
sometimes referred to as 'productive consumption'. On the 
other hand, consumption of wealth ('final consumption') as 
such leads to the direct satisfa.<:tion of human wants. 

(iii) Exchange of wealth.-Under the present economic 
organization· no one is self-sufficient. Each individual is 
ordinarily dependent on others for the satisfaction of his 
needs, beca.use each specializes in the production of some 
particular commodity or service. What he does not produce 
himself he must obtain from others in exchange for what he 
does produce. Exchange is thus a vital part of our present 
economic system, and we shall have to consider various pro
blems such as the basis of exchange and valuation, the 
mechanism of exchange-markets, money, credit and banking, 
and international trade. 

Relation between production and exchallge.-Most pro
duction nowadays being for the market and ordinarily not 
for the direct satisfaction of the producer's own needs, 
production and exchange are closely interrelated. Indeed 
exchange may be regarded as the last link in the chain of 
production, which is not complete unless the commodity or 
service that is produced is placed in the hands of the con
sumer. Exchange thus is the connecting link between 
production and consumption in modern economic society. 
Nevertheless value and exchange raise so many complex and 
far-reaching issues tha.t they demand separate treatment. 

(iv) Distribution of wealth.-The apRQrtionment of the c 
wealth that is produced among the various fa.<:tors of pro
duction that have collaborated in its production is called the 
distribution of wealth. Four principal shares may be distin-
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guished: (a) Rent, the share of nature or'land, (b) Wages, 
the reward of labour, (c) Interest, the income of capital and 
(d) Profits, the remuneration of enterprise. In our complex 
economic orga.nization, it is by no means easy E!:ecisely to. 
determine these respective shares. In fact, 'the subject of 
distribution of wealth is the most controversial one in the 
whole field of economics, and Unpinges upon some of the 
most important current problems and controversies, e.g. the 
struggle between capital and labour, and the issues raised by 
the' criticisms of the existing economic system in general 
and that of distribution of wealth in particular, by the various 
schools of socialism. We shall consider some of these ques
tions in Chapter XVI. 

Relation 0/ distribution to consumption 0/ wealth.-Dis
tribution is connected with consumption since it determines 
the relative standard of living of the various productive 
classes. 

Relation 0/ distribution to production 0/ wealth.-The 
volume of production determines the magnitUde of the 
various shares in the aggregate. The national dividend avail
able for distribution and the shares of the various factors 
depend on the efficiency of the productive system. But pro
duction in its turn is influenced hy distribution: for example, 
a defective and unjust system of distribution of wealth would 
impoverish production, besides leading to other undesirable 
social consequences. 

Relation 0/ distribution to exchange 0/ wealth.-Distri
bution nnd exchange (and value) are also connected with 
each other. It is instructive to consider distribution as an 
illustration of the theory of exchange-value. The various 
shares-rent, wages, interest and profits-may be looked 
upon as the values or prices paid for obtaining the services 
of the r~spective factors of production, though we must also 
pay some attention to the historical aspect of distribution. 
The different Cactors of production have certain peculiarities 
which distinguish them from ordinary commodities, and we 
must also consider the institutional basis of distribution, e.g. 
the system of private property and inheritance. All these 
special problems make it necessary to consider the subject of 
distribution of wealth separately. We cannot treat it merely 
as part of the problem of value. . 

(v) Economics 01 gOfJernment.-We have already ex
plained above why the economics of ~overnment, or public 
finance. is considered today as the fifth division of our subject. 
The abandonment of the laissu-/aire creed, the growing 
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range of the economic functions undertaken by modern States 
under socialistic influences, the complex problems of public 
finance in general and of war finance in particular, the in
creasing importance attached to economic planning by the 
State-a.ll these considerations emphasize. the need for a 
study of this branch of economics in any systematic treatise. 
It must include a study of the theory and practice of the 
economic functions of modern governments, the principles of 
taxation and public expenditure, public debt, etc. 

§8. Relation of economics to· other social sciences.
Economics being a study of man (in relation to wealth) as 
a. member of society, is closely related to other social sciences, 
such as sociology, politics, jurisprudence and ethics. 

(i) Economics and sociology.-At the outset we may 
refer to the view put forward. by Comte and other writers 
that economics is merely a branch of sociology, which is 
the general science of man and of society or social relations. 
They argued that all aspects of social life are so closely con
nected that a special study of anyone of them must be futile. 
They urged on the economists the necessity of abandonin~ 
their special study of economics and devoting their energies 
to one unified and all-embracing social science. But as 
Marshall points out, a unified social science, however desir
able, is unattainable, for the whole range of man's actions 
in society is too wide and too various to be analysed and 
explained . by a single intellectual effort. 1 While Comte 
showed well the evils of extreme specialization, he {ailed to 
prove that there should be no specialization at all. No doubt, 
the social forces act and react upon one another and therefore 
no science has absolutely clear-cut boundaries. It is also 
true that wealth, the subject-matter of economics, cannot be 
treated in isolation. from the social phenomena connected 
with Church and State, standards of morality, the system of 
jurisprudence and so on, particularly when the economist 
proceeds beyond mere wealth and touches on the practical 
problems of welfare. 2 We may further remind ourBelves 
that in our final decision in regard to many social problems, 

1 A. Marshall, Principles of Jj;collomics, 8th ed., Appendix C. 
• cf. 'Economics is not a complete philosophy of society. it docs not 

give a complete account even of that part of human conduct which it 
stud:es. The social relations to which business gives rise &Te the subject· 
matter not only of economics, but also of the acience of politics, the study 
of social action in general, and of ethics, the study of conduct in general.' 
-H. Clay, Economics fM the Ge?le,al Reader, p. 16. 
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economic considerations may have to yield to political or 
ethical ones. 

The bes~ plan would therefore be, while treating econo
mics as a. separate social science, to discuss its points of 
contact with other allied social sciences. The separation of 
economics is essential for economic investigation and for a 
proper comprehension of economic principles; while the study 
of its relations to other sciences enables us to view it in its 
proper perspective in the scheme of social sciences. 1 

(ii) Economics and.politics.-Economics as we know 
deals with man's activities in pursuit of wealth; while 
politics deals with government and. the relations of the 
citizens to the State. Since economic activity is carried on 
within the framework of thq State, it is possible for the 
latter consciously to .modify economic conditions by its policy 
and laws in relation to trade, taxation, labour conditions 
and land. On the other hand. economic conditions of pro
duction and distribution considerably influence the forms and 
functions of government. Thus the structure and the 
functions of the Government of a pastoral country are natu
rally quite different from those of a highly industrialized 
country. Finally. there are certain problems common to 
both the sciences (e.g. the problems of State industries, 
currency and taxation) though their viewpoints are different, 
the viewpoint of politics being administrative, whereas eco
nomics is concerned with wealth and economic efficiency. 
The wide extension of the economic functions of the State 
in recent times has increased the points of contact between 

1 The s~ope of the different social sciences i8 roughly indicated by the 
following diagram:-

SOCIAL SCIENCES (DEALING WITH THE VARIOUS RELATIONS 
OF MEN IN SOCIETY) 

SOOIOLOOY 
(general principles of 

social relaLions) 

I 

BTHles· 
(what man ougM or 

ought not· to do) 
(man's want. and efforts) 

I 
BCOIlOIIICS 

LAW 
("'hat men mayor 

may not do) 

POLmC8 
(man and the State) 

-Sir Henry Penson, Th. E,:ono".ic. 01 E"'TfdlJ, Li/', Part I. p. 6. 
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economics and politics and there is a better appreciation of 
each other's point of view on the part of the politician and 
the economist. . 

(iii) Economics and iUTispTudence.-Much the same 
relationship also subsists between economics ·and jurispru
dence, the science of law which seeks to lay down wtlat 
an individual mayor may not do. Legislation is moulded 
largely by social and economic conditions, which in their 
turn are influenced by law. Thus while factory legislation 
is the outcome of the Industrial Revolution, the Law of Pri
mogeniture leads to concentration of land in a few hands, and 
the principle of equal inheritance ensures a. widespread 
division of' property although it also leads to a minute 
fragmentation of land. . 

(iv) Economics and ethics.-The relationship between 
economics and ethics has been the subject of a prolonged 
and bitter controversy. Some writers have imagined a peren
nial conflict between economics. (the 'science of the purse') 
and ethics (the 'science of conscience'). Writers like Ruskin 
have given many· hard names to economics, calling it a 
'bastard science of darkness', and a 'dismal science of "illth" 
rather than wealth'. Such an att.ack on economics was per
haps not altogether unjustified at the time it was delivered, 
because in the name of economic laws wrjters on the subject 
did seem to support the view that the State must not inter
vene ·to stop the abuses of capitalistic power or to prevent 
the exploitation of the workers by employers. This opposi
tion to beneficent legislation like the Factory Acts was, 
however, based on a grievous error, as modern economists 
have abundantly recognized. The strictures of Ruskin and 
others apply to economics in error and not to economics as 
correctly expounded. At the present moment they would be 
grossly unfair. As already hinted, economics does not in
culcate the love of money, but merely explains how all men 
are moved by the desire to live well and therefore to seek 
the acquisition of material objects essential for life. At the 
worst, the standpoint of economics may be regarded as un
moral or a-moral (i.e. ethically neutral), but not immoral. It 
is true that there is no per1'ectagreement as to the extent 
of the friendly contact between these two sciences. Both being 
essentially social sciences studying the welfare of society, we 
obviously cannot divorce one from the other, and there is a 
considerable justification for the view that 'what is econo
mically advantageous must in the long run be right, and what 
is correct in ethics must in the end also be profitable to the 
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business world'.' Thus 'Honesty is the best policy' is as 
much a maxim of business as of ethics. Nevertheless we 
can never with profit conjoin the two sciences. For 'ethics 
is at once a science and an art : its function is to investigate 
the laws of morality and to formulate rules of conduct. . . . 
Plainly the scope of ethics is wider than that of economics'. 2 

Economics, on the other hand, is mainly a positive science 
explaining economic facts and phenomena as they are and as 
a rule not sitting in judgement on them. While no economist 
can altogether ignore ethical considerations when discussing 
many economic problems, particularly those of the distribu
tion of wealth, he is not justified in encroaching upon the 
province of ethics and in: insisting on the application of ethical 
ideas to economic concepts. We must, however, admit that 
recent economic thought is coming more and more under the 
influence of ethics. 

§9. Relation of economics to some other sclences.
Economics has points of contact with some other sciences 
also. Thus the facts of the physical world and important 
scientific discoveries and inventions obviously intluence 
economic conditions in a country. But as a matter of 
scientific classification the investigation of these phys;cal facts 
belongs not to economics but to the various ph y.~ical 
sciences. The conclusions of thpse other sciences are taken 
as the basis of eoonomi& reasoning. but they are not in 
themselves economic laws. 

More intimate are the relations of economics to psycho
logy. Many of the basic postulates of economics in relation 
to the study of man's desires, efforts and satisfactions are 
esgentially psychological. The increasing attention that in
dustrial psychology is receiving in our own times points in 
the same direction. Here again, a complete assimilation of 
economics and psychology is neither possible nor desirable. 
The economist simply avails himself of certain fundamental 
principles and conclusions of psychology. . . . 

Economics is also related to mathematics and statistics. 
but Jarcrelv as to the method followed. Thus the mathema
tical school has applied mathematical concepts to economic 
problems makin ... extensive uge of algebraic formulae, equa
tions di~gr&IDS ;nd graphs. Some of the economic problems 
such 'as market value, the quantity theory of money. or the 
Law of Diminishing Utility deal with quantitative relations 

I E. R. A. Seligman, Principlu 01 ECOfWmiu, p. 35. 
I Sir John Marriott, Economii'l and Elliie,. p. 10. 
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and ca.n be treated as eqllationsof supply and demand and 
illllstrate~ by means of graphs. Such a. presentation helps 
our understandjng and ma:kes for precision and. accuracy. 
However, as Seligman remarks, 'the advocates of the Mathe.
matil)al method (like CO,urnot, Jevon8 and Marshall) are apt 
to overshOot the mark. . . . The mathematical' method is 
the abstract method pushed to the extreme: Human aspira
tions and' human needs cannot 'be pent. up within the limIts 
of a mathematical formula'. 1 The mathematical method 
has obvious limitations and should he utled with cilUtion. 

As regards statistics, while the use of the statistical or 
inductive method of reasoning is very helpful for purposes 
of illustration, it cannot be dependecl upon for helping us to 
formulate economic laws. The danger of ,the statistical or 
the concrete method is opposite to that of the 1Dathematical 
method. 'Statistics may simply encumber economics with 
masses of figures without, helping us to deduce any genera) 
principles from them. 

Economics is the study of mankind in the ordinary business of lite, i.e,. 
the business of acquirillg and spending wealth. It ia concerned with man 
as engaged in this kind of activity. However, what it considers in this 
tonnexion is not indillidual human action but the action of groupll of 
human beings. "$' ... ,.' . 

In economics ,our .primary business l~ to under.tand things as they are, 
to 'explain the forces ~tual1y in, oper'ttion in the economic.pbere. We 
are not conCerned with laying down rules of' conduct lor the individual or 
the nation., That is to say, economic. i. ~ II .cience than an art. 
The line dividing the two is, however, a thin one; and economics is tending 
to' have a rapidly increasing influence in sh;;ping practical affairs. A sound 
knowledgo of economicS is of great use to the statesman, the' b11sines8 m.,a 
and the worker and· should .be helpful in promoting aocial harmony. . 

/Economic reasoning is \based pn several aBBumpti0n8. One of the.. is 
that of the 'Eoonomic Man, supposed to be alway. moved hy the motive 
of getting the maximum of wealth with the minimum of etJort.-.ble aDd' 
willing to transfer his labour or capital freely aa dicta~d by this motive. 
Theae assumptions are not ~holly Correct but sufficiently correct, 10 that 
conclusions drawn from them are sufficiently uUII.I 

The economiet neither' welcomes nor regret. the :predonrtnance of' the 
economic motif)8. He takes facts. a,8 they are. '(The !D""oti.ve of- making 
money is not necessarily a sordid motive. It ia mean oc: ,noble aecording 
to the .uses to which money is put.) Nor does the' economid hold that the 
economic motive is or ought to be the 101e motive of human conduct. He 
admits (and, OfttlD ,rejoices at the f8!'t) that non-economie motivea IOmetimee 

I Seligman, op.cit., p. 81. 
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,xercise a powerful influence on human conduct; and he may even find 
it neccuary to tnodify bi8 conclusions or his aSBumptitlns so as to make 
them consistent with the actual facts of life. 

Dut in the. main hiB arguments take it for granted that man is guiued 
by hi. idea. of selt·interest. 

In economics, as in most other sciences, the most satisfactory results are 
reached by .using both. intJuclion and deduction, supplementing and checking 
each of these methods by the other. 

, The law8 of all science. are hypothetical. Ecollomic laws are not an 
exceptio. to: this rule. They are stlltements of tendencies. They state 
tha~ certain etIect. will foMow from certllin causes in the absence of counter. 
acting or modifying causes. It counteracting causes are present, the effects 
mlly not be vi8ible or may be only pa~tially visible. 

One special element' ·of uncertainty in economic law8 is that they deal' 
with .humo,p· behawour, and the behaviour of men is uncertain. Fortunately, 
however, the' behaviour of gToups of human beings, with which alolle 
economicB il concerned, is moro calculable thall the behaviour of illdid· 
duals, with' which economics hllB nothing to do. 

Decaus!) ecoQomics has to do with human behaviour and because in the 
sphero of ec.onolllics. there is hardly any Bcope fol' experiment, economic la"s 
are less exact than '£Ile laws of the physical s(·ience.. Dut they are more 
eud thun the laws of other aoeial 8cie~'es, the reu,on being that economic 
motives can be measured by )Doney. 'No such measure is available to the 
other Bocial scieQces, like ethics and politics. 

Economic la~vl must dot b. confused with statutory, moral or eu.tomary 
lawl, wh:cl1 are coullnand. and not mere .tlltemen~ relling us how certain 
causel are followed \y certain elTedl.:J 

The principal di"i8itJ~ 01 economic, are Consumption, Production, Ex· 
chango. and Distribution of Wealth. Public }'inance, in vie'" of its 
present.day importan~, m'ay be regarded as a fifth division. 

These di"lsions, howev~q are more or les8 close/II interrelated with one 
IInother. 

Consumption, i.a. the satisfaction of humsn wants through the use of 
wealth, is the. ultimate aim of' all 1C0nomic acti\'ity, so thal il ia con
nected iu a vital munner with 1111 the bther brauches of konomics. H 
il clearly ('()nnected with production, IS the end is. connected with the 
meanl: slIch tiVnga are: produeed .s are required to be consumed. Con
lumption also reaeLa on produc~on ~n the sense that ratioBlll consumption 
increases, 08 irrational cons\lmption injures, the productive capacity of a 
community. On the other hind, the volume of ' production determinE'S. tbe 
stanJard of living (consumption). • 

DYl'ToJuctidn. we understand 'he crelltion of economic utilities. 88' by 
consumption wa undl'rstand 1hs use of economic utilities for tha satisfaction 
we derive from them. 

Productiotl and .,z,hang,.-Under our present economic system proouc
lion is gl'nerally for ,Iale (i.e. ncOallge). In filet until whol is prouuced 
r~achc8 the bands of the cOnsumer (i.e. \Illtil il is BOld), lhe process of 
production is strictly Bpeaking not cornplete.Production and e~chollge are 
thus closely linked toget)ler. 

2 
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Di!tribution.-Every act of wealth-production involves the cooperation 
of those who posses8 the fonr 'factors' or 'agents' of production, nsmely Land, 
Labour, Capital and Organizing Ability. The wealth that ia produced by 
their cooperation is shared by them and goes out a& Rent, Wages, Interest 
and Profit. Under Distribution we explain the manner in which these' 
shares are determined. 

Distribution and consumption.-Distribution is related to' consumptionl 
because it determines the relative standard bC iiving of. the lour productive/ 
classes. 

Distribution and productiQn.-Production influences distribution fOl the 
sama reason that it influences consumption. The amount of what u. pro'l 
daced is also the amount available for distribution, and determine. thGj 
possible magnitude of the different shares. 

Distribution in its turn reacts on production. For instance, any prel 
valent system of distribution may result in each of the factO~8 receivingl 
its due, in which case wealth wiU be produced satisfactorily. Otherwise,l 
if any of the Cactors gets less than its due it will not be willing or able' 
to make its contribution effectively, and consequently the aggrCiate wealth 
produced will be less than before. 

Distribution and exchange.-Rent, Wages, Interest and Profits, however, 
can be regarded as cases of value (or exchange). Thua wages are the' 
value of labour, rent is the lIalue of land and so on. I 

Although tbese different departments of economics are related to each 
other, they cannot all be merged into one singlo department. \V e have tol 
treat tl:iem separately 'because. such separation helps us in economic ana-i 
lysis. Besides although ,each of these departments has affinities with others, 
each also has its own special problems which are best treated separately. I 

Economics and Bociology.-SociologJ is a general science of man and 
social relations. Although al1 aspects of social life are ~Iosely interrelated,! 
it is not desirable to treat economics, politics, etc. as mere, branches o~ 

sociology, since ons single science cannot do justice to the whole range, 
of man's actions in society. The best plan is to treat economics. a9 ai 
separate social science and at the 'Ilame time to bear ill mind that it basi 
points of contact with other social sciences.. 

Eco1Ulmicl and politics.-Economics is clolely related to politics, whichr 
deals with government and the relations of the ·citlzens to the State. 
While economic conditions are modified' by the policy of the State, the 
structure and functions of the Government.,. are' in turn inttuenced. by con· 
ditions of production and distribution. Lastly. both economics and politica 
have certain common problems, such as currency, taxation and State indns· 
tries, though the viewpoints of the two sciences are different. 

Economic.' and jumprudenqe.-A similar relatioDship' exists between 
economics and jurisprudence, which is the science of law. 'While legisla
tion is moulded by economic conditions, these in turn are influenced by law. 

Economic. and ethics.-Some writers like Ruskin have condemned 
economics as a dismal science which is in conflict with ethics. This charge, 
is, however, unfair. EcoDomics does Dot inculcate the love oC money, but 
merely explains how men are moved by the desire to live. At the worst 
economics may be regarded as an unmoral, but not an immoral. science.' 
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Since both economica and ethic. a. locial eciences are interested in the: 
welfare of .ociety, one cannot be divorced from the other. At the same 
time, complete fusion o( the two Iciencea ia to be deprecated. The econo
miat i. not j oatified in unduly encroaching on the province of ethics and 
in conltantly applying ,ethical ideas to economic concepts. 

Relation oj economic. to .om. other .cience •• -Econom~cs is also related 
to other .cience., for instance to the phyaical sciences which deal with 
the fact. of the physical world influencing economic development. 

Economics il more intimately connected with psychology, aince many of 
the lIaumptionl of economics in relation 'to man'l desirel, efforts snd 
.ati.factiona are essentially psychologicsJ, 

Economic. is also related to mathematics and Itatiatics largely by 
reason of the method followed. Tho analytical mathematical methoj.-applied 
with dlle attention to economic problema like value, ia uleful for. better 
underltanding of theae problems. The statistical method is helpCui for 
iUl1strating economic lawl but not for discovering them. 



CHAPTER II 

LANDMARKS OF EOONOMIC DEVELOPMENT 

',EARL-IER'STAGES OF DEVELOPMENT 

: §l.' RoDt:.g~ullbing and hunting stages~-The following 
usual' classification oithe stages in economic deve~opmerit i~ 
helpful, especially for the understanding of earlier economij' 
Iiie: (1) the Hunting stage; (li) the Pastoral stage; (iii) th 
Agriculturai stage;, (iv) the Commercial stage; and (v). tb 
Indu8trial stage. 1 

In the reUlote past savage man lived on wild roots an] 
fruits, and in many cases practised cannibalism. He ha , 
no more needs than the brute animal, like whom he lived ) 
precarious existence. The root-grubbing stage was followe : 
by the hunting stage, the transition being facilitated by tb : 
abundance of game and the use of weapons, as civilizatiod 
progressed from the early Paleolithic to the New Stone age 1,1

1 

and later to the Bronze and Iron ages.. The earliest weapon!1 
consisted' of objects ready at hand-wooden sticks, animai/ 
bones, tusks .and t~eth, pieces of stone and combinations oli 
these. The. lllventlOn. of fire and t~e employment of metal,] 
led to an unmense unprovement m tools and weapons-! 
arrows, knives, javelins, hammers, mill-stones, daggers an41 
saws. l'he hunting tribes would constantly move from OD1 
game area to another as the older areas were exhausted, 
Where conditions were favourable, men took to fishing an~! 
;developed the skill and the methods connected with it. l! 

§2. The pastoral stage.-With the growth of populationil 
the Deed for a less precarious and more abundant f~d suppl: 
was felt, and domestication of animals partially took thi 
place of destruction of animals by hunting. The tending oli 
flocks of sheep and herds of cattle was now extensivei,·! 
practised to secure a more permanent supply of food, and in;i 
eidentally to obtain clothin~ and transport facilities. Thd 
pastoral stage was incompatible with settled abodes. In thil 
-stage, as cattle came to be highly prized, the concep 
tion of private property in them arose, and inequality 0 

wealth emerged owing to differences in the number of cattl, 
owned. 

1 See Seligman, op. cit., pp. 69·70. 
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§3. The agricultural stage.-The transition to this stage 
was gradual. l!.:ven in the hunting stage, there was a prillli
tive type of agriculture practised by the womenfolk. !;ide 
by side with the domestica.tion of wild animals, we bave 
domestication of wild plants, and in course of time agriculture 
appears with regular cultivation of land and settled abodes. 
There were more assu~ed aL\d growing supplies_of food f~ 
man and cattle, and it became possible to support a larger 
population on a given area of laIi~. Men came to be 
organized in patriarchal families, and the' need "for .hard work 
on the land and for pro.tection led to the use of captives in 
warfare as slaves, Land was held in communal ownership. 
but houses and moveables were the property of the famiI)t. 
These agricultural households or families were largely self
sufficing and had hardly any occasion to deal with the outside 
world. Gradually, a collection of such families gave rise to 
villages or village communities leading a simple,.self-sufficient 
life. Villages sometimes developed into towns, where com
mercial, religious or political factors favoured such a 
development. 

§4. Transition to commercial and Industrial stages.-No 
dogmatic statement can be made regarding the exact chrono
logical sequence of the stages s(> far described. ,It is even 
less safe to be dogmatic about the sequence in the case of 
the later stages. Sometimes,. the commercial stage followf!d 
and at other times preceded the agricultural stage. 'In the 
case of many coastal peoples, the fishing and commercial 
stages nppear at the same time without the intervention of 
agriculture' (Seligman). It is also clear that the agricultural 
stage was not altogether superseded by the later commercial 
and industrial stages, a.Ithough of course it was greatly 
modified. For example, extensive cultivation gave place 
to more intensive methods of cultivation, and in recent times 
agriculture is getting mechanized or industrialized so that 
its organization is becoming akin to large-scale industria.l 
organization. 1 

Instead of laying down any invariable order in which one 
staa-e follows another, it is more instructive to study economic 
development, especially in its later st3.!:"es, from the funda
mental point of view of the relation between producer and 
consumer. This involves the study of the improving' 
technique of production, the tn'owin~ division of labour, the 
widening of the markets, and the introduction of money and 
credit economy., 

• . SIl4i rh. viii. § § 23-4. 
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LATER STAGES OF DEVELOPMENT 

§5. Stages of industrial evolution.-We may roughly 
distinguish four successive stages or types of industrial evolu
tion: (i) Family Economy; (ii) the Guild or Handicraft 
System; (iii) Domestic Industry; and (iv) the modern 
Industrial or Factory System (Capitalist or Industrial 
Economy). We shall now proceed to describe the salient 
features of each of these stages. 

§6. (i) Family Economy.-In Europe, broadly speaking, 
until the beginning of the Middle Ages the self-sufficing 
family system prevailed. The family unit, which was gene
rally large and often included slaves and serfs, produced all 
that it wanted and consumed all that it produced. Collective 
production and consumption with a simple division of labour 
among the various members of the family was its main 
characteristic. Thus the family raised its own food, made itll 
own cltlthing, put up its own houses, and met its other needs 
from its own resources. Naturally, in the more conservative 
atmosphere of agriculture in the villages, this self-sufficing 
family system survived longer than in the industrial and 
commercial towns. 

§7. (ii) The Guild (Handicraft) System.-Gradually the 
self-sufficiency of the family broke down, and a body of 
professional craftsmen came into existence. To begin with, 
the family group took the occasional help of outsiders or 
itinerant workers, such as carpenters and cobblers, who were 
supplied with the necessary materials by the family groups 
who invited them. With decay of slavery and the extension 
of economic activity, the itinerant workers were transformed 
into permanent autonomous craftsmen who began to work 
in their own houses with their own tools and on their own 
raw materials, and disposed of their goods in their own 
shops: they often continued to cultivate their small holdings 
also. Production in this stage is still on a small scale and 
there is as yet no intermediary between producer and con
sumer. The market is small and near at hand, and the 
producer (smith, cobbler, carpenter, potter, weaver, etc.) is 
in direct touch with the consumer. An important feature of 
the handicrafts system was the association of the members 
of a trade or occupation into crafts or merchant guilds with 
their apprentices. journeymen and master-craftsmen. Reli
gious motives (e.g. worship of a common saint) and 
community of professional interest were the ties holding 
together these functional groups, which regulated the quality 
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of the products a.nd their price, and also looked after the 
welfare of their members. Each guild was keen on main
ta.ining its monopoly of a particular trade. This is the 
famous guild system which flourished in Europe in the 
Middle Ages. At one time the guilds acquired political domi
nation and the m~nors sank to the position of purveyors of 
raw materials to the town guilds. In India also, the various 
caste groups, or caste panchayats, for a long time performed 
functions similar to those undertaken by the European craft 
guilds.! 

The guild system could work only so long as the ma.rket 
was local and narrow. But it gradually broke down as 
commerce began to extend towards the close of the Middle 
Ages and distant markets had to be catered for. Another 
cause of its decay was the abuse of their monopoly and 
privilege by the richer guilds, which resulted in shutting out 
the majority of workmen from the prospect of ever becoming 
master-craftsmen. 

§8. (iii) The Domestic System.-'The next stage is 
marked by the advent of various ki3ds of commercial middle
men, who act as intermediaries between the actual workers 
in their small ciomestic workshops and' the final purchasers; 
the widening of the market being both the cause and the 
result of their appea.rance. 'I The workman was thus differ
entiated from the capitalist employer and partially lost his 
economic independence, since he was now supplied with raw 
materials by the employer, who also disposed of the finished 
product. It is however called the domestic system since the 
worker still continued to work in his house and usually with 
his own tools, unlike in the succeeding factory system. 
Division of labour in this sta~e proceeds a step further under 
the supervision of the capitalist middleman. This was the 
prevailing type of industrial or~anization on the eve of the 
Industrial Revolution in En~land about the middle of the 
eighteenth century. In India, the domestic system of in
dustry still largely survives, though it is being gradually 
displaced by the faC'tory system. 

§9. (iv) The Factory System.-The Industrial Revolu
tion. the advent of machinery. large-scale production and 
world-wide markets-all these are closely connected with the 
establishment of the factory system which is the typical form 
of modern industry. The capitalist employer now acquires 

I See Part n. cb. i. §23. 
• Sir W. J. Ashley, The ErOftomic lnganizalion 01 England. p. 36. 
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complete control over the industry, which is conducted in 
his own workshop or factory with the help of hired labour. 
The workman of course is too poor to own eitller the 
machinery and the factory or the raw materials, and is now 
reduced to the position of a mere wage-earner, providillg oIlly 
the labour-force in return for a stipulated wage. The owners 
as controllers of capital not only find' the market for their 
goods, but themselves organize and regulate the processes 
of manufacture. The most recent phase of the factory 
system is seen in the present tendency towards consolidation 
and integration of industry by the formation of vast industrial 
combinations, such as trusts and cartels. 1 Perhaps the most 
important feature of the factory system is production in 
anticipation of demand. We have also a very complex 
division of labour and the rule of competition instead of 
custom. Also, barter has been displaced by a money and 
credit economy and markets have become national and 
international in scope. 

§10. Survivals of the domestic system.-While the 
factory system is the typical form of business enterprise 
today, it must not be supposed that other forms have been 
completely supplanted by it. The domestic. system is still 
prevalent, especially in certain trades, such as ready-made 
clothing, weaving, lace-work, hosiery, glove-knitting, clock
making, and cane-work. It also exists in the so-called 
'sweated trades' which are a blot on the present economic 
system and in which employers exploit the worst-paid labour 
of women, aliens and other necessitous persons who are 
content to work for the smallest addition to their income. 

Small-scale industry or domestic industry is still the 
predominant type in India, and it is discussed in Part II 
under the heading of ,Cottage Industries. I 

THE INDUSTRIAL REVOLUTIO:S IN ENGLAND 

§1l. Meaning of 'Industrial Revolntion'.-The last 
stage in economic development is compendiom!/y described 
by the term 'Industrial Revolution'. Thistenn is u~ed to 
indicate all those changes in the conditions of life and labour 
brought about by the application of power to industry and 
transport, and the consequent substitution of the factory 
for the older domestic system, the introduction of new 
methods of production and of transport, and generally the 
prQgTessive control over the forces of nature, which have 

1 See ch. viii, §31. • Ch. iv, §H. 
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been made to yield increasing quantities of wealth as well as 
more and more varieties of. it. The period of English 
economic history covered by the Industrial Revolution 
roughly extends over a century, from 1750 to 1850. 

While the Industrial Revolution in England was catas
trophic in on,e sense (since it involved changes in social 
and economic life so complete and so rapid as to be properly 
indicated by the term 'Revolution'), in another sense it 
was merely a culmination of the movements which had 
been in operation for nearly two hundred years. These 
movements came to a head and acquired a sufficient momen
tum about the middle of the eighteenth century to cause 
those spectacular changes with which the name Industrial 
Revolution is particularly associated, The Industrial Revo
lution first made its appearance in England, but subsequently 
other countries passed through it with more or less similar 
results. It is thus a. world-wide phenomenon. It may be 
said to have started in India since about the middle of the 
nineteenth century and in Part II we shall describe in some 
detail its effects on the economic structure of the country. 
. §12. England before the Industrial Revolution.-Before 

the Industrial Revolution in England, the conditions of 
economic liCe in agriculture, industry, trade and transport 
were not unlike those prevailing in India in the beginning 
of the nineteenth century. England was then mainly an 
agricultural country, and both agriculture nnd industry were 
carried on on a. small scale by yeoman and artisan. The 
transport system was primitive, and enforced a life of self
sufficiency on the local units. Trade was not much developed 
and the bulk of the internal trade was conducted at weekly 
markets and fairs .. 

(i) Aqriculture.-Agriculture was conducted in the 
peasant village (known as the manor in the Middle Ag-es). 
Land was unenclosed and was under the primitive tillage of 
the common field system. The agrarian system of the 
Middle Ages was still in force. The arable land of each vil
In!!e was divided into thr£'e gT£'at strips, subdivided by 
'baulks' three yards wide. The holding-s of the peasants lay 
dispersed all oyer these stripR and they were all bound to 
follow the same customary tillage; one strip was left fallow 
every year and on the other two were grown wheat and 
barley and sometimes oats. The meadows were also held in 
common, and the householders had common rights of grazing 
on the land. 

(ii) Indllstries.-Indristry was conducted on a !';mall 
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scale by the artisans in their own houses under the domestic 
system of industry. Already, however, various sorts of 
commercial middlemen had made their appearance between 
the worker and the consumer, although in some centres of 
the woollen industry (the principal manufacturing industry 
of the time), such as the West Riding of Yorkshire, the non
capitalist domestic industry still survived. Another industry 
of the time was the iron trade, then languishing owing to 
the exhaustion of the forests, which were drawn upon for 
charcoal: coal had not as yet come to be used for smelting 
iron ore. The other trades were the hardware trade in 
Sheffield and Birmingham, linen at Dundee, and the pottery, 
hosiery and silk trades. The cotton trade of Lancashire, 
now so famous throughout the world,' was at this period 
quite insignificant. Adam Smith mentions it only once-and 
that merely incidentally-in his Wealth of Nations. The 
mechanical arts were in a backward state. Even in the 
woollen trade, which was the staple industry of the country, 
the division of labour was still simple, although certain im
provements, notably the fiy-shuttle invented hy Kay in 1738, 
had been adopted. The division of labour was necessarily 
limited because of the limited extent of the market due to 
undeveloped transport and communications. England, how
ever, had certain advantages over other European nations 
in this respect since special facilities for water carriage were 
afforded by her rivers, and there were no internal' barriers 
to trade, as there were for example in France. A feature of 
the industry of the time was the combination of agriculture 
and industry. The artisans and small master-manufacturers 
combined the pursuit of their handicrafts with the culture 
of small freehold pasture farms. Already, however, there 
was a tendency for the capitalist to extend his control over 
industry, and there were cases where factories of band-looms 
were established by an industrial capitalist on his own 
premises, where the workers bad to go for their work. 

(iii) TTanSpoTt system and exchange.-In respect of 
transport, eiahteenth-century Engll1.nd was one of the most 
backward of Enropean countries. The roads were 'execrable' 
l),ccording to Arthur Young, being often mere horse-tracks 
across a miry common, or a watery hollow lane. During 
winter, communication was seriously interrupted. Wheeled 
traffic was slow, and in many places impossible. Pack
horses had to be extensively used. The coach service was 
slow and infrequent. There was risk to life and property on 
the roads, which were infested by highwaymen. Agriculture 
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and trade were thus greatly hampered. Markets were narrow 
and uncertain, and severely limited the scope for division of 
labour. Little wonder, therefore, that England was divided 
into a number of self-sufficient and isolated units and com
munities. Commerce was confined to a few articles of small 
qulk and great value, and the English village had to satisfy 
locally most of its wants in food, clothing, pottery, imple
ments, etc. In the country at large there were great annual 
fairs, held at certain places like Stourbridge (near Cam
bridge), where men from all over the country and even from 
the continent met to buy and sell. There were also local 
markets for certain industries, and some internal commerce 
was conducted by travelling merchants and pedlars. Shops 
existed only in towns. 

(iv) Population.-The growth of population was at the 
rate of 5'6% annually as compared with 14% during the 
next fifty years, and this slow growth was a reflex of the 
slow development of agriculture and industry. The south 
was by far the most populous and the richest part of 
England, and the shifting of the centres of population from 
the south to the north, which was such an important feature 
of the new industrial epoch, had' only just beQ'Un to show 
itself. England was still mainly an agricultural country. 

(v) Economic policy.-The l;conomic policy of the State 
throug-hout the seventeenth and eighteenth centuries was that 
of detailed State regulation of the economic life of the nation 
in its external as well as internal aspects. Under mercan
tilist influences, the foreign trade of the country was subject
ed to severe restrictions, especially on the import side; the 
objects aimed at being national strength (which was thought 
to consist in a. very special manner in the abundance of 
precious metals)· and the protection of home industries like 
the woollen industry, and of agriculture, against foreign com· 
petition. Internally also, ever since the Tudor period, the 
State had attempted, through the Justices of the Peace, to 
('ontrol trade by the determination of wages, regulation of 
apprenticeship, supervision of the quality of wares, poor 
relief, etc. 

~ 13. Why the Industrial Revolution first took place In 
England.-There are many circumstances in the history of 
Enrrland which serve to explain why the Industrial Revo
luti~n made its appearance there first. The commercial 
revolution of the sixteenth and seventeenth centuries, caused 
by the discovery of America Rnd the all-sea. route to India. 
was the necessary preliminary to the later Industrial 
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Revolution, since it transformed and extended the scope for 
internal commerce. Wide markets came into existence to 
absorb the mass-production of the Industrial Hevolution. In 
the struggle for colonial and naval supremacy with Holland 
and France, England ultimately emerged victorious, and 
this enabled her to derive the largest benefit from the new 
commerce. Various other factors favoured the progress of 
the new movement in England, such as her insular position, 
internal free trade, the establishment of a Parliamentary 
form of Government dominated by a landed aristocracy with 
a strong industrial and commercial bent, the healthy mistrust 
of State regulation engendered by the memories of the Stuart 
despotism, a policy of religious toleration which welcomed 
the immigration of skilled foreign artisans, and the opportune 
development of banking and credit. The lull in religwus anel 
political controversy and excitement further helped to con
centrate attention on industry, and stimulated mechan ical 
inventions, into the service of which were pressed the ardour 
and imagination already fired by the discoveries of physical 
science and the revival of mathematics. l 

§14. Four main aspects of the Industrial Revolution in 
England.-The English Industrial Revolution had four main 
aspects, namely revolution (i) in Agriculture, (ii) in Trans
port, (iii) in Industry, and (iv) in Economic Thought and 
Policy. -

(i) Revolution in agriculture.-The change began in 
agriculture. The wasteful common field system was sup
planted by anew system of land tenure and a much more 
efficient agriculture, using new crop manures and implements 
thanks to the advance in agricultural science. Land was 
enclosed; but the Enclosure Movement, facilitated by a 
Parliament dominated by landlords, resulted in the disappear
ance of the yeomanry and the emergence of a class of landless 
labourers and of capitalist tenant farmers employing them. 
Thus arose the present triple division of the big- landlord, 
the capitalist farmer, and the landless agricultural labourer. 

(ii & iii) Revolution in transport and industry.-The 
Industrial Revolution manifested itself also (a) in the im
proved means of communication, such- as torn pike roads and 
navig-able canals. (b) in the introduction of a varietv of 
inventions in the coal, iron and textile industries [notably 
Hargreaves' Spinning Jenny (1770), Arkwright's Water 
Frame (1769), Crompton's Mule (1779), Watt's Steam En-

1 J. L. and B. Hammond. The Rioe oj Modem Indu,st'll. pp. 64-5. 
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gine (1769) and Cartwright's Power-Loom (1785)J and (c) in 
the establishment of the factory system, which involved pro
duction on a. large scale and extenSIve use of. maclunery in 
place oi human labour. About 1825, started another revo
lut10n in transport methods and communication, which in 
the fulness of tIme brought the railway, the steamshIp and 
the telegraph. This further transformed the econOUllC hfe 
of England, which soon came to depend upon the exchange 
of her mineral wealth, manufactured goods and sluppwg 
services for food-stutI~ and raw materials imported trom 
abroad. She thus definitely lost her old national self
sufficiency, and her existence came to depend chiefly upon the 
maintenance of her vast foreign trade. Starting WIth the 
textile, coal-mining and iron industries, the Industrial Hevo
lution gradually spread to other manufactures, and its progress 
was facilitated by the organization of joint-stock cOlllpanies 
with limited liability, and by the extension of credit and 
banking. _ ., 

(iv) Revolution in'" economic thought and policll.-In 
sympathy with these changes, economic thought took a. new 
direction from the time of Adam Smith onwards. It now 
came to be based on the principle of natural liberty and 
individual enterprise as opposed to the old system of detailed 
State regulation, against which Adam Smith's lVl'Ulth of 
Nations was in great part a well-reasoned and powerful 
protest. 'fhe new economic school adopted laissez-faire (let 
alone) as its inotto and was responsible for the wholesale 
repeal of the old Elizabethan regulations and statutes in 
regard to wages, apprenticeship, etc., thus removing all 
obstacles in the way of capitalistic enterprise and free com
petition and greatly hastening the pace of the Industrial 
Revolution. It must be remembered, however, that the laissez
/aire policy, while it. accelerated the pace of the Industrial 
Hevolution,' aggravated the evils of the period of transition, 
inseparable from any revolutionary change, and ~tponed the 
redress of the many social and economic grievances which 
had ·arisen mainly from the Industrial Revolution. The agi
tation in favour of the removal of all restrictions on foreign 
trade took a longer tiI!le to bear fruit. It was only about 
the middle of the nineteenth century that the Corn Laws
the last stron,!!'hotd of Protectionism-were repealed. 

§ 15. Results of the IndustrIal Revolution.-Such (ar
reaching changes in ·the technique of .. produCtion, econ.o~~c 
organiza.tion and thought could not fall to produce stnkmg 
results, both desirable and undesirable: 
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(i) In the first place, there was an immense increase in 
the production of wealth, a vast extension of internal and 
external trade, and expansion of credit and banking. 

(ii) Secondly, the position of the population of England 
underwent fundamental changes. There was a rapid increase 
in total numbers as also a tremendous movement of the 
population from the south to the midlands and the north, 
which became now the beehive of modern industry. There 
was also a big increase in the urban population. 

(iii) Thirdly, there were fundamental changes in the 
social and economic organization of the country, with the 
balance of social and political power turned in favour of the 
capitalist classes, to the detriment of the working classes, 
both in industry and in agriculture. 

(iv) Fourthly, domestic industry was supplanted by the 
large-scale factory with its thousands of 'hands' (factory 
labourers). They were connected with the capitalist by no 
other bond than the cash nexus which took the place oC 
the old human relations between master and workmen. 

(v) Fifthly, the concentration of capital and the instru 
ments of .production in the hands of a small moneyed cla.ss 
led to the divorce between the working and owning classes. 
and split society into two hostile camps at war with each 
other. 

(vi) Sixthly, the insecure and precarious life of the 
labourer living under a.n ever-present threat of unemploy
ment, the frequent strikes and lockouts throwing society out 
of gear, and the dislocation of the economic equilibrium 
due to recurrent crises, came to be the features of the 
new industrial order, and society was faced with new and 
complex social, political and economic problems. In short, 
the Industrial Revolution created the new problems of wealth 
without welfare and of economic instability, which are yet 
far from being solved. Modern socialism may be regarded 
as a. protest against the glaring defects of the new economic 
system, especially on its distributive side, and against the 
evils of the control of the system by private capitalists. It 
has succeeded in discrediting the old laissez-faire policy and 
in persuading modern States to undertake measures oC ame
lioration. Factory or labour legislation, to which every 
modern State ha.s resorted more or less wholeheartedly, has 
necessarily meant the curtailment of the liberty of the em
ployer, by limiting the hours of work, and the age of em
ployment, by prohibiting the employment of women at night, 
etc. It has also secured various advantages to the workers, 
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such as the privilege of forming Trade Unions, a. system of 
insurance against nnemployment and sickness, compensation 
for injuries received in the course of employment, maternity 
benefits and old age pensions. 1 State regulation of the 
economic affairs of the nation has once again become 
a normal feature, although it ill obvious that its aims, ideals 
and methods are not the same as before. 

SUMMARY 

Economio life, al at present lived by civilized man, is the outcome of 
prolonged process of evolution. 
Iq the earliest .tages man lived on wild roots and fruit and in this 

',ollt-orubbing·. dage there waa nothing to distinguish his manner of living 
from that of any other wild animal. 

Tho next stage Will the hunting '!lIge in the course of which man 
learnt to fashion lind use vllrious crude weaponl, which improved with tbe 
invention of fire and the employment of metals. 

The third stage, known al the pa,toral ,tage, was characterized by the 
domestication of animals which provided the meaDS for a more reliable 
and more plentiful food supply than before. 

The agricultural lIage, which wal the next advance. IUS marked by 
the orgBIlization of men in patriarchal families which settled down in 
definite localitiea for regular cultintion of land. The old mode of life, 
which involved conltant wandering over 'he surface of the earth, was dis
covered to be unIBtiafactory. Land was held in communal ownership and 
th" need for hard work and protection led to the institution of slavery. 
These agricultural hO\lseholda became eventually· enlarged into self-sufficing 
village communitiea. 

'Vhile it may be permissible to distinguish the different Itages of 
economio evolution as more advanced and leel advanced, we must guard 
against any assumption as to an invariable order in which one stage waa 
succeeded by ano(her. The -sequence ia not always the lame. lA lOme 
cases lome intervening stage may be missed altogether. And more than 
one' stage may exist together aide by side. . 

The later development of economic life takea 08 to the different lIagel 
0/ indultrial •• olution. 

First we have the Famil1/ Econom1/ under which the f&mill n.ni~ 
large in .ize and including slaves and aerfs, produced everything i\ wanted 
and itself consumed everything that it produced. 

Secondly. WII have the Handi~alt' SlIstem under which a body of pro
fessional craftsmen or specialists came into existence. These autonom01l8 
craftsmen necessarily worked on a small scafe and catered for a limited 
market in which the producer was in direct touch with the consumer. 

An importsnt feature of the handicrafta system wa.· the lssociatioD 
of members of an occupation into guilds. 

l See also ch. xvi, §§9-13. 
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This guild system flourished in Europe in the Middle Ages. But il 
broke pown towards the close of the Middle Ages when commerce a •• umee! 
an intetnational aspect. 

Tho next system, known as the Domestic Sustem. was marked by thf 
advent of various kinds of middlemen who appeared as capitalistic em, 
ployers of the craftsmen toiling in their small domestic workshops, no\\ 
separated from the final purchasers. However, though the workman 1081 
his independence, he continued to work in his own house, Bnd usuall~ 
with his o,,"h tools. Under the supervision of the capitalistic middleman 8 

certain amount of division of labour did take place, but it WBS rathel 
rudimentary. 

The last stage is ushered in by the appearance of the Factory System 
after the Industrial Revolution with its machines, its large-scale productioD 
and its world-wide markets. The semi·autonomous worker was transformed 
into the factory wage-earner. Production now is in anticipation of de~and. 
And the division of labour becomes very complex. 

Tho establishment of the factory system was the resnlt of the Indu.trial 
Revolution which, owing to certain favourable physical. political an<! social 
conditions, first occurred in England and roughly covered the period from 
1750 to 1850. Th" Industrial Revolution completely transformed conditions 
of economic life. 

In agriculture the wasteful common field system with its dispersed hold
ings gave pla,ce to a more efficient system. Some' of the important pha.oil 
of this evolution were the enclosure of land, the disappearance of the old 
yeoman class and finally the emergence of a class of landles8 labourers 
working for a wage under capitalist employers who secured land on leBse 
from the big landlords. 

An' important aspect (>f the revolution was a rapid improvement in tue 
system of transport and communication. Better roads and canals and later 
the railway, the steamship ~nd the telegraph-all these enormously widened 
the scope of internal ancl' international commerce. 

Tho introduction of a variety of in~entiong in the coal, iron, anrl textile 
industries, joint-stock companies, the development of credit and banking, 
were some of the factors which made England the workshop of the world. 
England hereafter found it enormously profitable to concentrate on manu· 
factures which &oded the whole world, and in return for her manu(act\1res 
to import food and raw materials from abroad. 

Before the Industrial Ref)olution, England was divided into a number 
of isolated and self-sufficient towns and villages with industry organized 
on the lines of the domestic system, and carried on w.h the aid of com· 
paratively simp'le implements. During the seventeenth and eighteentla cen· 
turies detailed regulation had characterized the 'policy of the State towards 
industry and trade. It came to be felt as unduly restrictive, and Adam 
Smith's powerful advocacy ~f natural liberty in hi. Wealth of },. alio'ls 
helped materially in making a clean sweep of all this restrictive reglllation 
and giving complete freedom to capitalistic eoterprise and to domestic a3 
well as international trade. The new laisseZ-faire policy greatly accelerated 
the pace of thE! Industrial Revolution. It also, however, brought in it. 
train a number of very serious social evils. 
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Th8 18,ult, oj the Indu&trial Rellolution in England were: (i) an im
Ina8 increaao in prosperity; (ii) .. rapid increase of population and a great 
ilting of. i~ from the aouth to the midlands and the north; (.iii) the 
ncentratioD of political and locial power in the hand, of the capitalistic 
aal and a lowering of the statUI of the worker in "agriculture as well 
I in induatry; (iv) the .ubstitutioll of large-scale production for the 
,omestic-induatry type of production; (v) the aplitting of 80ciety into two 
loatile campa, the owning employer class and the wage-earning class; and 
(vi) added insecurity of the economic lite of the worker, iuduatrial dishar
mony and recurrent economic crises_ 



CHAPTER III 

SOME FU~DAMENTAL .CONCEPTS OF ECONOMICE 

V§l. U~ility.-The student will find the following scheme 
very helpful in understanding certain fundamenta.l economic 
concepts which we are now about to ~discuss : 

CLASSIFICATION OF UTILITIES' . . 
UTILITIES 

.--_______ L ___ ._ 
I 

INNER OR INWARD 
(personal) 

OUTER 0" OUTW AaD 
(non·personal) • 

I 
• PREB 

~N at the result of labour, 
not appropriated, not exchanged) 

INOOHB 
(For immediate consumption) 

I 

.1!C0NOHlO 
(Le. Wealth) . I' · 

I 
CAPITAL 

(For satisfaction of 
future needs) 

Economic utilities have three distinctive marks: (i) labour, 
(ii) appropriation, and (iii) exchange-value. When we talk 
of utilities (or goods) we mean things that possess utility 
(or value-in-use, as it is sometimes called).lI 

Utility is the ca.pacity to satisfy a human desire or serve 
a human purpose. From a moral point of view.it is a. 
colourless word. When. we say a certain object has utility, 
we do not mean that It ought to be valued. We simply 
refer to the fact that, rightly or wrongly, it is valued, that 
people desire to possess it. . 

As the classification given above shows, all utilities are 
not economic, i.e. are not wealth. Utilities like air and 
light, which are given free by nature and in unlimited 
qua.ntities, however vitally useful they may be and although 
recognized as such by. human beings, are nevertheless not 
wealth. ..-

I See J. S. Nicholson, Principle, of Political EConMnll, vol. I, p. 31-
• 'Utility' ~ay mean the quality which m~ka a thing desirable, or it 

may signify the desirable thing itself. From the context the reader can 
easily find out which meaning is intended. 
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§2. Characteristics of wealth.-Let us enumerate the 
characteristicl:I of wealth: 

(i) In the first place it p08Sesses utility. 
(ii) Secondly, it is limited in qua.ntity.. (Because it is 

as a general rule the result of human labour; and human 
labour as well as the natural resources on which it operates 
to produce wealth are limited. There ar~ a few cases of 
wealth where human labour or sacrifice is not itlvolved but 
where the term 'wealth' is justified because of the presence 
of other characteristics like limitedness of quantity and 
utility.) • 

(iii) Thirdly, wealth Is trtLnsferable. It ~ not necessary 
that it should be .bodily shifted, but at least the right to 
it sHOuJd be transferable .. For example, a house cannot 
itself be tranisferrecl, but the right to it can be. 

(iv) W ~alth possesses exchange-value. That is, it can 
be eJchanged for other forms of wealth. 

(y) WeaW, should be capable of being appropflated. 
That is, one should be able to possess or enjoy it. to the 
exclusion of others. Unless it can be made the subject of 
private property, nobody will pay anything for it, that is, 
it will possess no exchange-value. •• • .. 

Having stated the characteristic attributes of wealth, let 
U8 now apply our knowledge to a few sample instances. 

Is the love of a. mother for her child wealth? Although 
one of the most valuable things on earth, it is not wealth. 
It i8 not bought and sold. nor are the many voluntary 
8er~ce8 which are rendered freely by the affectionate mother 
to her child. 

Th~re is nothing in our definition of wealth to 8uggest 
that 5t consists only of material things. The services of a 
~ervant or labourer for which wag~s are paid. the services 
of a manager or official for which he gets a salary, the pro
fessional services of a lawyer and doctor for which fees are 
paid, are,all wealth. So are the services of a. singer whom 
you have to pay to hear. 

A man's internal qualities ancl aptitudes (e.g. the special 
skill of a. surgeon or the singer's vocal chords) aTe flot wealth. 
because although they may be a. sOUfce of wealth they are 
not themselves transferable. 

Non-material external goods consisting of f'eZatiOfl8 bene-
.fieial to a man with othef' people aTe wealth because they can 
be bought and sold. Thus when a business changes hands. 
very often the' sale price includes not only the value of the 
tangible assets but· also the value of what is known aa the 
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"goodwill' of the business, which consists of the advantage 
which the business has acquired and the proba.bility of con
tinued custom owing to the reputation already established. 
In the same manner a retiring doctor or lawyer may sell 
his practice . 

.r- §3. Classification of wealth.-The following classifica
tion is given by Marshall. 1 It will assist the student in clari
fying his ideas. He should study it and compare it with 
Nicholson's classification quoted at the beginning of this 
chapter. 

I I. <."rool 

Goods are 1 

ii. Internal 

material 

p'ersonal 

\ 

Transrerable (house, fur
niture). 

Non·transferable (sun-
ligbt, climate). 

\ 

Transferable (goodwill ,Df 
a business). '// 

Non-transferable (i.e. 
that part of 110, person's 
business connexion 
which depends on per
sonal trust in him). 

Non-transferable (i.e. il 
person's qualitie8 and 
faculties for action and 
enjoyment. e.g. busi· 
ness ability, profession
al skill, etc.). 

§4. Wealth of an individual.-We may now proceed to 
suggest an answer to the questions (i) what is the wealth of 
an individual, and (ii) what. is the wealth of a nation? 

The wealth of an individual cOIJIprises the following 
principal items: • 

(a) In the first place, there are the material possessions 
exclusively owned by the individual, such as his house and 
farm, furniture and books. These are of course all trans
ferable and exchangeable. Individual wealth also includes 
any shares in public companies, debenture bonds, mortgages 
and other obligations which a person may hold requiring 
others to pay money or goods to him. On the other hand, 
in order to ascertain his true net wealth we must deduct the 
debts which he owes to others.2 

(b) Secondly, we have those non-material goods 

• Marshall, 6p. cit., p. 55. '. ibid.. pp. 56·60. 
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belonging to an individual which are external to him and 
which enable him to acquire material goods, e.g. his business 
or professional connexions, and especially that goodwill of 
his business which can be transferred by sale to lit newcomer. 
But as a general rule, we exclude all his personal qualities 
and faculties, such as his personal skill, because they are 
internal to him and not transferable. 

(c) Finally, a man enjoys certain goods in common 
with his neighbours. They do not belong to him alone. 
These include civil and military security and the right to 
make use of public property and institutions-such as roads, 
street-lights, public parks and museums,-rights to justice 
and free education. We are thus led, to consider collective, 
national, or social wealth. 

1/'" §5. National or social wealth.-(i) In the first place, the 
wealth of a. nation includes the aggregate wealth of its 
members and citizens as defined above. All internal debts 
due from one member of the nation to another should be 
omitted in order to avoid double counting of the sa.me item. 
We must, however, deduct bonds held by foreigners from 
the national wealth, or any other external debt of the country. 
We must at the same time add bonds and shares held a.broad 
by the citizens of a State. 

(ij) Secondly, national wealth includes public material 
property of all kinds, such as roads, canals, buildings. There 
is, however, usually 0. heavy item of 'negative' wealth in 
the form of a large public debt to be set against this col
lective wealth. 

(iii) Thirdly, some economists like Marshall reckon for 
many purposes Bome of the more important free ~fts of 
nature which influence national wealth. So the Tha.mes 
may be reQ'arded as part of Endand's wealth and the Ganges 
and the Himalayas as part of India's wealth. On the other 
hand, other writers like Seligman are rigidly logical and 
contend that these free gifts are the. basis of wealth, not 
wealth itself. 

(iv) German economists have emphasized the non-material 
elements of national wealth; for example, the organiza~ion 
or a free and well-ordered State or the industrial faculties 
of the people. While we can count as the wealth of a. nation 
advantaQ'es which it enjoys over· other natio'ns, we must ex
clude whatever is cosmopolitan in character. e.g. scientific 
skill which. although it may ori~nate in' one nation, tends 
nowadays to be quickly copied by rival nations and thus 
becomes universal or cosmopolitan. 
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§6. Cosmopolitan weaIth.-This notion follows from the 
extension of the concept of national wealth to the whole 
globe. It is obvious that we must omit international debts 
in estimating cosmopolitan wealth. Under cosmopolitan 
wealth, we may include such things as the ocean which faci
litates commerce and must be regarded as one of the most 
valuable assets of the world. As already observed, scientific 
skill and mechanical invention are nowadays cosmopolitan in 
their character and form part of the cosmopolitan wealth, or 
the wealth of the whole world. 

§7. Income.-The concept of wealth leads to that of 
income. There are two measures of wealth: (i) income and 
(ii) capital. Income means a flow or streain of satisfadions, 
while capital means a stock or fund of a series of satisfac
tions. We may thus say that a man is worth Rs. 10,000 or 
that he is worth Rs. 500 a year. The income-measure 
psychologically and fundamentally means pleasure and bene
fit income, but because nowadays we are all living under a 
system of money economy and exchange, income has come 
to mean primarily money income. It is on the whole more 
satisfactory to measure national wealth with reference to 
income than with reference to capital. If a person is 
engaged in business his net or true income is found by 
deducting from h:1:. s oss income 'the outgoings that belong 
to its production'. ervices rendered to oneself, e.g. ironing 
one's own clothe, or services rendered to one's family, like 
those of the" housewife, are not included in this income, since 
they are free. 

§8.. National income.-By 'national income' or 'national 
di-ridend' we mean that part of the net income of a country 
which can be measured in money. Marshall's definition is 
classical: 'The labour and capital resources of a country 
acting on its natural resources, produces annually a certain 
net aggregate of commodities, material ana-imm!l't~~al, 10-
eluding services of al~d!r.-This IS the titl"e" net "atjjma.l 
income or revenue of ihe country or the natIoDardividend.' 1 

§9. Value.-The concept of value iR. ultimately connected 
with that of wealth and demands some C',onsideration in this 
chapter, although a great deal more will be said about it in 
Chapter IX. Value is the central concept of economics" as 
well as its greatest puzzle. It cannot be neglected in the 
study of production of wealth, because much that is produced 
is in anticipation of demand at a certain price. It cannot 

1 See cb. xiii. §2. 
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be understood apart from consumption. It underlies the 
study of distribution of wealth, and its intimate connexion 
with exchange is obvious. If, after Seligman, we define 
wealth as consisting of things possessing vaJue, we ma.y define 
econoinics as the 'science of value'. 1 

The term 'value' is ambiguous. It is sometimes loosely 
used to signify utility. When we talk of value-in-use we 
mean the actual satisfaction which may vary from individual 
to individual. Similarly intrinsic value means the inherent 
capacity possessed by an object of yielding satisfaction, or 
the esteem in which we ought to hold things in accordance 
with some semi-ethical standard of judgement, and we con
trast 'value-in-use' and 'intrinsic value' with value that is 
current-the value that is expressed by the actual rate of 
exchange. Strictly speaking, however, in economics we 
ought always to use the term 'value' in the sense of value
in-exchange. The concept of exchange-value dominates the 
whole of our science, as we are living under a system of 
constant exchange or interchange of wealth or possessions. 
The exchange-value of one thing in terms of another at any 
given time and place is the amount of the second thing which 
can be had there and then in exchange for the first. It 
means its rate of exchangeability. 

Value is the result of the sociaL estimates of goods effected 
by transferring them in exchange. We often say that we 
never know the value of anything until we have to do without 
it. This partially expresses the essential truth of the idea 
of value, which is, that we never know how much we value 
a. thing till we come to exchange it for something else.· 

§ 10. Prlce.-Since exchange-value means relative ex
change power we can measure the value, say, of a house in 
terms of any other commodity, like cows, sheep, rice or salt, 
and we may say that its exchange-value is 10 cows, or 100 
sheep, or 5 maunds of rice, or 500 maunds of salt. We are, 
however, no longer living under a system of barter or direct 
exchange of goods for goods. Exchange is now effected by 
money (gold or silver coins or notes), that is by a common 
medium of exchange, which also functions as a common 
measure of values. a This leads us to the conception of price. 
whiCh is 'defined as exchange-:value expressed in terms of 
money. Thus we may sa.y that the price of a house is 

• Seligman. op. cit., p. 11. 
I :T. A. Todd, Th Scimc. 0/ PriUI. I!nd ed., p. 17. 
a See cb. x, § §l-S. 
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Rs. 500, or that of a coat is Rs. 10, or of a pen, As. 2, and 
so ·on. If we know these prices, we also know their relative 
values. Thus we can say that the value of the house is 
50 coats or fifty times as much as that of the coat. 'Value' 
and 'price' are oftej; used as interchangeable terms. Dut 
this is not correct. tAll values (i.e. exchange-values) cannot 
rise or fall together. If for example the exchange-value of 
a house falls from 100 sheep to 70 sheep it means tha.t 
the value of sheep has risen. All prices may rise or fall 
together, but not all values.) If the prices of all things rise 
this means tha.t their value 10 terms of money has gone up, 
i.e. the value of money has gone down in terms of commo
dities. 1 

§1l. Value and utility.-While no article can POSRCHS 

any value unless it has utility, the two terms must be care
fully distinguished. The concept of value is more complex 
than that of utility. In the first place, value is a relative 
notion of the 'same order as weight or siie. 2 It necessarily 
implies a comparison between two or more objects and ex
presses a relation between them at a particular place or 
time. Utility is a simpler concept ·and it does not imply 
comparison between one object and another. In the second 
place, value implies scarcity, i.e. insufficiency of quantity in 
relation to demand, or difficulty of acquisition. That is why 
air, while it has infinit~ utility, has no value since it· is 
unlimited in supply, while articles like gold or a diamond, 
which are scarce in relation to the demand for them, com
mand a high value in exchange. S This was what the old 
economists had in mind when they said that air has great 
value-in-use (i.e. utility) but no value-in-exchange. 

SUMMARY 

'Utility means the capacity to satisfy a. human desire or serve .. human 
purpose. Things possessing this capacity are called 'utilities' or 'goods'. 

Utilities are divided into: 
(i) 'Free utilities' and 
(ii) 'Economic utilities' or 'Wealth'. 

Wealth possesses the following characteristics: 
(a) It has utility. 
(b) It is limited in quautity, and is generally the result of human 

labour. 
(d It is transferable. 

1 See ch. x, §26. 
• C. Gide, Principle8 of Political Economy, p. 45. 
• See also ch. iv, §5. 
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(<I) It pol8CUel exchange-value. 
(e) It i. capable of being appropriated. 

Wealth consists of material 06 !Cell a. non-material external goods. 
Indjoidual wealth must be distinguished from national wealth. 
lndioidual wealth.: 

(i) Material possession~ (including evidences of debts owing from 
others) owned ezclulioelll by the individual. 

(ii) The individual's external, transferable non-material goods (like the 
goodwill of a business). We msy also say that hi. ,hare of common goods 
like public parks is part of his wealth. 

National weaitll: 
(i) But such common material property a. a whole is part of collective 

or national wealt/I. 
(ii) The wealth of a nation also includes the aggregate wealth of ita 

citizens (omitting their debts to one another) minus their debts to foreigners, 
plu1 any debts which foreigners owe them. 

(iii) Gins of nature-like the Ganges-which are the basis of the 
national wealth are not always regarded as being themsclves part of 
national wealth. 

(iv) Superior political organization and higher economic faculty and 
efficiency as compared with other nations are important non·material elements 
of national wealth. 

Any advantages of dired. ,r indirect eNnomic importance owned hy 
aU the nations in common, e.g. the ocean as a highway of commerce, pro
gress of scientific inv('Jltion, etc., may be said to constitute co.mopolatan 
wealth. 

National wealth or capital can be conceived of as a fund or d()("k from 
which variOUI satisfactions are derived. The actual "ream or flow of satis
factions issuing from this fund or stock over a period, say, of a year, 
is the national income or national dicidend. 

N alional income is a better measure of economic progress than .. alional 
capital. 

Value is a central concept of economics. By 'valus', in economics, we 
mean 'value·in-exchange', that is, thll power of getLing in exchange other 
commodities. 
• Value expressed in terms of money is called 'price'. 
I Value eXp're~ses a relation and is therefore a relative term. 

AU values cannot rise or faU together, but aU prices may rise or faU 
together. 

Th.. concept of value is more complex than that of utility, and is of 
the same order as weight or size. Value implies scarcity, or difficulty of 
acquisition. 



CHAPTER IV 

CONSUMPTION: THE THEORY OF WANTS 

§ 1. Consumption the end of all economic activity .-Th~ 
existence of human wants is the starting-point of all economic 
activity, and the satisfaction of human wants, i.e. consump
tion, is the end of all economic activity. All wealth that is 
produced is sooner or later consumed. Production is justified 
not in itself but only in so far as the wealth that is produced 
is consumed. Production is subordinate to consumption, 
production being the means, and consumption the end. 
The primary importance of consumption is, however, obscured 
because under our present economic system production is 
conducted mainly for profit and not' for the direct satis
faction of the needs of the producer himself. The vita.l 
connexion between production and consumption is obvious, 
and difficulties arise at once if production is out of relation 
with consumption, i.e. if more or less is produced than can 
be effectively disposed of. 

§2. Human wants and their characteristics.-Economic 
activity is due to the fact that human beings have a number 
of wants which cannot be satisfied without effort. The great 
characteristic of these wants is that there is no limit to them. 
The insatiability of human wants in general has always been 
one of the principal themes of the preacher and the moralist. 
When we have got one thing we desire to possess something 
else, and then a third thing, and so on indefinitely. Every 
step in human progress is marked by a growth in the number 
and variety of wants. We arE; constantly becoming acquaint
ed with new ways of enjoyment, and as we get used to 
them, we come to think of them as necessaries. 

Although wants in general are insatiable, with very few 
exceptionsl every single want is satiable. 

1 As an instance of ill8atwble wants it is usual to cite the case of the 
stamp-collector whose desire for more increases with every addition to his 
stock, because what he is aiming at ia a bigger collection than anybody 
else's. Another common instance is that of the miser whose de.ire for 
money increases with the growth of his accumulation. It may be objected 
that since money is a means of- satisfying wants in general and since 
wants in general have no limit, the miser's case is aCter all not an ex· 
ception. This objection would have been valid if the miser had intended 
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Wants may sometimes be complementary and joined 
together: for example, desire for tea involves at the same 
time desire for milk and sugar. Another instance is desire 
for things which are sold in pairs like shoes, one shoe being 
useless without the other. 

Many wants are such that their satisfaction can be secured 
by ma!!:ing use alternatively of more things than one. Thus 
hunger can be satisfied by consuming any of the numerous 
things that are eatable. The desire for a mild stimulant 
may be satisfied by tea or coffee. The desire for amusement 
may be satisfied by the cinema or perhaps by a novel. , 

§3. Law of Diminishing Utillty.-The fact noted above 
that each single want is completely satiable sooner or later 
has given rise to the familiar statement known as the Law 
of Diminishing Utility. Marshall expresses it thus: 'The 
total utility of a thing to anyone (that is, the total pleasure 
or other benefit it yields him) increases with every increase 
in his stock of it,l but not as fast as his stock increases.'J In 
simple language all that this means is that the more of a 
thing we have, the less we want it. 

The Law of Diminishing Utility holds good for all kinds 
of satisfaction but subject to the following qualifications: 

(i) Up to a point every addition may yield not decreas
ing but increasing satisfaction. To a very thirsty man, for 
example, an excessively small quantity of water will bring 
a £!reater craving for water and for some time every addition 
will be attended with greater and greater satisfaction. 

(ii) !tis assumed that the units are consumed in quick 
su('.cession. It a man has drunk glass after glass of water 
until his thirst is fully assua~ed, he will refuse to drink more 
for the time being'. But this does not mean that he will 
equally refuse it after the lapse of a considerable interval. 
when he may be thirsty as!ain. 

(iii) We also Msume that the intervals are not so long" 
as to admit of any radical change in the person himself. A 
partly educated man, for instance, after repeated readings 

to spend his accumulations on various objects of desire. But a. he nluN 
money amI hoards it for its own sake, .it is on the whole better to admil 
lIi. case ss an exception to the general nile. • 

I It should, however, be noted that after a point eTery further increase 
in the stock or every additional unit consumed wi\1 not only yield no 
further saHsfaction but will cause positive inconvenience or pain, e.g. an 
additional chair in an already overcrowded drawing.room, or an additional 
morsel of food on a full stomach. 

S Marshall, Principl,. 0/ Economic', 5th ed., p. 93. 



44 INTRODUCTION TO ECONOMICS 

of a piece of first-class poetry, may get tired of it. Year 
afterwards, during which his education has progressed an 
his faculty of appreciation has been rendered keener, he rna 
read the same piece of poetry again but this time with infi 
nitely greater pleasure than he ever experienced before. 

The Law of Diminishing Utility is best explained by 
diagram (Fig. 1). The equal divisions along the hOflzonta 
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FIG. I.-DIAGRAMMATIC REPRESEXTATION OF THE LAW OF 

DIMINISHING UTILITY 

axis OX represent equal successive units of a commodity 
say apples, consumed or purchased by a person, while thl 
equal divisions along the perpendicular axis OY represen 
equal units of satisfaction. Rectangle I represents the utilit; 
derived from the first apple, rectangle II the utility from thl 
second, and so on. The utility from every additional uni 
may be higher and higher instead of lower and lower for i 

time, so that the curve may at first slope upwards as in tbl 
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diagram (1. U.), but sooner or later it steadily begins to dim
inish (from utility 10 of the second unit to utility 0 in the 
case of the seventh ullit, which is on the border-line between 
utility and disutility). Any further increment of th~ supply 
will only result in disutility or negative utility (the shaded 
rectang,les in the diagram). 

Letf us assume for the sake of clarity that each unit of 
satisfaction. to the consumer is represented by one anna. Then 
if the price of an apple were 3 as .. the consumer would just 
be induced to purchase the six~h apple, whose utility, 3 units 
(which will just balance the utility of the price paid, 3 as.), 
will be the marginal utility, while the total utility of the 
supply of six apples will be 8+10+9+7+5+3=42units. 1 

§4. Distinction between total and marginal utility.
We must carefully distinguish between total utility and 
marginal utility. Total utility means· the aggregate utility 
ot a. stock of similar goods, while marginal utility means the 
utility attaching to a particular portion of it, namely, to the 
unit of it that is consumed. l!lst. The total utility of a. stock 
is obfained by adding the utilities of all the units concerned. 
Thus in Fi~. 1 the total utility (or satisfaction) obtained by 
consuming six apples is, 8+10+9 +7 +5+3=42 units. The 
totaZ utility of a. stock of goods increases with the addition of 
every uilit, but it increases at a. c:.~minishing rate until the 
point of satiety is reached, and thereafter it falls. The 
maTqinal utility means the addition made to the total utility 
by the addition of the last increment consumed. Thus if our 
consuiner thinks it just worth his while to buy the sixth 
apple, the utility of that unit, namely-3. is cal!~<!.the!Darginal 
~o!, .final) utility. The utility is called marginal because at 
that ·PoTiiftneconsumer is on the mar¢n of doubt as to 
whether it would be worth his while to ccinsumeany more 
of the commodity or w~ther he would secure ,:rreater satis
faction by consuming something else. It is. however, neces
sary to aail thftt the marginal unit is not fixed unalterably. 
The number of units consumed ·depends, for example, on 

1 Sinre tbe con~umer bas to pay for tbe apples he does ~ot ~arry their 
consumption to tbe stage of zero or negative utility (disutility).· l'Xct'pt by 
mistake 01' under compulsion respertively. If on tile otber hand. tbe price 
of an 'apple were 5 as. instead of 8 as.. tbe consumer would buy only 
Ii apples. Bnd tbe utility of the fifth apple (5 units) will be its marginal 
utility. which just balances tbe utility of the prire paid (5 as.). and so on. 
If, however. apples were free altogether, tbey would be consumed up to 
the point of zero utility. Tbis does bappen in the case of free goods like 
air or water. 
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price. If price falls, more will be consumed; and if price 
rises, less will be consumed. The amount consumed also 
depends on intensity of demand. A man may come to 
desire a thing more or less intensely and will accordingly 
require more or less of it than before, even though the price 
may remain the same. Thus since the amount cO,/sumed 
is variable according to these conditions of supply or demand, 
what we call the last or the marginal unit is also variable. 

~
. But whatever the amount consumed., the last unit consumed 

under any given set of conditions is the marginal unit. 
Another point that must be made clear is that the utility 

of every unit in a given aggregate is the same and is equal 
to the marginal utility. Let us suppose that the six apples 
in our example are labelled A, B, C, D, E and F. All the 
apples, it must be remembered, are of exactly the same size 
and quality. Let us suppose now that one of them, A, is 
lost. In that case, the five that remain will yield utilities 
as in the example. The first one that is consumed will 
yield utility 8; the second one 10; the third one 9; the fourth 
one 7; and the fifth one 5. If a sixth had been there the 
additional utility realized would have been 3. Thus by losing 
anyone of the appJes A, B, C, D, If, F the loss of utility 
incurred will be 3. Therefore, the utility of every single one 
of these apples considered as one of an aggregate bf six. is 
the utility of the marginal, i.e. the sixth unit. If we con
sume something up to the point of complete satiety, its 
marginM utility will sink to zero. 

§ 5:'( The relation between marginal utility and value or 
price.-When we speak of the value of a commodity, we do 
not think of its utility or usefulness in general, but of the 
utility of a definite quantity. As has just been explained, 
the utility of every unit of a given quantity of a commodity 
is equa'! to its marginal iltility, since all the units are inter
changeable and alike and anyone of them can be considered 
to be the marginal unit and will be parted with on the same 
terms as any other. Value then is not the expression vf 
utility in general, or even of. total utility, but of marginal 
utility. Thus air<i in general has infinite utility and great 
total utility, but does not command any value, since owing 
to its unlimited stock it (i.e. any particular unit of it) has 
zero utility. On the other hand, gold possesses great value, 
since although its utility in general or total utility is less 
than that of air or water, its marginal utility (the utility 

• of a particular unit of it) is very high owing to its limited : 
supply. Utility is an essentially subiective~N.>.ncept. But the; 
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only way we know of measuring it is by the. price which a 
person is willing to pay for a. thing he desires to buy or con
Ilume. The objective test of satisfaction is the readiness to 
pay a. certain price or amount of money. The price which a. 
person actually pays for a thing measures its marginal utility 
to him. Marginal utility and price are closely connected with 
each other. Both would rise if the quantity were to decrease, 
both would fall if it were to increase. Value or price depends 
in this sense upon marginal utility. We can, however, equal
ly well say that marginal utility depends upon value. If this 
value or price is high, smaller quantities would be purchased 
and marginal utility would be high. Similarly if the price 
were low, marginal utility would also be low. As a matter 
of fact both go together and are themselves influenced by the 
magnitude of the supply of a commodity in relation to the 
demand for it. All that we are entitled to say is that value 
or price tends to coincide with marginal utility. 1 

§6. The marginal utility of money.-Money is also 
subject to the Law of Diminishing Utility, although the fall 
in its utility is slow and the point of satiety is very much 
more remote than in the case of an ordinary commodity; for 
money is not one commodity, but represents all the commodi
ties it can buy. Every increase in the income of a person 
results 'in diminishing, additions to utility or satisfaction. 
Those who possess very large incomes therefore have low 
marginal utility of money (i.e. the uiility of goods purchased 
by the last addition to their income) as compared with those 
who have small incomes. Thus the marginal utility of a 
rupee to a person with Rs. 100 a month is higher than to a. 
person with Rs. 1,000 a month. In the former case the last 
rupee stands for the satisfaction of more urgent wants than 
in the latter case. Similarly, the sacrifice of utility caused by 
equal diminution of income would be greater in the case of the 
poor than in the case of the rich. since in the former case some 
of the necessaries of life would have to be sacrificed, while 
in the latter case comparatively less urgent wants would 
remain unsatisfied. This has a bearing on certain problems 
of taxation.' .. . 

§7. Law of Equimarginal utility (Retums) or the Law 
of Substltutlon.-W e have seen that according to the Law 
of Diminishing Utility every successive unit of a commodity 
yields less and less utility after a. point: We should, of 
('ourse, continue to consume each commodity so long as we 

.' 
1 This t~pic' is discussed further in cb. iI. I See ch. nil. §9. 
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derived some little utility from it, if we could have unlimited 
quantities of everything without any sacrifice. But most of 
the commodities we require cost effort to produce them and 
have therefore t.o be. paid for. A millionaire may conceiv
ably be in a position to carry the consumption of every single 
commodity to the point of complete satiety. But the grea.t 
majority of us are not millionaires, and the problem for us 
is how to layout a limited income on the numerous utilities 
that are offered for sale in the market. A sensible man thus 
circumsta.nced will carry the consumption of each article up 
to a point, i.e. until he feels that after that point the money 
he has still available would give more satisfaction if spent 
on something else. Guided by this consideration and com
paring at every stage the relative utilities to himself of 
different things, he passes on from one commodity to another 
until the amount he can spend is exhausted. If on review
ing his expenditure he feels that he would have gained 
greater satisfaction by spending less on one thing and more 
on another, he r{'gulates his expenditure accordin!!ly in 
future. So far as we are consciously rational we endeavour 
to purchase such quantities of various things that the margi
nal utility of the money spent in each case is the same. Wp: 
go on substituting one thing for another until we feel that 
this obiect has been achieved. This principle, which f.!overns 
the conduct of every ordinarily reasonable person, is known 
in economics as the Law of Equimarginal Utility (Returns) 
or the Law of Substitution. 

Let us suppose a person has Rs. 9 to spend and there 
are three commodities A, Band C on which he caD spend. 
For the sake of simplicity let us assume that the market 
price of all three is Re. 1 per unit. The utility of successive 
units of the three commodities for the person in question 
goes on diminishing in the manner represented by the curves 
in Fig. 2. Thus in the case of A the utility of the firBt unit 
is ad; the utility of the second is ef, aDd of the third gh. 
As the figures show, gh=op=ufJ. On these assumptions, 
the maximum satisfaction can be reaped by the person in 
question if he spends Rs. 3 on A, Rs. 4.on B, and Rs. 2 on C, 
because by so doing the marginal utilities are made equal 
(gh=ori=UfJ). Any other way of distributing the avail
able Rs. 9 would result in a decrease of satisfaction. 
Suppose, for example, that instead of buying 4 units of B 
and 3 units of A, 3 units of Band 4 units of A are bought. 
Then the additional (fourth) unit of A gives satisfaction xy. 
which is less than op, i.e. the satisfaction which could 
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ha~e been obtained .at the .same ex,pense by buying the fourth 
UDlt of B. In ordmary life nobody attempts to calculate in 
this precise ma.nner the utilities of various things. Neverthe
less we do find people weighing the relative advantage of 

y y y 

A B c 

FIG. 2.-DIAORAIIIIIIATIC ILLUSTR.UIOX OF TilE LAW OF 

EQUlMAROINAL UTILITY (RETURXS) 

'x 

this or that mode of expenditure, spending more on one, less 
on another and in this manner trying to realize the maximum 
utility from a given limited inco'11e. 

, The principle is found to have an application in, many 
other spheres besides that of ordinary expenditure. Take the 
case of a business man who owns a cotton mill. He has a 
ce.rtain limited amount of capital. He must spend Borne of 
it on labour and some on machinery. There is no fixed 
unalterable proportion between the outlay on these items. and 
each person has to find out the proportion which suits him 
best. When he is considering whether he had better utilize 
a given amount of money in employing additional labour or 
in buying such and such a new machine, the principle from 
which he is really seeking guidance is the Law of Equi
marginal Returns or Substitution. This principle will be 
found to be in operation whenever there is a question of 
putting, not only money, but anything tha.t is limited. to a 
number of possible us~. Suppose I employ a labourer at 
so much per day and can use him for domestic purposes as 
wen as for work in m;r ~e]d. I u.se .him for each. of t~ese 
purposes in accordance With the pnnclple we are dlSCUSSlDg. 
To take one final example. each of us has only twenty-four 
hours to spend every day. 'Ve do not use all the twenty-!our 
hours in soul-clogging slumber. We sleep for only. say, eight 

4 
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hours, devote nine hours to work, three to play and four to 
other necessary activities-in such a manner that we can 
say with reasonable confidence that the respective (marginal) 
utilities of the eighth hour of sleep, the ninth hour of work, 
the third hour of play and so on are all equal. 

It may be added that we are not concerned here with the 
question whether people ought to a.ttach the relative impor
tance to various desires that they do in fact attach. We take 
the intensities of people's desires and their personal estimates 
of the utilities of various things as we find them. 

Lastly, it may be pointed out that as regards perhaps the 
most important part of their expenditure, people may feel 
compelled to follow the dicta.tes of custom or fashion even 
against their own better judgement. Expenditure on 
marriage and otl;ler ceremonies in India and expenditure on 
clothes, especially women's clothes, in the west, are examples 
of this. In so far as people obey the dictates of society in 
these matters even a.gainst their will, the satisfaction or 
utility they derive from what they themselves consider as un
reasonable modes of expenditure is of a negative character, 
namely an escape from social obloquy and criticism. But 
since we a.re concerned with the facts of people's preference 
and not the motives for them, the exposition of the principle 
as given above may be allowed to stand. 

§8. Classification of wants.-Wa_nts (or the things that 
satisfy them) are classified into (i) Necessaries, (ii) Comforts, 
and (iii) Luxuries. 

(i) Necessaries.-We may take a rigidly narrow view of 
necessaries, and include under the term only such things as 
are absolutely necessary for holding body and soul together 
(necessaries for life). 

A broader view would include such a.dditional things 
(necessaries for efficiency) as are required not only for bare 
existence but for maintaining efficiency, which would, for 
instance, mean sufficient food of reasonably nutritive value 
for the labourer and his fa.mily, satisfactory shelter and cloth
ing, provision for sickness and old age, and opportunity for 
giving the labourer's children the training requisite to start 
them in life at least as well as himself. 

Under conventional necessaries we include items not 
strictly necessa.ry for efficiency but expenditure on which is 
nevertheless incurred because it is dictated by social 
convention. In India important items under this head
ing are expenses on caste dinners, marriage and funeral 
ceremonies, 
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(ii) and (iii) Comforts and Luxuries.-.b~mforts and 
luxuries are terms which seem to explain themselves. The 
dividing line between comforts and luxuries is however not 
always clear. Whether a. thing is a. comfort or a. luxury 
depends on how well-off a man is and what particular class 
of society he belongs to. To a poor peasant butter and ghee 
are luxuries. To the middle-class man on the other hand 
they are comforts, if not necessaries. If an ordinary 
cultivator uses scents (attar) they would be regarded as 
a. luxury in his case; not so, however, in the case of a big 
zamindar. 

Sometimes things that we call comforts are found to have 
an even greater hold on people than necessaries. Many a 
labourer, for example, would stint himself in the matter of 
food rather than forgo his customary indulgence of tobacco, 
pan and betel-nut. 

The end of all economic activity is to provid~ mankind 
with the means of a happy and comfortable life. Civilized 
society in the· west has outgrown the old Puritanic ideal 
which appeared to exa.1t unpleasant labour for its own sake. 
Even in India, the notion that it is sinful for man to enjoy 
life is gradually losing its ascendancy over the minds of men, 
and we are beginning to recognize that it is perfectly legiti
mate for people to try to distil all the good that this earthly 
life is capable of yielding. In the name of common prudence 
it is of course important that everybody should try to keep 
his expenditure within the limits set by his income. But 
there is nothing wrong in a person aiming at as high a 
standard of comfort for himself 80S he dare. On the contrary 
it will make him exert himself strenuously to attain this stan
dard. Such purposeful activity can in itself be a great source 
of enjoyment, and a country whose inhabitants show this 
restless ambition is likely to be wealthier and more progres
sive than another where the people are content with too little 
and are therefore supine, inert and lazy. The rapid increase 
in the wants of people is far from being an evil; it is indeed 
the first condition of economic progress. We must, however, 
not forget that true human welfare depends on the nature of 
the wants tbat may arise. These wants should be such as 
to make their satisfaction a. means of raising mankind higher 
and hiO'her in the scale of civilization. As knowledge grows 
and as 

0 

the Ploral and aesthetic perceptions of people become 
more and more refined, they will learn to desire things which 
realIv serve to enrich and beautify life. and avoid those that 
degrade life and yield only a fYleting and frivolous kind of 
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satisfaction, In India, at least as much as in any other 
country, there is urgent need for a popular awakening in this 
respect. The masses must be taught to feel the want of more 
things and better things-so that they will exert themselves 
to obtain them. Only thus can the country grow in wealth 
and provide the necessary conditions for a satisfactory exist
ence for its people. 

§9. Standard of living (or standard of comfort).-The 
aggregate of necessaries, comforts and luxuries to which a 
class of people have been accustomed, is spoken of as their 
'standard of living'. Wants when repeatedly satisfied over 
a sufficiently long period pass into habits, and the standard 
of life thus formed becomes characteristic of an individual and 
of the class to which he belongs. Different classes have 
different standards, and each one comes to look upon certain 
things as constituting th;e normal requirements of its everyday 
life. Each class strives to attain its particular standard, and 
having attained it to keep it up and if possible to raiRe it. 
The standard of life is not rigidly fixed. It varies not only 
from nation to nation, from class to class, from individual to 
individual, but also from one period to another with the 
same individual or class or nation. Diverse forces, such as 
financial circumstances, habit, education, imitation-deliber
ate and unintentional-and ambition influence the standard of 
living. 1 Thus the present standard· of living in England is 
much higher than it was in the eighteenth century, and is 
higher than in India today. The average English worker is 
accustomed to a certain standard in respect of food, clothing, 
housing, recre.ation, etc. He must appear in a particular 
style of Sunday clothes, must have his pipe and tobacco and 
newspapers to read, and he thinks he ought to be able to 
visit the cinema a certain number of times every month. By 
his desire to maintain this standard of living he is led to 

I 'The standard of life of a class comprises the common habits of ita 
members With reference to spending and working. Most of them tend to 
l!pend and work in pretty much the same way .• Any two families of the 
same size with the same wage, if they work at the same trade in the same 
locality, will usually live similar lives. They will dress similarly, spend 
Toughly equal amounts on rent and holidays, visit the same entertainments, 
despise the same things and reject the same food.' The despotism of the 
class idea ('public opinion') 'is beneficent in so far a8 it ensures a 
minimum ot d~ency, culture and sociability, bnt maleficent if it suppresse8 
all individuality and r.etards change for the better'.-S. J. Chapman, Ollt

'lines 0/ Political' Economy. p. 13. 
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resist by organized action proposed cuts in his wages, or to 
enhance his efficiency, or again to restrict the size of his 
family, Thus the standard of living exercises a far-reaching 
influence upon the worker and has a deep social and national 
significance. 

The standard of living in India is very low, especially in 
the rural areas, Though it is not possible to generalize owing 
to the great variety of standards of consumption, greatly in
fluenced as they are in India not only by economic conditions 
but also by religion and caste, there can be no two opinions 
regarding the general low standard of living. Various inten
sive inquiries have been made in different parts of the country 
into the economic condition of villages, and different estimates 
have been made from time to time of the national wealth 
and the peT capita income of India. 1 Also working-class 
budgets have been studied in industrial cities like Bombay.: 
All the evidence thus collected confirms the impression that 
the standard of living of the masses in India is very unsatis
factory. The food eaten by the average Indian is not only 
inadequate, but it is poor in nutritious qualities. He is 
also badly clothed and housed, badly taught and doctored. 
He knows hardly any luxuries except the luxury of extrava
gant expenditure on a few occasions in his life on marriages, 
pilgrimages and social feasts. But during the greater part 
of his life the bulk of his income is absorbed by the bare 
necessaries of life. The ideas of people, especially of those 
living in towns, regarding the necessary minimum standard, 
are gradually changing under modern influences, and the 
desire to raise the standard is slowly becoming .effective, 
although the prolonged economic depression, which has fallen 
with particular severity on primarily agricultural countrieR 
like India, has checked the general improvement in the 
standard of living. 

§10. Relation between savIng and spendlng.-Spending 
means the application of income for the immediate satisfac
tion of our daily wants. In society as at present organized. 
most of our wants are satisfied through expenditure of 
income. But the whole of the income is not available for 
this purpose. In the first place, a part is required for social 
purposes, fOf voluntary payments by way of charity and com
pulsory payments by way of taxation. Also those who are 
able to, generally save some of their income for the 

1 See Part II, cb. viii, § 1. • See §1I!. 
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satisfaction of their future wants instead of spending it all 
on their immediate wants. 1 

Unless people exercise such forbearance, and take care to 
put aside a part of, it as provision for the future, they will 
suffer as individuals, as also will the society in which the 
large majority of people are reckless spendthrifts. In the 
economically advanced countries, these individual savings are 
in the first instance entrusted to banks. The banks lend 
them to industrialists and business men, in whose hands they 
are transformed into plant, machinery and other aids to 
further production of wealth. The capital equipment of 
society is thus maintained and enlarged. 

There is in reality no conflict between spending and 
saving; both enable us to satisfy our wants and add to our 
material welfare. Spending secures for us goods and services 
for the direct satisfaction of our immediate needs. Saving 
adds to the stock of production or ,capital goods and thus pro
motes the production of future wealth and satisfies our future 

I wants. Saving and spending are thus complementary to one 
I another. Both are essential for economic well-being and 
I prosperity. If we recklessly spent all our income on the 
satisfaction of our immediate needs we should not be able to 
maintain, much less increase, our capital equipment, and 
there would be a deficiency of consumable goods in the future. 
If, on the other hand, we unduly stressed the importance of 
saving and stinted ourselves too much and added to the stock 
of machinery, raw materials and factories, we should soon find 
ourselves submerged beneath a flood of goods, for which 
there was no demand. The whole productive system would 
collapse in the absence of the stimulus of demand. 

We need not, therefore, mark out either spending or 
saving for exclusive praise or exclusive condemnation. What 
is wanted is a proper proportion or ~alance between the two. 

1 Sir Henry Penson (op. cit., Part n, p. 48) gives the followiDg diagram: 
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Immediately after the war of 1914-18, saving rather than 
spending was necessary to repair its ravages and to revive the 
productive system. But apparently the process was carried 
to excess, and some economists hold the view that the 
present depression is due to over-saving or under-consumption. 
Within proper limits, saving of course confers blessings both 
on the person who saves and on society, which benefits by 
adding to the stock of its capital goods and thus increasing 
its future wealth. In recent times, however, economists 
have learnt to emphasize the truth that all saving and no 
spending is bad for the individual as well as for society as 

. a. whole . 
. §11. Engel's Law of Family Expenditure.-Statistics oC 

consumption by classes have received much attention in recent 
years. It is of some interest to ascertain the proportion ill 
which the different classes of society distribute their expendi
iure between necessaries, comforts and luxuries. In this 
connexion, we may mention the generalization known as 
Engel's Law. This law states that the smaller the income 
the larger the percentage of it spent on food and subsistence. 
Ernst Engel was a German statistician who lived about the 
middle of the nineteenth cen~ury: he studied a large number 
of family budg-ets (i.e. lists of items of the expenditure 'of 
families) of different classes of people in Saxony and con
structed the following table : 

TaMe illustrating Engel's Law 

Itoma of expenditure 

Food ... ... ... 
Clothing ... ... ... 
Lodging (rent) ... .. , ... 
Light and fuel ... ... ... 

Eduration ... ... 
Legal protection (taxation) ... 

Proportion of. Expenditure (to 
income) of the family 

Working (or I Middle I Well·to-do (or rich) poor) class . class class 

6:3 

j 
55 

) 00% 

50 1 16 
95% 18 lA 

85% l~ 19 19 

f 5 5 5 

9 5'51 
1 

C 
C 

are of health ... 
omforts and recreation ... 

... 1 

... 1 ") I '" 
.~ 10% : r15

% 
,0 

H 3'0 . 
Total ... 1 100 ioo 100 
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From these figures Engel concluded that as the income 
of the family unit increases: 

(i) the proportion spent" on food decreases; 
(ii) the proportion spent on clothing remains approxi

mately the same; 
(iii) the proportion spent on fuel, light and rent remains 

fairly constant; while 
(iv) the proportion spent on what may be called the 

comforts of "life, such as education, health and recreation, 
tends to increase. . 

Thus the smaller the family income the greater the pro
portion of it absorbed by food and other elementary necessities 
(95 %" in the above example); and the greater the family 
income,the higher the proportion spent on comforts and 
luxuries (15% in the abov~ example). 

This law is also confirmed in a general way by the study 
of working class budgets in . Bombay made by the Labour 
Office; The average income of the worker in India being very 
small, "a very high percentage .of it, is spent .on food and 
o.ther necessaries, and this percentage decreases with the 
increase in the size of the income. In the city of Bombay, 
for example, the expenditure on food varied in 1921-2 from 
60'5% in the case of incomes below Rs. 30 per month, to 
52-6% in the .case of incomes between Rs. 80 and Rs. 90 
per month. 1 In countries with a high standard of living 
like England and the United States, a comparatively much 
smaller proportion of the wage-earner's income is absorbed by 
food and the other elementary necessities of life, and more 
is left .over for conventional necessaries and luxuries. 

§12. Family budgets.-In order to give the student 
some idea of a family budget, we give below (i) the average 
monthly budget of working class families in the Bombay City 
for the period from May 1932 to June 1933, and (ii) the 
averag-e annual budg-et of six tenant 'cultivators in the LyaII
pur district (Punjab) in 1933-4. 

1 G. Findlay Shirras, Working Clals Budgeu in Bombay (Bombay 
La.bour Office), 1923. 
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(i) A verage monthly budget of working class families 
in Bombay. cityl 

Item. monthly Percentage 
1 

Average I' 

Expenditure to total 

Rs. as. ps.1 
FOOD 

F Ii 0 00 er~a .-
Rice ... ... . .. ... . .. 4 910 10·04 
Patni , .. . .. ... ... . .. 1 5 8 2·94 
Wheat ... . .. . .. ... . .. 011 3 1·53 
Jowar ... ... . .. . .. . .. 0 211 0·40 
BajI'i ... ... . .. . .. . .. 014 0 1·90 
Other ... '" ... ... ... 0 1 0 0·14 

----, 
Total cereals ... 7 12 8 16·95 

p u/sel- ------- -----
Turdal ... . .. . .. . .. ... 0 7 10 1-06 
Gram ... . .. . .. ... .. . 0 0 8 0·09 
Other ... ... . .. . .. ... 0 9 3 1·26 

Total l'ulsee ... 1 1 9 2·41 
Othe, "Article, 0/ Food-

Sugar (raw) ... ... ... ... 0 0 2 0·02 
Sugar (refined) ... ... '" . .. 014 8 1·99 
Tea ... . .. . .. ... . .. 0 6 7 0·1)0 
Sweetmeats ... . .. ... . .. 0 7 8 1·04 
Fish ... ... '" . .. . .. 1 9 8 3·49 
Mutton ... . .. . .. . .. . .. o 13 10 1·88 
Ot.her Meat ... . .. ... . .. 0 8 4 0·45 
Milk ... . .... . .. . .. ... 1 3 9 2·69 
Ghee ... ... ... ... ... 0 5 0 0·68 
Salt ... . .. ... ... .. . 0 211 0·40 
Chillies ... . .. ... ... ... 0 1 10 0·25 
Condiments and spices ... ... ... 1 2 9 2·55 
Potatoes ... ... ... ... ... 0 211 0·40 
Onions ... ... ... ... ... 0 2 7 0·35 
Vegetables ... ... ... ... .. . 2 \I 8 4-71 
Coconut Oil ... ... ... .. . 0 4 8 0·58 
Gingily Oil ... ... ... ... .. . 0 7 10 1·06 
Other Oila ... ... ... ... ... 0 0 \I 0·02 
Readymade tea ... ... ... 0 5 5 O·j.l 
Refreshments bought and consumed away from i borne ... ... ... ... ... 011 3 1·52 
Other foodstuffs ... ... ... .. . 011 2 I 1·52 

Total other articles of food ... 12 8 5 27·24 

Total all food articles ... It 810 48·80 

• The Bombay Labour Office conducted a working class Family Budget 
Inquiry . during the course of which 1.469 family budgets were collected. 
The period covered by the inquiry' wa9 from May 1932 to JUDe 1933. The 
average number of persons per family was 8·70.-Repott on 011 Enquiry into 
Working 0/0$$ Family Budget, in Bombay City (1935). 
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(i) Average monthly budget of working class families 
in Bombay city-<contd.) 

Items monthly Percentage 

\

. Average I 
Expenditure to total 

Rs. aB. pl. 
FUEL AND LIGHTING 

Charcoal ... ... ... ... .. . o 15 6 HI 
Firewood ... ... ... ... .. . 11010 8-65 

Kerosene Oil ... ... . .. . .. 0 8 8 H2 
Match boxes ... ... ... . .. 0 010 0·11 
Other fuel and lighting ... ... ... 0 011 0·12 

--- --- ----
Total fuel and lighting ... 8 I I HI 

------
HOUSB RBNT ... . .. . .. ... . .. 1111 8 12·81 

CLOTHING 

FaT men-

Dhotis ... ... ... ... ... 0 6 10 0·{l3 
Pants and vizars ... ... .. . ... 0 1 2 0·16 
Pagris and caps ... ... ... .. . 0 1 10 0·25 
Bandis ... ... ... . .. 0 1 6 0·20 
Pahirans and shirts ... ... . .. 0 7 10 1-06 
Ganjifrocks ... . .. . .. ... 0 1 8 0·23 
Coats ... ... ... .. . . .. 0 5 0 0·6!J 
Other ... ... ... ... ... 0 0 4 0·05 

Total men's clothing ... 1 10 2 8·56 

FOT women-

Baris ... ... . .. ... . .. o 15 0 2·04 
Chotis and polkas ... ... . .. ... 0 3 9 0·51 
Other ... ... . .. . .. . ••• I 0 0 7 0·00 

Total women's clothing ... 1 3 4 j 2·63 

Total male· children's clothing ... . .. 0 3 6 0·48 

Total femalE! children's clothing ... . .. 0 \I 8 0-36 

---~-- -
Total all clothing ... 3 3 8 7-03 
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(i) A verage monthly budget of working class families 
in Bombay city-(contd.) 

Items 

u IoIBRIILLAI .. , ... ... 

BOBI OB SANDALl 

For men ... .., ... 
For women .. , ... 
For children .. , '" 

Total ahoea 

BDDINO '" .. , ... 

]I OtJ8BBOLD NBCBBBABIBS 

Tinning ... ... ... 
Other ... ... ... 

Tolal household 

iSCBLLANBOtJB 

Barber ... .. , 
Dhobi or soap ... 
Hair oils ... 
Medical fees and medicine. 
Pansupari ... .., 
Chewing tobacoo ... 
.Bidie and ci arettes g 
Liquor 
Toddy 
Amusements 
Bangles and combe 
P08ta~e ... .., 

... 

... 

... 

... 

... 

... 

... 

... 

... 

... 
or IaI1dal. 

... 

'" 
.., 

neceasarlu 

... 
' ... ... 
... ... ... ... 

Travelling to and from nativa place ... 
Payments to dependents 
Newspapers ... ...' 
Other 

Tolal miscellaneous 

Tolal upendi&ure on aU Items 

... 

... 

... ... 

... 

... 

... ... 
'" 

... ... ... 

... .. . . .. ... 

j Average 
monthly 

Expenditure 

Ra. a8. pa. 

0 2 0 

0 8 0 
0 0 2 
0 0 9 

0 3 I 

0 0 3 

0 0 8 
0 0 9 

0 .010 

018 9 
0 9 8 
0 i 8 
0 8 1 
1 9 6 
0 9 6 
1 511 
1 8 8 
077 
090 
o 9 i 
o 111 
111 i 
9 III 
014 
01311 

11 12 I 

15 15 9 

I 

r 

I 

Percentage 
to total 

0·27 

0·41 
0·02 
0·09 

0-15 

0·02 

0·09 
0·02 

0·11 
------

1·87 
HI6 
0·36 
0·49 
3·4; 
0·84 
9·98 
9·67 
1·03 
0·97 
0-30 
0·96 
8·69 
4·61 
0·18 
1·89 

35-60 

100·00 
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(ii) Average (annual) family budget of six tenant 
cultivators in the Lyallpur District (Punjab) 1933-41 

Item 

Housing (repairs done) 

Food articles-
Wheat ... 
Maize ... 
:\filk and milk pro4ucts 
Sugar ... 
Rice ... 
Meat ... 
Pulses ... 
Vegetables ... 
Fruits ... 
Salt ... 
Miscellaneous ... 

Total Food 

Fuel ... ... 
Dress ... ... 
Meaicine ... ... 
Light ... ... 
Education ... ... 
Religion ... ... 
Travelling ... ... 
Social ... ... 
Amusements and luxuries 
Miscellaneous ... ... 

Total of all items 

... 

... 

... 

... 

... 

. .. 

... 

... 

. .. 

... 

... 

... 

... 

... 

... 

... 

... 

. .. 

. .. 

. .. 

... 

... 

. .. 

... 

Average 
per 

family 

Ra. as. ps. 
1 6 3 

145 5 6 
1 12 8 

- 111 2 5 
21 2 0 
6 3 9 
3 5 10 
3 5 4 
3 3 7 
3 1 6 
1 6 2 

13 7 4 

313 8 1 

... 
75 10 8 
4 10 1 
5 8 5 
1 310 

11 4 8 
27 2 0 
9 0 6 
313 5 
8 8 3 

461 12 2 

I 

i 

Average \ Perctoentage 
per adult 

unit the total 

Rs. 88. p8. 
0 3 9 0·3 

24 6 10 31-4 
0 4 10 0·4 

18 10 11 24·0 
3 810 4·6 
1 0 9 1-4 
0 9 1 0·7 
0 811 0·7 
0 8 8 0·7 
0 8 4 0-7 
0 3 9 0·3 
2 4 2 2·9 

52 11 1 67·9 
-- ---

. .. ... 
12 11 6 16·4 
012 5 1·0 
01410 1·2 
0 3 4 0·3 
114 4 2·4 
4 811 5·9 
1 8 4 2·0 
010 4 0·8 
1 611 1·8 

77 9 9 
I 

100·0 

The above budget relates to the period 1 June 1933 to 
31 May 1934. There were on an average 8'2 members 
per. family. 

Food is the largest item of expenditure as it comprises 
67'9% of the total domestic expenditure. The second most 
important item is dress (16'4%). Travelling, religion, social 
functions, medicine, 1ight, amusements and luxuries form 
5'9%, 2'4%, 2·0%, 1rO%, 1'2% and 0'8% respectively. I~ast 

• Family Budgets 1933-4 of Biz Tenant Cultiflator, in the Lya/lpur 
District (The B08rd of Economic Enquiry, Punjab), 1935. 
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come housing and education, each accounting for 0·3% of 
the total expenditure. Housing includes the cost of repairs 
and furniture made during the year, and of petty articles of 
fqrniture purchased, but does not include the rent or depre
ciation on the value of the houses which are provided to 
their tenants free of cost by the landlord. Education is one 
of the smallest items of household expenditure, and forms 
only 0·3% of the total. 

59·0% of the goods consumed were furnished by the farm 
and 41·0% bought from outside. 81·4% of the food and 
11·2% of the dress material were produced on the farm. 

Articles used as fuel by the families are loppings from 
trees, cotton sticks, dung cakes. The tenants get loppings 
of trees free of charge. Cotton sticks have no market value. 
As the value of the manure produced by cattle has not been 
deducted from the cost of their upkeep it is not proper to 
count it in the household expenditure. 

§ 13 . .lC Consumer's surplus.-:-Marshall explains the idea of 
consumer's surplus in the following words: 'The benefit 
which a person derives from purchasing at a low price things 
for which he would rather pay a high price than go without, 
may be called his Consumer's Surplus.'l This doctrine is 
baRed on the distinction between total utility ana marginal 
utility as -already explaiDE'ld. We know that at any given 
tim"a there is some fixed price at which an article, say tea, 
is selling. Now suppose the current price is Re. 1-8 per lb. 
At this price everyone will buy as much as will suit him. 
Let us suppose that a purchaser X buys 6 lb. at this price. 
Eut it has already been made clear that although each unit 
that is consumed costs the same price, the satisfaction derived 
from them is not the same. The f,l!.rlier units yield higher 
satisfaction than the later. For the earlier units X would 
have paid more than the price of Re. 1-8 per lb. Since he 
stops his purchase of tea after the sixth unit, this unit was 
just worth Re. 1-8 to him and no more. Therefore this unit 
did not yield him any surplus satisfaction. There was such 
a surplus however on the earlier units, and this is his con
sumer's surplus, i.e. the excess of what he would willingly 
have paid if necessary, and what he actually does payor. 
as Taussig expresses it, 'the difference between the potential 
price and the actual price'.' 

1 EIM718hU 0/ Ecohomi(,-8 0/ thdlUtry. p. 4110. 
I F. W. Taussig, P,incip{u 0/ EconOOiiu, 3rd ed .• TOt. I, p. 1115. 



62 INTRODUCTION TO ECON.OMlCS 

In Fig. 3 the position is that to obtain 1 lb. of tea our 
purchaser would really be willing to pay Rs. 4 rather than 
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POUNDS OF TEA 
FIG. 3.-DIAGRAMMATIO REPRESENTATION 011' CONSUMER'S 

SURPLUS 

go without it altogether .. Rs. 4 measures the total utility of 
the first pound and it is represented in the diagram by rect
angle 1. For the second pound he would be willing to pay 
Rs. 3, or, what amounts to the same thing, if. the price were 
Rs. 3 he would be just induced to buy 2 lb., and 80 on. 
Now suppose the price has fallen to Re. 1-8 per lb. then he 
would be induced to buy 6 lb., all at the same price of Re. 1-8. 
In that case he obtains a consumer's surplus on all the 
pounds of tea except the sixth, which is on the margin. 
Thus on the first pound he obtains a. surplus measured by 
Rs. 4 (potential price) minus Re. 1-8 (actual price) = Rs. 2-8; 
and on the second, Re. 1-8; on the third, Re. 1; on the fourth, 
As. 8; on the fifth, As. 4; on the sixth he gets no surplus, 
as previously explained. The aggregate consumer's surplus 
for 6 lb. is therefore Rs. 5-12-0. This is equal to the aggre
gate potential price (Rs. 14-12-0) measuring the total utility 
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of 6 lb., minus Rs. 9, i.e. the price actually paid for 6 lb. 
(6 x Re. 1-8 price per lb.). The total surplus is represented 
in the diagram by the shaded portion, the unshaded area. 
OMPP' standing for the total exchange value or price paid 
for the aggregate supply of six pounds. The surplus satis
faction in the case of each of the first five pounds is repre
sented by the shaded portion of rectangles I, II, ill, IV and 
V respectively. Rectangle VI, which represents the utility 
of the six~h (marginal) pound, has no shaded portion since 
there is no surplus satisfaction derived from it by our con
sumer. 

It is easy to think of illustrations from practical life. For 
example, before the war of 1914-18 we had to pay four annas 
for a cOPJ of the Times of India, but now we can buy it 
for an anna. So that those of us who bought the paper 
before the war and continue to buy it now, enjoy a surplus 
satisfaction of at least three annas. Again, we can write a 
letter to a friend, say at Delhi, at the cost of an anna, although 
we would perhaps be willing to pay as much as six annas for 
doing so if necessary. We thus reap a surplus of As. 5. 
Obviously in the case of many Common comforts of life 
such as ,railway facilities, bus journeys, books' and sugar, most 
purchasers enjoy a considerable consumer's surplus. 

We must, however, bear in !Lind certain limitations of 
the doctrine of consumer's surplus. It is valid enough as a 
general concept and corresponds to our daily experience. But 
the difficulty arises in measuring it accurately in terms of 
money.l In the first place, an equal amoUllt of money does 
not measure an equal amount of satisfaction to. rich and poor 
alike. The payment of a high price in the beginning by the 
rich for something that may later be purchased at an appre
ciably lower price by the poor (say, mangoes at the beginning 
of the mango season when they are expensive, and in the 
full swing of the season when they are cheap) does not indi
cate a higher consumer's surplus to the rich, but rather a 
lower marginal utility of money to them. Secondly, in the 
case of articles like diamonds possessing scarcity or prestige 
value and therefore satisfying the love of distinction, con
sumer's surplus seems to be unreal or unsubstantial, since i~ 
would disappear if diamonds were to become abundant and 

1 For detailed criticisms of the doctrine, Bee Nicholson. op. cit., vol. i. 
pp. 58-65 and Taussig, Opt cit., pp. 125-9. See also Marshall. Principlu 
01 Economic,,, pp. 128-84. 
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cheap; for in that case the rich people would cease to prizt" 
them and would not buy them. Thirdly. in the case of a 
minimum quantity of indispensable necessaries of life like 
brea.d, consumer's surplus is incalculable, since its utility is 
indefinite or infinite. A person would be prepared to pact 
with his whole fortune if necessary in order to secure the 
minimum necessaries of life. We cannot therefore really 
measure it. Lastly it is never possible precisely to mea8ur~ 
consumer's surplus, since we can have no accurate knowledge:' 
regarding the potentia.l prices that would be paid for th~ 
several instalments of a commodity. vVe can of courst: 
restrict ourselves to the demand schedule of prices which are 
more or less customary. But this fannot give us a full 
measure of the consumer's surplus. 

The doctrine of consumer's surplus has considerable utilit) 
in practical life for making comparisoDs of life in two places. 
and in the case of problems concerning the higher uses of 
wealth, fixation of monopoly price and taxation of commo
dities. For exa.mple, as Marshall points out, a man with 
£1,000 a year in Central Africa is not so well off (does not 
enjoy the same consumer's surplus) as a person with £400 
a year in England, for aJt.hough things which money will 
buy in Central Africa will be as chea.p there as in En~land 
there are so many things which cannot be bought in Central 
Africa at all. Thus people living in more civilized regions 
enjoy greater amenities of life and command a greater con
sumer's surplus, i.e. more materia.l well-being, than thoBe 
living in backward tracts. The doctrine of consumer's sur
plus also indicates the margin ava.ilable to the monopolist for 
raising prices abd to the state financier for levying taxes on 
goods without unduly trenching on the consumer's Burplus 
deriYed from the goods concerned. 

§14. Demand.-By demand we understand in economics 
not merely desire but desire backed by the necessary purchas
ing power. A pauper's desire for a Rolls-Royce motor car 
will not act as a stimulus to the production of these cars. 
In order that demand should not be confused with mere 
desire the more explicit phrase 'effective demand', or 'efficient 
demand' is often used. 

§15. The Law of Demand.-The so-called Law 'of 
Demand is merely a corollary from the Law of Diminishing 
Utility, and it may be expressed as follows: ?Chen the price 
falls demand ex.pands, and when the price rises demand con
tracts. The fall in price must correspond to diminished 
utility, which results from increase in quantity. The rise in 
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price must correspond to increased utility, which results from 
decrease in quantity. . 

Another way of expressing the same idea is to say that 
H larger quantity can only be disposed of if the price is lower, 
the decline in price measuring the diminution in utility; or 
It smaller' quantity can be disposed of at a higher price, the 
rise in price measuring the increase in utility. 

§l6. Demand Schedule and Demand Curn.-If we put 
prices on, one side and place against them the respective 
quantities that can be sold at those prices, we get what is 
called 11 Demand Schedule. 

Market Demand Schedule 
tcith a class 01 'very rich' men (say, 5 in every 100 

01 population) 

Price per lb. Quantity demanded in Quantity demanded by 
)f Bugar the market • very rich' Dlen 

-----
AB. lb. lb, 

16 50 50 

14. 60 50 
• 

]Il 80 51 

10 130 55 

8 1100 57 

6 300 60 

4 500 62 

8 700 63 

In the a.bove table, the influence of changes in price on 
market demand has been studi'ed. Such a table is known as 
the Demand Schedule. l It may be drawn for an indilidual 
or for a particular cla.ss or for the whole market. The market 
or group demand schedule represents the net combined result 

• The transition from Individual Demand Schedule to the Market Demand 
Schedule i. eIfarly explained in :r. H. Todd, op. cit., lip, 117-8, 

S 
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of a number of individual demand schedules and is more 
steady and dependable than· the latter, the individual peculi
arities of dilIerent consumers being largely cancelled one 
against the other in the aggregate demand schedule. We find 
in our schedule that as the price falls, demand increases; 
while as the price rises, demand falls. In the third column 
the influence of changes in price on the richest class in society 
is studied. It shows that at the highest price only this class 
would make any demand, and that as price falls there is no 
appreciable increase in the a.mount demanded. Thus the 
demand on the part of the rich is inelastic as compared with 
the more elastic group demand, which reacts more readily to 
price changes. 

We may now proceed to ·draw what is called a demand 
curve based on the above demand schedule (see Fig. 4). 
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FIG. 4.-DEMAND CURVE 

Along the horizontal axis pX are marked quantities dem~nd
ed, while on the perpendicular line OY are marked the vanous 
prices for pounds of sugar. If we have a number of such 
price quotations and the corresponding quantities demanded 
at those prices we shall be able to mark a number of points. 
by joining which we get our 'Demand Curve' (DDl in the 
diagram), showing a gradual and steady decline in prices 
accompanied by an increase in the quantity demanded. Thus 
ItS a result of the fall in price from 16 annas to 3 annas the 
quantity demanded increases from 50 to 700 lb. The dotted 
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curve represents the inelastic demand on the part of the 
'very rich'. The same drop in price (namely from 16 to ,3 
annas) does not induce them to increase their purchases appr~ 
ciably, the quantity demanded increasing only from 50 lb. to 
63 lb. This inelastic demand is illustrated by DD2 showing 
a sharp decline. 

As remarked above, demand means effective or efficient 
demand. It means the quantity that is taken by pur
chasers at a given price. Or perhaps it is even better to 
say that the demand for a particular commodity means the 
whole range of prices with the quantities going with e.<~ch of 
those prices. The question, 'What is the demand for such 
and such a thing?' is best answered by setting out its 
demand schedule or plotting it as a. curve. 

§17. Elasticity of demand.-Every commodity obeys the 
Law of Demand as stated above, that is, its demand expands 
with a fall in price and contracts with a rise in price. But 
this variation of demand following on variation in price occurs 
more readily in the case of some commodities than in that 
of others. In the ·former case we say that demand is com
paratively more elastic; and in the latter, comparatively less 
elastic, or inelastic. Elasticity of demand may be defined as 
the degree of response (in the form of variations in tbe 
quantity demanded) to changes in price. When a small 
decrease in price causes a considerable increase in the quantity 
demanded, (0; a small increaSe in price causes a considerable 
decrease in the quantity demanded), the demand for that com
modity is said to be elastic. When a considerable change in 
price is required to produce an appreciable change in quantity 
demanded, the demand for that commodity is said to· be in
elastic. Strictly speaking, we ought to speak of demand 
being 'relatively more elastic' and 'relatively less elastic\ 
rather than elastic and inelastic. For since every commodity 
is subject to the Law of Demand, the . demand for no COIIl
modity can be said to be absolutely inela.stic, in the sense 
that no change of price, however great, causes any ehange 
whatever in the quantity of it that is demanded. For: the 
sake of brevity and convenience we often do actually use 
the handier expressions 'elastic' and 'inelastic'. and there is 
no grea.t harm in doing so provided we understand clearly 
that it is a.ll IL question of degree. ~-. 

§ 18. Rules regarding elasticity of demand.-I n the case 
of necessaries, elasticity is generally small, since whatever 
the price, people must have enough; and when they have had 
enough, they·do not want'very much more·even if there is 
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a. considerable drop in the price. Demand is elastic in the 
i;ase 01 lux!Lries, because they are not urgently required; 
people can lDcrease or decrease their consumption of them 
according as prices fall or rise (see Fig. 5). 
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DD1.-DE·MA~Il CURVE SHOWING DIMINISHING 1:TILlTY 

ee l.-EL.ASTIC DEMAND Fon LUXL'RIES 

ii1.-INELASTIC DEMAND FOR NECESSARIEH 

We' have already seen how what is a luxury to one set 
'Of people may be regarded as a necessary by another set. 
It follows, therefore, that the same commodities may show 
different elasticity from one group 01 people to another ac
~ording to differences in financial position. The clearest 
notion~of elasticity is, therefore, obtained by considering each 
dass byitself. .' •. 

When prices are very high, demand is usually inelastic. 
Beca.?se then only the very rich can afford to buy the com
modity and ill their case even considerable changes in price 
d() not bause appreciable changes in the quantity demanded. 

When prices are very low, demand is similarly inelastic. 
BecauSe the low prices enable people to consume the com
modity practically up to the point of' satiety, and so long as 

I : ' " .• 

1 See Taussig. op. cit.. vol. I. p. 136: • 
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prices remain low on the whole, little variations in them do 
not much matter (see Fig. 6). 
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FIG. 6.-'-DEMAND CURVE SHOWING INELASTICITY OF DEMAND 
AT VERY IlIGll AND AT Low PRICES, AND GREATER ELASTICITY 

AT INTERMEDIATE LEVELS' AS INDICATED BY THE GENTLER 
SLOPE. THE GREATER THE INELASTICITY THE STEEPER 

THE SLOPE 

XXi =X1X3 =XI X3 

AT PRICE PM, QUANTITY OM IS DEMANDED 

AT PRICE PIl\P, WHICH IS ,LESS THAN PM BY xxI, DEMAND 
INCREASES ONLY BY MM' .' 

AT PRICE p2l\P, WHICH IS LESS TIIAN PIMI BY 
X1XI , THE INCREASE IS GREATER, NAMELY 1\P1\>{I 

AT PRICE P31\P, WHICH is LESS THAN p2MI BY 
X2X3 , THE INCREASE OF DEMAND IS VERY In'CH GREATER 

NAMELY 1\P1\P 

It thus follows that the more equal the distribution.,of. 
wealth, the greater the elasticity of demand. ',' 

Demand is more elastic when there are substitutes than 
otherwise. Thus increase in railway fares will decrease' the
demand, for railway service. But this will happen more 
rapidly if there are substitutes like motor: bu!;es. . 
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;j: Dema.nd is more elastic when a commodity is pllt 
to several uses of differing urgency than if confined to a. 
single use (e.g. coal or rubber). As prices change, the com
modity is, readily extended to or withdrawn from the less 
urgent uses. 

§19. Measurement of elasticity.-In order to give a 
precise significance to the idea of elasticity, we say that 
elasticitY=l (unity), if a given change in price is followed 
by an exactly inverse proportionate change in quantity; if the 
change in quantity is less than proportionate, elasticity is less 
than 1; if more than proportionate, it is more than 1. Sup
pose prices are halved and quantity sold is exactly doubled, 
then elasticity=1. If the quantity is less than double, 
elasticity=less than 1. If the quantity is more than double;>O 
elasticity = more than 1. 

SUMMARY 

Oonsumption is the end of all economic activity. Production being the 
means and consumption the end, production may be said to. be subordinate 
to consumption. If we allow production to fall out of step with consump
tion, there is loss to producers or inconvenience to consumers. 

Human wants in general are insatiable. But each single human want 
is satiable. 

Some wants are complementary, i.e. they can be satisfied only by two 
or more things being provided together. 

Many human wants are alternative, i.e. they can be satisfied equally 
well by this or that other thing. 

The satiability of every single want is at the basis of the Law n/ 
Diminishing Utility-which states that, after a point, every addition to 
the stock of any useful thing yields less and less satisfaction. (We assume 
that the intervals between the additions are quick and that the consumer'. 
tastes or preferences do not undergo a fundamental change.) 

Total utility means the aggregate utility derived from the consumption 
of the whole of ,; stock of similar goods. Marginal utility means the 
utility lost if one unit of the stock is' lost-or, which comes to the Bame 
thing-it is the utility of the unit consumed last. The marginal unit, 
however, is not fixed unalterably: It depends on the quantity consumed, 
which varies according to price and also according to intensity of demand. 
The utility of every unit consideted as part of a given aggregate is the 
marginal utility. Value is the expression of marginal utility. 
" ,Most of us have limited incomes to be spent on a large variety of 
goods. A ,wise man under these circumstances orders his expenditure in 
such a m~nner that he does not feel he has spent too much on one thing 
and too little on another. In technical language this is expressed by Baying 
tlllit he tries to observe the Law o/Equimarginal Utility or Retuma. 
" In its more general application than in the regulation of ordinary per

sonal expenditure, this law is; known ss tbe LaID of Sub,titution. 
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By following the Law of Equimarginal Utility or Returns, or the Law 
of Substitution, the object achieved is the highest total satisfaction from 
a given outlay a.ccordinq to each person's individual scale of values. 

Wanta are classified into NeceIBaTiell. Com/oTtll and LuxuTiea. Each of 
these terms is elastic as to what kind of consumption it is to include. The 
term 'necessaries' for example is capable of a very rigorous or a very 
liberal interpretation. A liberal interpretation would include a number of 
things over and above what is required for bare existence. 

Conventional necessaries are those which while not necessary for effi
ciency are imposed by social convention. 

'Comfort' and 'luxury' are terms whose meaning will obviously vary in 
accordance with the clasa in society to which a person may belong. To 
aim at a high standard of life ia 'not only not wrong, but it is actually 
a necessary condition of economic progress. The low atandard of life with 
which the masses in India are content is one of the causes of their poverty. 
While it is necessary for economic progress that wants should increase, 
theso wanta should be such aa ennoble and do not degrade human life. 

The aggregate of necessaries, luxuries and comforts to which any class 
of people has become accustomed is ita JtandaTd oJ lilling. It varies from 
individual to individual, class to class, and nation to nation. It also varies 
from period to period for the lame peoplil. Desire to maintain one's stan· 
dard of life has far.reaching influences OD efficiency and on the worker's 
reactions to any given wagll policy. The standard of living among the 
people of India is showing some ,igns of rising, which should make for 
greater economic efficiency and economic welfare. 

Both IIpending and ,ailing are necessarJ for economic health and stability. 
All spending and no saving will lead to deterioration and ruin of the capital 
equ,ipment of society and must ultimately react disastrously on production. 
All saving and no spending means that there is no demand for the products 
of industry. It also means that production would ultimately cease. There 
was a tendency in thE! old daya to exalt saving as a supreme virtue 
and to regard spending aa a thing to be deprecated. M<?dern economists 
haVE! restored the balance by emphasizing· the necessity of -spending as 
well as of saving. The two processes arll not opposed, but complementary 
to each other. 

A study of the family budgets of different classes of society has given 
rise to the generalization known as EngeZ,' LOID, which states that the 
smaller the family ine.Jme, the larger the proportion of it spent on food 
and· other elementary necessities of life, and the higher the family income, 
the greater the proportion of it spent on comforts and luuries. Figures 
from family hudgets illustrate this generalizatio~. 

Con8ume,', llU7plu, can he defined simply as the difference between what 
a consumer actually pays for a thing and what he would have been prepared 
to pay rather than go without it. It measures the difference between 
marginal and total utility. Consumer's surplus is a real phenomenon, 
though it is impossible to calculate the exact size of i' in any given case. 
The conception is inapplicablE! in the case of things whose value depends 
on their remaining scarce, and when ·we are considering· the utility of 
a certain minimum quantity of an absolute necessary of life. Another 
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complication is that equal amounts of money mean unequal amounts of satis
faction to the rich and the poor. In ~pite of these difficulties. however. th~ 
doctrine is of practical usefulness in comparing life in two different places. 
in questions "f taxation, and questions relating to the most advantageous 
price for a monopolist. 

Demand in economics means desire supported by the purchasing power 
necessary to satisfy it-in other words, efficient or effective demand. 

LaU! 0/ Demand.-When p'rice falls, demand expands; when price ris ... , 
demand contracts. 

This law is a corollary from the Law of Diminishing Utility. 
The reaction of demand to changes in price can be shown either by 

means of a Demand Schedule, or a Demand CU,r"e. 
Elasticity 0/ demand means the degree of change in quantity demanded 

in response to change in price. 
If even a slight change in price causes a big change in demand. demanJ 

is said to be elastic. 
If even a very considerable change in price causes only a comparat.ively 

small change in demand, demand is said to be inelastic. 
Since all commodities obey the. Law of Demand, the demand in each 

case shows some elasticity. The difference between one cOmmodity anJ 
another is only as regards the degree of elasticity. 

Elasticity is small in the caSe of necessaries, the demand for which is. 
therefore, said to be, inelastic. 

Elasticity is considerable in the cas&- of luxuries" the demand for which 
is. therefore, said to be elastic. 

Elasticity varies not only from commodity to commodity but al80 frOID 
one class of purchasers to another. 

As :a general rule, demand is inelastic when prices are very high or 
when they are very low. Equality of wealth-distribution favours elasticity. 

Among other things favourable to elasticity of demand are presence 
of substitutes and also employment of a commodity fOl several purposes 
of varying urgency. 

Measurement of elayticity of demand. 
(i) Elasticity is equal to 1 (unity), 

(ii) Elasticity is less than I, or 
(iii) Elasticity is more than I, 

according as the response to changes in price is respectively 
(i) exactly proportionate. 

(ii) less than proportionate, or 
(iii) more than proportionate. 



CHAPTER V 

PRODUCTION: LAND 

§1. Meaning of production.-Every activity which 
results in the creation of wealth as defined above1 is to be 
regarded as productive. Production may be defined as the 
creation 01 addition of utilities or valttes. By the exercise of 
productive activity something that has exchange-value comes 
into existence. 

In the production of material wealth, there is of course 
no question of creating new matter. This is something 
which man cannot do. At the most he can rearrange and 
combine. particles of matter and .give them a form which 
has a greater value for human purposes than they possessed 
before. Thus he puts together brick and mortar, so that 
he gets a house; or joins together, pieces of wood, so that 
he gets a piece of furniture.. ~l.'his type of production is 
described as the creation of form utilities. 

Another type is the creation of place utilities. The 
trader's function consists essentially in taking commodities 
from places where they are comparatively plentiful and have 
therefore relatively small utility or value to places where 
they are less abundant and have therefore greater value. 
The trader by his activity adds to the value of things and 
has as .great a title to be considered a productive worker as, 
let us say, a labourer in a coal-mine, who takes coal out 
of the bowels of the earth, where it was useless to human 
beings, and brings it up to the surface where it becomes 
ava.ilable for human uses. 

..... Production may also consist in. the creation of time 
utilities.. The actual supply of commodities like grain and 
fruit is limited to a certain period in the year, whereas the 
consumption of them is not so limited. Storing or preserv
ing these things and carrying them over from periods of 
plenty to periods of scarcity is undoubtedly an important fQrm 
of wealth proquction. . 

The processes in immaterial production are, first of all, 
endowing persons with the necessary skill and powers (so 
far as these are capable of being acquired), and secondly, the 

I See ~h. iii, §9. 
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release by persons thus endowed of the different forms of 
non-material wealth, i.e. services, like professional services, 
recreative services and domestic services. 

§2. Classification of occupations.-The various occupa
tions arising out of the different kinds of wealth-production 
may be grouped as follows: 1 

Classification of occupations 

Indur:~~ -

___ I , . 
Commercial 
occupations 

Direct services 
occupations to consumers and public 

services (e.g. <Jf doctors. , , 
Extractive Industries 

(e.g. Farming, Mining, 
Fishing, Plantations, etc.) 

, 
Manufacturing 

Industries (e.g. 
Cotton and Jute 
Mills, Hand-loom 

Weaving, Milling, 

teachers. lawyers. domestic 
servants aod servic("s of 
Civil Servants. Local 

Government officials aDd 
Police) 

House-building etc.) 

, 
Transport Industries 

(e.g. Railways, Roads, 
Water Transport, Shipping, 

etc.) 

,-------, 
Distributive Banking and 

Industries (e.g. Insurance 
Merchants, Traders, 
Commission agents. 
Advertising agents) 

§3. Productive and unproductive labour.-We may here 
briefly refer to the controversy, at one time acute, regarding 
what is productive and what is unproductive labour. 

The Physiocrats, as the }<'rench economists of tbe 
eighteenth century were called, held that labour devoted to 
extractive industries like agriculture, mining, etc. was alone 
productive. Their idea was that nature cooperated with 
man in a very special manner in these extractive industries 
and created a net product. Adam Smith admitted the pro
duction of manufactures to the category of productive labour. 
But labour devoted to transport and trade was for a long 
time held to be unproductive, and even today, perhaps, in 
the minds of sorne people, there is a prejudice against the 
mercantile classes. The contention was that transport and 
trade did not create any new wealth, but dealt only with 
wealth already created. But we have already seen how 
modern economists have widened the connotation of the 
term 'wealth' by recognizing certain place and time utilities 
to be wealth. The transport services are essentially pro
ductive since they endow t~ings with place utility. So also 

, S. E. Thomas, ElementB 0/ Eccmomic8. 5th ed., p. 64. 
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the labour of the commercial classes is fundamentally pro
ductive, since merchants direct the movements of commo
dities, store and hold them over until they are required by 
consumers (Le. endow them with time utilities); and some
times they may be said even to create form utilities, e.g. by 
sorting out and selling goods in convenient lots as required 
by the consumers. Even when commerce is reduced to the 
mere act of exchange it is productive, since production is not 
complete until the commodity is placed in the ha.nds of the 
consumer. 

For a. long time it was similarly held that the labour of 
servants, soldiers, judges, sailors, actors and the professional 
classes (in fact all labour in the form of personal or non
~aterial services) was unproductive, and whole classes of the 
community were stigmatized as economically sterile. This 
view led to many absurdities. For instance, the labour of 
the fiddle-maker was considered productive, but that of the 
musician who played on it was held to be unproductive. Or 
ago,in; the labour of the furniture-maker was productive, but 
that of the domestic servant who kept the furniture in good 
condition was unproductive. The fundamental test obviously 
is whether human wants are satisfied by the utilities in ques
tion irrespective of the source whence they flow. Services 
which have to be paid for, if they satisfy our wants, are 
wealth as much as material objects. Nor is it necessary that 
the utilities should yield direct satisfaction. For example, 
t.he labour of the soldier, the policeman, or the judge, by pro
moting security of life and property,· enables wealth or direct 
utilities to be created, and therefore is itself productive. 

But the question now arises, is any labour unproductive 
at all? In a. certain number of cases a definite affirmative 
reply can be given. For example, labour is unproducth-e if 
it fails of its purpose and represents effort that is wasted 
(e.g. in building a. capital city in a. desert area uninhabitable 
by human beings). Secondly, the labour of burglars, 
swindlers and pirates is purely predatory, although it may be 
most strenuous. It does not add to our stock of utilities, 
but is aimed at the misappropriation of the existing stock. 
Such labour is, therefore, clearly unproductive. There are, 
however, certain kinds of labour which call for some discri
minating judgement. For example, is the labour .of t~e 
quack doctor productive or unproductive? If there is deli
berate fraud practised on the consumer and he is deceived 
into takin!! something not wanted by him, then the labour 
is unproductive, since· his felt want is not satisfied. If, 
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however, the seller is not deliberately practising fraud and if 
the people believe in the efficacy of the quack medicines, and 
are prepared to pay for them, the labour devoted to manu
facturing them must be declared to be productive, though 
their consumption may really be injurious or undesirable. 

·Similarly, the labour of business men and company 
promoters is not necessarily unproductive. .When honestly 
and capably performed it is of the highest value to the 
community, as we shall see while discussing the services per
formed by the entrepreneur class. 1 But sometimes their 
operations are of a predatory nature and are intended to 
deceive innocent investors, and then they must certainly be 
regarded as unproductive. So also speculators as a class 
cannot be pronounced to be unproductive and parasitical. 
""Ve shall see in Chapter IX that speculation based on expert 
study of demand and supply renders useful services to the 
community by way of moderating fluctuations in prices and 
generally enhancing the time utility of things. But when 
speculation degenerates into mere reckless gambling ignor
antly or dishonestly practised, it is obviously unproductiYe. 2 

§4. Factors or agents of production.-In developing- our 
picture of the modern economic system we principally take 
into account the production of material wealth, which in
volves the cooperation of four factors or agents of production: 
Land, Labour, Capital and Organization. The four factors 
may in the last analysis be reduced to only two, namely, 
IJand (ma,terials and powers of nature) and Labour. Capital 
is compounded of land and labour, and Organization is 
after all a kind of human labour. However, leaving aside 
the question of ultimate origin, there is sufficient difference 
in character between the four factors to justify our treating 
them separately. We proceed now to elucidate the nature 
and the functions of each of these factors. 

LAND (NATURE) 

.§5. Meaning of Land.-In economics we borrow many 
terms in common use but often attach special meanings t.o 
them. By 'land' we mean all the materials and pou:ers of 
nature which man adapts for his own use and consumption. 
Besides 'land' in the ordinary sense of the term, we include 
such things as sunshine, rain, winds, waterfalls, water above 
as well as below the surface of the earth, the variou!! 
minerals, electricity, magnetism and also the animals which 

1 Ch, viii, §1. • See Tallssig, op. cit., vol. ·1, pp. 20-7. 
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man puts to economic uses-eve~thing in fad which is 
given free by nature, and which man works on with his 
labour for producing we\l-lth, Whenever the student comes 
across the word 'land' in economics, he should get into the 
ha.bit of reminding himself of the comprehensive meaning 
attached to this term. This is all the more necessary 
because, in expounding economic theory, writers often find it 
convenient to draw their illustrative material from land in 
the ordinary popular sense of the word, and the reader is 
apt to lose sight of the wider scientific connotation of the 
term. 'Land' means all gifts of nature in the form in whichj 
they exist before man begins to work upon them. I 

The character of the natural resources and the lavishness 
or niggardliness with which a country has been endowed in 
respect of them have clearly an important influence in deter
mining the economic strength and prosperity of its people. 
A good soil, a fa.vourable geographical position for carrying 
on international trade, the possession of good harbours, 
valuable coal and iron· deposits, a temperate and invigorating 
climate, are obviously advantages which have a. great 
economic value provided the people who possess them know 
how to use them. 1 

While land (i.e. the materials and powers of nature) is 
free in the sense that it is not t!le result of labour, not all 
of the natural agents are unlimited in quantity in relation 
to the demand for them. Those that are unlimited of course 
possess no 'value' and therefore as economists we are not 
interested in them. I IV e are interested only in those natural 
,.esourceswhose supply, while it is free, is limited and cannot 
be increased by ~uman artion. 

§6. Natural resourCes and thel, fmportance.'-With the 
gTowth of scientific knowledge the mastery of man over 
.nature is rapidly increasing. However, in the last resort, 
man must depend upon the materials and powers of nature, 
and the part of nature in determining the economic destiny 
of man cannot be ignored. Nature is the very foundation 
of economic life. 

As already, observed, the term 'nature' (Land) stands for 
the entire natural environment, and under em·ironment, we 
may include such things as (i) Contour, (ii) Geographical 

i R"" §6: . 
-. Howenr,· we do take them into ronsideration when a comparison ia 

made between the economic position of one country and another • 
• We have given a brief account of India's natural resources in Part ll. 
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location, (iii) Climate, (iv) Soil and subsoil, and (v) Vegetable 
and animal resources. 1 

(i) Contour.-This refers to the general physical 
features of a country such as the arrangement of land and 
water areas, the size and position of mountains and rivers, 
and the extent and altitude of the land divisions. The con
figuration or relief of the earth's surface influences economic 
activity in various ways. Thus according to contour we get 
either extensive plains giving us level sheets of land suitable 
for cultivation and facilitating communications (e.g. the 
Gangetic Plain in Northern India) or mountainous tracts (e.g. 
the Konkan) with small holdings. and difficult communica
tions, or again a gradually undulating slope (e.g. the Deccan 
Plateau). The altitude, the rivers, and water areas largely 
influence the climate, vegetable resources, forests, animal 
resources and navigation. 

(ii) Geographical location.-The geographical situation 
of a country has also an important bearing on its material 
prosperity, and its importance grows with the growth of inter
national commerce. The situational factor may first be con
sidered from the point of view of (a) maritime situation, as 
referring to proximity to sea, possession of suitable harbours 
and convenient location on the banks of rivers. This factor 
largely explains the rise of the Mediterranean, the Atlantic 
and the Pacific civilizations. London, New York, Bombay, 
Calcutta, Karachi owe their present importance largely to 
their favourable maritime location. It is easy to understand 
therefore why modern States are so anxious to secure 
direct access to the sea. (b) Secondly, the inland situation 
of a place in a country covering extensive territory like 
India is equally significant, having regard to the great volume 
of internal trade. The old caravan routes and the favourable 
location of cities like Cawnpore, which have risen from their 
position of cross-road villages, are instances in point. (c) The 
industrial location and situation assume special importance 
with growing commercial and industrial expansion. Proxi
mity to raw materials, and Cheap power, largely determine 
the localization of an industry;2 witness the rise of the cotton 
mill industry in the Bombay Presidency, or of the iron and 
steel industries in the vicinity of the coal and iron fields in 
Bihar and Orissa. 

A ttempts to Of)eTcome the disadvantages of physical 
location.-Referring to the possibility of overcoming the difl-

• cr. Seligman, op. cit., pp. 37·48. • See ch. viii. §IS. 
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advantages of physical location, Seligman speaks of a. three
fold improvement, namely as regards (a) transportation of 
men and commodities, (b) transmission of power, and (c) com
munication of ideas. 

(a) The changes in the methods of transport from the 
pack-animal and the sailing boat of the olden times to steam 
and electric tra.nsport on land and water (not to speak of 
air transport) have revolutionized internal and foreign com
merce by annihilating distance. The ra.ilway in particular 
has greatly reduced the importance of natural advantages of 
situation, so that many originally obscure places have come 
into prominence because the railway line happens to pass 
near them. 

(b) Transmission of power.-All production involves the 
manipula.tion of matter whose resistance must be overcome 
by the use of some motive power aiding man's muscular 
energy. Animal power has been utilized for a. long time and 
is still the principal motive force for the millions of cultivators 
in India. But it has obvious limitations of food and space. 
The power supplied by the wind is, feeble and intermittent, 
and the water-mill is necessarily localized. Greater promise 
has been held out by steam power, or gas (depending on 
coal, oil, or wood). But electric power is often the cheapest 
and the most easily portable motive force. It virtually over
comes the handicap of distance and has revolutionized modern 
industry and greatly altered geographical values in recent 
times. 

(c) Modern facilities for the communication of ideas 
have also, to some extent, reduced the importance of natural 
location. The post, telegraph, telephone and wireless have 
contributed to making the world into one market, so that 
changes in supply and demand in one part of the world make 
themselves felt almost immediately in aU other parts. Thus 
conditions in the American cotton market quickly react on 
the Bombay cotton market. 

(iii) Climate.-Temperature. moisture, the direction and 
the force of winds, the hea.lthiness or reverse of the atmo
sphere-all these affect the arts of Civilization, the character 
of the vegetable and animal products and the efficiency of 
human labour. Extreme heat (as in the Equatorial region), 
and extreme cold (as in the Arctic regions) are both un
favourable to sustained and progressive economic activity. 
In tropical countries, the lavish bounties of nature, and the 
enervating heat, insure easy conditions of life for man on the 
one hand. and on the other encourage dullness and lethargy. 
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A temperate climate as in western Europe is conduci\'e to 
continuous progress, since on the one hand, nature is not 
too bountiful, and sustained effort is necessary in order to 
make a. living; wnile on the other hand, nature is not too 
niggardly, and human effort does get its reward in the long 
run, A more favourable climate is at least one of the causes 
of the superior efficiency of European as compared with 
Indian labour. 

The rainfall (moisture) factor influences the growth of 
forests, the size and utility of rivers, the nature of vegetable 
and ar;J.imal resources, etc. Thus the moist climate of Lanca
shire is favourable for spinning the higher counts of yarn; 
Bombay enjoys a similar advantage, though in a Rmaller 
degree. .Climate also affects the birth ratp. and age of 
maturity, as also the occupations of the people and their atti
tude towards the State. A favourable climate and adequate 
moisture develop self-reliance and individualism as in the 
United Kingdom, but inadequate moisture and semi-arid 
conditions, as in Australia or in the precarious tracts in India 
which are liable to frequent dronght, make the people look 
to the State for most things, and invite State initiative and 
action. The great influence of the monsoon currentR on our 
nationa.l economy has been discussed in Part II. 

(iv) Soil and subsoil.-The influence of soil conditionR 
on agricultural productivity and vegetable resources is 
obvious. A rich soil will support a dense population, as in 
the case of the alluvial fertile soils of the Indo-Gangetic 
_~l_ain. On the otnernarid, population will be sparRe in rocky 
or inhospitable tracts of land poor in chemical ingredients. 
which are either uncultivable wastes or at best only useful 
for sheep-farming or cattle-grazing. 

Under subsoil conditions, we may take note of Ruch 
factors as the presence or absence of m'ineral wealth. Mineral 
resources have pla.yed a significant part in the early stagel! 
of civilization. We thus speak of the Stone Age, the 
Bronze Age, the Iron Age, etc. \Ve ourselves may be said 
to be living in an Iron and Coal Age. The iron, steel, 
mineral oil, and coal-mining industries are most important for 
economic development, and that is why we call them 'key 
industries'. England's economic prosperity has been favoured 
by her fortunate possession of coal and iron ore deposits 
occurring near each other. Our survey of the mineral 
resources of India. will show how India. possesses a large 
range of mineral deposits and appears fitted to be an impor
tant industrial country. 



PRODUCTION: LAND 81 

(v) Vegetable and animal '1esouTces.-As already 
observed, these are largely conditioned by natural factors like 
altitude, climate, and soil conditions. In a primarily vege
tarian and agricultural country like India., the part played by 
its flora. and fauna can hardly be exaggerated. The supply 
pf food, of raw materials, of animal power, of means of loco
motion, etc., depends upon the effective exploitation of our 
vegetable resources, which include our main crops of rice, 
wheat; cotton, oil-seeds, jute, etc., and of our animal 
resources, which consist of the cow, ox, buffalo, sheep, horse, 
camel, etc. The course of civilization has been determined 
in the past by the a.dequacy or otherwise of these resources. 

§ 7. Agricultural tenures.-Agricultural land is, of course, 
a. most important part of nature, affecting man's economic 
destiny, and a brief description of the principal methods 
adopted in different countries of holding and cultivating land 
and distributing its produce may not be out of place here. 

The following are the principal types. (i) Landlord owne'1 
and tenant !arme'1.-Under this system, the landlord leases 
the land and buildings (farmhouses, etc.) to a tenant or 
tenants, and charges an annual cash rent fixed in advance, 
either for a long period (long lease), or for a short period 
(short lense). When no particular period is specified and the 
tenant is legally liable to be asked to quit at any time, he is 
cll.lled It tenant-at-will. Short leases are undesirable since 
they lend to a. wasteful use and neglect of land and .result 
ill its impoverishment. Another evil of the tenant system 
is absentee landlordism. and oppression of the tenant class, 
who are liable to be rack-rented or summarily evicted merely 
because the landlord lives away from his estates and adminis
ters them through hired agents. Some protection to the 
tenants against oppressive landlords is necessary, and this is 
attempted in India by the enactment of Tenancy Laws. 
This system of land tenure is found in the United Kingdom. 
and in India. in the United Provinces and Bengal (where it 
is called the zamindari system).1 

(ii) Peasant proprietorship.-Under this system, the 
cultivator is himself the owner of the land. He cultivates 
his land larO'ely by means of his own labour and that of the 
members of "'his family, with occasiona.l (free or hired) outside 
labour. The farmer takes all the risks himself; he is his 
own 'captain of industry'. This is commonly regarded as 
the most natural and the healthiest system, since it ensures 

• See Pan II. ch. iii, 539. 

6 
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personal care and attention and efficient cultivation of land. 
Here we have the 'magic of property that turns sand into 
gold' I But the evils generally found in conjunction with 
this system are excessively small and uneconomic farms, an 
unduly conservative attitude on the part of the peasant, and 
excessive thrift which defeats its own object. On political 
and social grounds, however, it is often upheld as an ideal 
system, since it creates and supports a sturdy and well
contented peasantry which is the backbone of a nation. The 
peasant proprietary tenure prevails in a number of conti
nental countries such as France, Germany and Belgium. It 
also prevails largely in India and is called the Ryot Tenure 
or ryotwari. 

(iii) The Metayer system.-This is a crop-sharing system 
and is prevalent in southern Europe (Italy, Portugal, etc.) 
and in parts of India like the Punjab and Bombay. The 
landlord lets his land and provides some of the capital, the 
tenant cultivates, and the produce is generally shared half 
and half. The system ought to ensure joint interest in the 
care and development of land. In practice, however, it is 
often found to break down, because the landlord may prefer 
to receive a fixed rent and may not be prepared to take any 
risks at all. Nor is the arrangement altogether satisfactory 
from the point of view of the tenant farmer. who may not 
relish his partnership with the landlord and the consequent 
loss 9f his independence. He may come to feel that too 
much of the profit goes to the landlord and too little remains 
for himself. Under these circumstances, he may not take as 
much interest in the land as the peasant proprietor. 

(iv) State or collectivized jarms.-The most outstanding 
modern instance of this system is found in Soviet RUBsia, 
where the peasants' farms have been 'socialized' or 'collecti· 
vized', and are cultivated under the care and supen-ision ot 
the State. This new experiment in agricultural organizatiolJ 
raises vast issues which are beyond the scope of this book. 

The best type of land tenure, all things considered,. IS 

perhaps the peasant proprietary system, provided care is 
taken to ensure farms of moderate size and to enlist c0-

operation between a number of peasant proprietors, especially 
for joint farming, so as to secure the various economies or 
advantages of large farms. 1 

1 The question of large-scale fleTBlU small-scale farming (agriculture) 
is discussed in ch. viii, §23. 
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§8. Laws of Increasing, Constant and Diminishing 
Returns.-In order to produce wealth we have to make use 
of the different agents of production. If more wealth is 
desired, we can only secure it by using these agents more 
and more. But the relation between the effort put forward 
and the wealth created in response to that effort is not of an 
unvarying character. Sometimes an increase of effort may 
give ,us a more than proportionate increase of response. Thus 
suppose we employ Rs. 10,000 as capital and twenty labourers, 
the value of the goods produced with the help of this equip
ment is, let us say, Rs. x. Now we double the equipment, 
that is to say invest another Rs. 10,000, and employ another 
set of twenty labourers. It may happen that with thisen,
larged equipment certain new economies become possible 'Q.nd 
that the working of the establishment becomes more efficient. 
As 110 result of this we get an additional supply of goods worth 
say Rs. llx. The return in this case is more than propor
tionate to the increase of effort in the shape of the extra 
Rs. 10,000 and the labour of twenty more men. By 'doubling 
the effort we have more than doubled the value of the pro
duce, the value of the goods now beingRs. (x.+l!x), br 
Rs. 2lx instead of only Rs. 2x.. When this kind of thing 
happens, we say that the Law of Increasing Returns is in 
operation. When the response to increased effort does not 
change, that is, if the additional capital and labour gives uS 
the same additional return as before-namely another Rs. x
we say that the ~w of Constant Returns is in operation. 
If the result is less than proportionate, i.e. if we were to get 
an addition of, say, Rs. Ix, we should say that the Law of 
Diminishing Returns was in operation. The response from 
each one of the agents of production, namely land, labour, 
capital and organization, may exhibit at different times every 
one of the three varieties of (i) Increasing, (ii) Constant, or 
(iii) Diminishing Returns. But a persistent 'demand on any 
one of these agents of production will eventually be met by 
ditpinishing returns. The Law of Diminishing Returns is 
therefore of' fundamental importance. Constant or increas
ing returns may not show themselves at a.I1. Or if they do 
show themselves they do so in a fitful a.nd uncertain manner. 
But we can depend upon the Law of Diminishing Returns 
asserting itself in the long run. The operation of this law 
is best explained with reference to land, which shows .its 
working in a more pronounced manner than any of the other 
factors of production. The following statement of the law 
as given by Marshall is for that reason made with special 
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reference to land, though the law itself is really of universa.l 
application, i.e. it applies to all the four factors of production. 

§9. Marshall's statement of the Law of Diminishing 
Returns.-(An increase in the capital and labour applied in 
the cultivation of land causes in general a less than propor
tionate increase in the amount of the produce raised, unless 
it happens to coincide with an improvement in the arts of 
agriculture. ' 1 7 

Beyond a certain poillt or after a certain stage in the 
cultivation of land has been reached, every further increase 
in the amount of labour and capital applied to it produces 
a less than proportionate return. What is meant is not that 
the total return from the land diminishes, but that the 
additional return received as the result of further expenditure 
is less than proportionate to the additional outlay. The law 
may also be stated as a Law of Increasing Cost. Up to a 
certain point every increase in the return from land may 
mean decreasing cost per unit. But this cannot go on in
definitely. A stage will be reached when the return will 
diminish and will ultimately even fall below the outlay as 
the cost per unit increases. Obviously a wise farmer will 
stop applying any further doses of labour and capital at the 
point where he finds that the additional yield from a parti
cular dose just equals his expenditure. Land, as everybody 
knows, is not all of the same quality. Some lands are more 
fertile and others less. At first, of course, only the superior 
lands will be cultivated. But as the yield diminishes it may 
be more profitable to take up the inferior land for cultivation 
rather than layout more and more capital and labour on 
the superior land. Thus, let us suppose there are three kinds 
of land available for cultivation, A, Band C. A is the best 
land, B comes after it in point of fertility, and C stanl'ls last 
being the least fertile of the three. The farmer would natu
rally cultivate land A first. Let us imagine that he applies 
successive 'doses' of capital and labour which cost him, say, 
Rs. 50 each and that the crop he wishes to raise is wheat 
which is selling in the market at the rate of 4 seers to the 
rupee. The application of the first dose of capital and labour 
gives him 500 seers. He spends another Rs. 50 and gets 
450 seers, the third dose of Rs. 50 gives him 400 seers. 
Here he finds it worth while passing on to the cultivation of 
B, where his first outlay of Rs. 50 yields 350 seers; then 
he prefers to go back to A where an investment of another' 

I Marshall, op. cit., p. 150. 
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Re. 50 gives 300 seers. After this he finds it profitable to 
turn to C which yields him 275 seers. The subsequent doses. 
are in the following order: 

C 250teeers 
A. 225 
B 225 
A. 200 
B 200 
C 200 

The net result of his operations may be set out as 
follows: 

LAND A 

Expenditure I Produce in Beers I Cost per Beer 
~ 
Q . ~ let Re.60 600 nth of a rupee '0 

2nd Rs.60 450 ?J th of a nlpee 
·s 
A 

Srd Re.60 400 • th of a nlpee 
.. 

.. Q 
0 .. 

'" .. ~ 5th R •. 50 SOO • th of a rupee -" 8~ 
8th Re.50 225 a ths of a rupee 

~ 

10th Rs.50 200 l th of a rupee .~ .. 
OJ .. 

Total } RB. 800 Total } 2075 
... c 

outlay produce ... ... 

, LAND B 

Expenditure Prod uce in Beera ! Cost per seer ... 
I OQ .. . '" 

4th Re.50 S50 l- th of a rupee --8~ 
9th Rs.50 225 I tha of a rupee ~ ... .9:a .... 

11th Ra.50 200 1 th of a rupee ~'a 
:;'8 

Total } Rs. 150 Total } ..s.-
775 A outlay produce 
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LAND C 

Expenditure I Produce in seers CosL per seer I 
---+-~--

6th Re.50 275 :ror ths of a ru pee 

7th Rs. 50 250 ! th of a rupee 

12th Re.50 200 t th of a rupep 

Total } Rs 150 
outlay . 

Total } 
produce 725 

The cultivation of E'.a.ch kind of Ia.nd is in this manner 
pushed to a point beYDnd which it ceases to be profitable. 
In the above example, it pays to spend Rs. 300 on A and 
Rs. 150 each on Band O. An additional dose of Rs. 50 
will yield less than 200 seers on all these lands. A produce 
of 200 seers enables the farmer just to recover his cost of 
Rs. 50 at the current market price of 4 seers per rupee. 
Less than that will mean a loss to him. 

The point that is brought out in the above example is 
that returns diminish or, what comes to the same thing, 
cost!! increa,se with every successive application of capital and 
labour, whether we use our additional outlay on the same land 
or on some other (inferior) land. Thus when the fourth 
Rs. 50 was spent on B following tp.e third Es. 50 spent on A, 
the yield diminished from 400 seers to 350 seers, i.e. the 
cost went up from ith of a rupee to tth of a rupee per seer. 
We get similar results by taking each kind of land separately, 
e.g. A's responses to successive doses are represented by 
the figures 500 seers~450 seers-+400 seers~300 seers 
~ 225 seers ~ 200 seers, and the corresponding costs are 
T7J' l, t, t, ~ and i of a rupee per seer. 

IC the returns diminish in passing from one kind of land 
to another, this is the extensive aspect (corresponding to 
extensive cultivation) of the Law of Diminishing Returns. 
When the returns diminish as we apply more and more 
capital and labour to the same land, we talk of this as the 
intensif)e aspect (corresponding to the intensive cultivation) 
of the Law of Diminishing Returns. When more produce 
is needed, we obtain it partly by working old lands more 
intensively and partly by resorting to new lands, which at 
first' we had ignored because of their relative inferiority. 
Thus, generally speaking, the Law of Diminishing Returns 
is found to be in operation in both of its aspects, extensive 
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8S well as intensive. The fact that lands known to be 
inferior are cultivated at all is itself a proof of the truth of 
the Law of Diminishing Returns in its intensive form. For 
if the superior productivity was experienced indefinitely in 
the case of the better lands we should prefer continuing to 
take advantage of this, and need never use the inferior lands 
.at all. Similarly the fact that we think of new lands only 
after the eost on the old ones has risen to a. certain level is 
itself a proof of the operation of the law in its extensive aspect. 

§10. Qualifications and conditions.-The Law of Dimi
nishing Returns holds good on1y under certain conditions and 
is subject to certain qualifications. (i) In the first place, we 
must remember that in the earlier stages of cultivation we 
may find returns increasing instead of diminishing. 1 But 
after a while the increasing returns give place to diminishing 
returns. 

(ii) An increase in capita.l and labour causes a less 
than proportionate increa.se in the produce, 'unless it happens 
to coincide with an improvement in the arts of agriculture'. 
The adoption of improvements (in implements, manures, 
organization, etc.) may result in increasing returns. In our 
example, the first dose applied to A gives 500 seers. But 
before the second dose of Rs. 50 is applied, the methods of 
cultivation may have improved a.nd consequently the return 
may be 700 seers instead of 450. Yet, once the new methods 
are established, the same phenomenon of a. progressive fall 
in output will show itself. Only the fall will now be from 
700 seers instead of from the original 500 seers. The law 
assumes that any given methods of working the land 
(whether ba.ckward or advanced) remain stable. Therefore 
the fact that with the change of methods the output will be 
greater for the same expenditure cannot be 'regarded as an 
exception to the Law of Diminishing Returns. 

(iii) The law suggests that the order of cultivation 
is from the better to the worse lands. It does not, however, 
require that any current classification of soils as good or 
bad must never change. IJand at first regarded as inferior 
may later appear as superior (owing to the discovery of new 
methods, the construction of new roads and railways, etc.). 
This, however, 'does not in any way inva.lidate the Law of 
Diminishing Returns, for which all that is necessary is that 
under any given set of conditions some lands should be better 

I MarshaU'a statement of the law given above is for this reason careful 
to include the words 'in general'. ' 
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and more profitable to work than others. All we need is 
that lands should always fall into different grades, and not 
that the grading should never change. 

§11. Other applications of the Law of DiInlnishlng 
Returns.-The argument showing how the Law of Diminish
ing Returns applies to land used for building sites,! to mining, 
fisheries and other extractive industries, runs on lines exactly. 
similar to those just indicated with reference to ~l"icultural 
land. 

It is also not very difficult to see the working of the law 
in relation to the other facl'tors of production. Take a. 
machine, for example, as typical of capital. Employing more 
labourers to operate it, or using more and more coal as a 
source of power for keeping it in motion, may for a time 
increase the efficiency of the machine. But sooner or later 
additional doses of 'land' and labour will cease to evoke 
proportionate responses. Too much coal for example will 
choke a steam-engine instead of making it work better. 
Similarly the efficiency of the labour force will show a satiii
factory increase for a while, as more and more land and 
capital and more and more organizing ability are associated 
with it. But the point will eventually be reached when it 
will be necessary to call a halt to this process, because it is 
found not to pay any further. 

While, however, the Law of Diminishing Returns is un
mistakable in its operation when we consider the limits of 
the productivity of every single unit of land, labour, capital 
and organization, the differences between land and the other 
factors are (i) that the supply of land is limited, and (ii) that 
recourse to other lands means recourse to progressively 
inferior lands. The supply of labour and machines and 
organizing ability may on the contrary be regarded as un
limited from the point of view of anyone given business 
or firm. Additional supply of labour does not mean that 
the labourers employed later are less efficient. Similarly we 
can have more machines and more factories, if necessary, 
without any limit, humanly speaking, and the later machines 
and factories may be just as good as the earlier ones. 

So far as the factors other than land are concerned. we 
may say, therefore, that the law is not seen to operate in its 
extensive aspect. This is what is implied when it is said 
sometimes that the law applies only to land and not to the 
other agents of production. When in any act of wealth-

I See also ch. xiii, §17. 
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production, the part which land or nature plays is predomi
nant, as in agriculture, we witness quickly and unmistakably 
the operation of the Law of Diminishing Returns. Where, 
however, the part of land or nature is subordinate and the 
part of man is predominant, the Law of Diminishing Returns 
may be masked for a. long time during which we may succeed 
in securing constant if not increasing returns, as in manu
factures. 

§ 12. Diagrammatic lllustrations of the Laws of Dimi
nishing, Constant and Increasing Returns.-The Laws of 
Diminishing, Constant and Increasing Returns may be 
represented graphically by the following figures: 

y 

r--___ A 

B 0 
O~------~~~~~~------~~------~x f ,G. 7 (a.) DIMINISHING RElURNS 

y 

A C E 

B 0 F 
o fiG. 7 (b) CONSTANT 'UTURNS x 

y 

A 

B D F 
o F.(;. 7(C) INC.REASING RETURNS x 

FIG. 7.-D,AGRAMYATIC REPRESEXTATIONS OP THE LAws OF 
DIMINISHING, CONSTA.. .. T AND ,INCREASING RETURNS 
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In Figs. 7 (a), (b) and (c), on, BD, DF=say Rs. 50 and 
the lines AB, CD, EF represent the returns to successive 
applications of doses of productive power. 

SUMMARY 

By 'production' we mean adding or creating values or umitiea-form
ntilities, place-utilitiea or time-utilities. The utilities created may he 
material or immaterial. Productive occupation, fall into three main clas8es: 
(i) Industrial occupations, (ii) Commercial occupations, and (iii) Direct 
services to consumers and pubJic services. ADy labour which issues in the 
production of 'wealth' is productive. Labour which fails of its purpose or 
which is purely predatory is unproductive. The test to apply i8 whether 
it satisfies some want that is actually felt. 

In the production of material wealth the cooperation of (i) Land, 
(ii) Labour, (iii) Capital, and (iv) Organization is involved. These four 
are called the Factors of Production or Agent8 0/ Production. 

Land (NatuTe).-' Land' in economics has a much wider meaning tban 
in ordinary language. It includes all the materials and power. which lire 
freely given by nature and which man utilizes (or wealth production. 
Their supply is limited and cannot be increased by human effort. A 
country's economic destiny depends, among other things, on whetber nature 
bas been bountiful or niggardly, considerate or neglectful, in respect of 
contour, location, climate, soil and subsoil, vegetable and animal resourcea. 

Agricultural land is one of the most important items coming under 
natural resources. Apart from the character of the land possessed by a 
country, the manner in which it is employed by man has far-reaching 
economic consequences. In this connexion the question of land tenu,tI 
arises. The principal known types of land tenure are the following: 
(i) Landlord Owner and Tenant Farmer, (ii) Peasant Proprietorship, (iii) 
Tho lI!t!/ayer System, (iv) State or collectivized farms. On the whole, the 
system of peasant proprietorship is the best from the economic and social 
point of view. 

The employment of additional doses of capiial and labour may be 
attended with different results at different times. Sometimes the returns 
may be more than proportionate to the additional effort (Increasing Returns) 
and sometimes they may be just proportionate (Constant Returns). But 
eventually the returns \\;11 he less than proportionate (Diminishing Returns). 
This tendency is known as the Low 01 Diminuhinu Retu,n, and is of 
fundamental importance in production, particularly when in production we 
are concerned with 'land' more than with the other facton of production. 
It is therefore commonly stated thus with reference to land: • AD increase 
in the capital and labour applied in the cultivation of land causes in general 
a less than proportionate increase in the amount of the produce raised. 
nnless it happens to coincide with an improvement in the arts of agri
culture.' This result follows whether the increases of capital and labour 
are applied to the same land or to another plot which, being relatively 
inferior, was not at first taken lip for cultivation. In the lirst caae, we get 
the intensive aspect, and in the second case, the extensive aspect of the 
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Law of Diminishing ReturDs. The law is subject to the following quali. 
fication.: (i) it may not show itself for some time in the beginning; (ii) it 
may be held in abeyance if. there are sufficiently important improvements 
in the arts of agriculture; (iii) in its extensive aspect, it assumes land 
a, graded into luperior and inferior. But this gradation is relative to a 
given time or set of circumstances and may change in course of time and 
under a different Bet of circumstances. 

Other instance. of 'land' are the mines, fisheries, etc. and the law 
applies to them in the SlIme manner as to agricultural land. 

It i. also applicable to the other factors of production with the differences 
thst (i) whereas land is limited, the other factorB may for all practical 
purposes be regarded as unlimited, and (ii) the operation of the law in 
ita extensive aspect is not so clear or so inevitable as in the case of land. 



CHAPTER VI 

PRODUCTION: LABOUR 

§1. Characteristics of labour.-Labour is any human 
efiort which has an aim and purpose outside of itself, and 
which contributes to wealth-production. The exertion may 
be wholly or IlliLinly physical or muscular, or it may be wholly 
or mainly mental or nervous. It may be of a mechanical 
and routine character, or it may involve the exercise of the 
highest human faculties. Again some labour may involve 
much responsibility and other labour may not do so to any 
great extent. 

Amidst all these variations, how eyer , considered as an 
agent of production, labour must always possess two charac
teristics: (i) It must be undergone not Cor its own sake but 
primarily with a view to some reward outside of itself. The 
bodily exertion of an amateur gymnast, however strenuous it 
may be, is not labour in the economic sense. But if people 
have to pay for witnessing the gymnast's feats, then it 
becomes labour. 

Some labour is essential and healthful to all normally 
constituted human beings, and under certain conditions it 
may be altogether pleasant to the labourer. But these are 
incidental advantages, and economic labour is put fonh not 
in order to reap these advantages but for the remuneration 
attached to it. 

In any case, while some labour may be pleasant, a good 
deal is also unpleasant and involves heavy toil, and it would 
not· be forthcoming without inducement in the shape of 
wages. Again, a man may sometimes gladly do work of 
certain l-inds for the mere pleasure of it, provided he is free 
to take it up or stop it as the spirit moves him: But modem 
industry requires steady continuous labour. When a man 
must put in a certain number of hours' work, whether he 
feels inclined to do so or not, the element of compulsion turns 
labour that may otherwise be pleasant into something. irk
some. Every student knows how an otherwise charming 
book becomes hateful directly it is prescribed as a textbook, 
which he is compelled to study for an examination! 

Labour thus involws strain and sacrifice. This is how
ever how the labourer himself regards it, aHd it is therefore 
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called the subjective aspect of labour. According to this 
point of view, the amount of sacrifice entailed and, therefore, 
the reward expected depend upon such considerations as the 
following: the time per day or week during which work has 
to be done, the intensity of the work, the nature of the work 
--whether it is regarded as respectable or not-the physical, 
moral and social surroundings under which it has to be done, 
whether it is exceptionally unpleasant or exceptionally un
healthy, involving early retirement or death, and the expen
siveness or otherwise of the previous training it requires. 

(ii) The second characteristic of labour is that it must 
result in the creation of wealth, that is, something which 
has an exchange-value. Mere intention to create wealth is 
not enough. '!'he intention must be successfully fulfilled. 
AU the labour of a cultivator is lost, if the crops he has pain
fully raised are eaten by wild animals or destroyed by 
disease. Labour which is misdirected or which miscarries 
will naturally not command any rewa.rd and is, economically 
speaking, not labour at all. 

The consideration that labour must result in the creation 
of wealth serves to call attention. to the objective aspect of 
Tabour. The reward offered (by the employer) for work done 
will obiiously be according to the· results of labour (and not 
according to the painful feelings associated with it), in other 
words, will depend on the efficiency of labour. 

§2. Conditions of efficiency.-The output of the worker 
will first depend upon the· standard of his health. This in 
its turn will depend on his income and the manner in which 
he spends it.;. Civilized States nowadays perform functions 
of the highest importance in protecting the community from 
disease. These functions cannot be left to individuals or to 
the spasmodic efforts of private charity. The money spent 
on public health and sanitation by the public authorities is 
the soundest of national investments. Apart from measures 
of public health, for creating nn efficient labour force a 
satisfactory system of education-general 3S well as techni
~Ill-is necessary. In order that the available labour force 
of the nation should be most effectively employed. it is 
necessary that it should be 'distribu~ed over the different 
occupations as well as over the different parts of the country. 
according to the opportunities available in each of them. If 
through ignorance, inertia or prejudice, or through the opera
tion of social restrictions, certain occupations and places get 
overcrowded and certain others are under-manned, labour 
power is wasted. La.bour must be mobile in all the senses 
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of the term (as explained below in §8) to attain its maximum 
efficiency. The choice of occupation should be guided by 
temperament a.nd natural aptitude, and. misfits should be 
avoided as far as possible. Methods of testing different 
kinds of ability are gradually being perfected, and the State 
should endeavour to guide the choice of vocations by giving 
its citizens reliable advice based on the widespread employ
ment of scientific tests of inborn capacity. It must also 
provide ample facilities for training its young men in different 
vocations. 

The surroundings in which labourers are required to work 
should be healthy and as pleasant as possible. (The wages 
should be high enough to enable the worker to obtain not 
only a sufficiency of the bare necessaries but also a few of 
the modest comforts and luxunes of life.:> The hOUTS of 
labour should be limited so as to allow a margin of lei!mre 
for purposes of rest, recreation and self-improvement. The 
atmosphere in which the labourer lives and works must be 
one of hope, freedom and change. 

Labour must be contented if it is to be efficient. It 
must feel that it is getting a fair return for its sacrifice. 
Throughout the western world, and to a growing extent even 
in India, the attitude of labour (especially industrial labour) 
is one of profound discontent with the existing economic 
system, and the demand for a radical overhauling of this 
system is becoming more and more insistent. Factory legis
lation adopted by all civilized countries in the interests of 
labour has been of immense benefit to workers. But while 
they are thus protected from the cruder and more obvious 
kinds of exploitation on the part of the employers, the feeling 
is growing that the present capitalistic system itself must 
undergo a fundamental change in order that the· worker 
should get a just reward for his labour. 1 

It is difficult to say how far economic efficiency is a 
matter of race and heredity. .Certain races like the negroes 
are said to be incapable of the sustained effort necessary 
under present conditions of wealth production. In most 
cases, however, there are good grounds for holding that the 
existing deficiencies are not inherent and irremediable, bnt 
are capable of being removed by education and improvement 
of environment. 

Climate is another factor which has a bearing on effi
ciency. Extremes of heat and cold are unfavourable to 

I See also cb. xvi, § §17-18. 
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efficiency. The highest efficiency is developed in regions with 
a temperate climate, and the lowest where the climate is 
hot as well as damp. A temperate climate enables man to 
maintain physical activity and vigour, as it hardens without 
exhausting. 

§3. Size of population and efficiency.-Up to a certain 
point, increase in size of population helps to increase the 
efficiency of labour by facilitating large-scale production, co
operation and division of labour. But a time comes when a 
further increase in population is no longer advantageous. 
Suppose that there are two countries exactly similar in 
respect of available natural resources, that labour in each is 
equally efficient and that further, the proportion of workers 
to non-workers is also the same in each. Under these con
ditions, if one country has twice the number of people that 
the other has, the labour-power of the former will also 
obviously be twice as great. The student should. however, 
not jump to the conclusion that the first country (that is, its 
inhabitants) will necessarily be twice as well off. The 
relation between the size of population and economic pros
perity is not so simple as that, as will be seen later on. 

§4. Malthusian doctrine of populatlon.-Here it is 
convenient to introduce a discussion of Malthus' Doctrine of 
Population. Malthus wrote his famous Essay on Population 
in 1798. In the later editions of this celebrated work he 
summarized his conclusions as follows : 

(i) Population is necessarily limited by the means of 
subsistence. 

(ii) Population invariably increases where the means of 
subsistence increase, unless prevented by some powerful and 
obvious check. 

(iii) These checks, and the checks which repress the 
superior power of population, and keep its effects on a level 
with the means of subsistence, are all resolvable into moral 
restraint, vice and misery. 

The first proposition requires no proof. A certain mini
mum amount of food is required to keep alive a human 
being. If human beings grow in numbers but food cannot 
be increased in proportion, death by starvation will follow 
until the size of the population is such as can be maintained 
by the available food-supply. 

By his second proposition Malthus tries to convey his 
notion that increase in food-supply is swiftly followed by 
increase in population. In fact. in his opinion the rate of 
population growth is much greater than the rate of growth 
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of means of subsistence. Every twenty-five years population 
tends to double itself, i.e. it increases in geometrical pro
gression thus: 1: 2 : 4 : 8 : 16 : 32 and so on. 

Food-supply on the other hand increases in arithmetical 
progression thus: 1: 2 : 3 : 4 : 5 : 6 and so on. There is, 
however, no proof establishing these ratios. What we should 
now say is this: that except in very rare cases and except 
for very short periods, every increase in population i .. 
followed by a less than proportionate increase of food-~upply 
(or to put it more generally-of wealth), 

If a highly civilized people, already well advanced in 
knowledge and the arts of production, transplant themselves 
to some new and hitherto unexploited part of the globe, they 
may find that for some time with every increase of population 
there is a more than proportionate increase in production. 
Therefore for some time growth of population may go hand 
in hand with increase in wealth and prosperity. But unless 
there is constant improvement in knowledge and the arts of 
production, a time comes when increasing returns give place 
to diminishing returns. Nature fails to respond to greater 
human effort made possible by increase in numbers, and 
forces restraining population within the limits of subsistence 
come into operation. Malthus classifies these forces under 
the headings of (a) moral restraint, and (b) ,vice and misery. 
Another classification suggested by him is (a) preventive 
checks, and (b) positive checks. 

By moral restra.int, Malthus means 'restraint Crom 
marriage from prudential motives, with a. conduct strictly 
moral during the period of this restraint'. 

Preventive checks are all those influences (good or bad) 
which lead to ac}iminution of birth-rate. If population is 
not regulated by the exercise of preventive checks, positive 
checks come into operation. Positive checks, according to 
MaIthus, mean all those influences bv which the death-rate 
increases, that is to say, 'the whole tiain of epidemics, wars, 
plagues and famines'. If we wish to avoid the positive 
checks and aU the human misery and suffering they neces
sarily involve, we must 'use the right type of preventive 
checks. The only preventive check which Malthus blesses 
and sanctions is moral restraint as defined above. 

§5. Qualifications of the Malthusian doctrine.-Subject 
to certain amendments the Malthusian doctrine is generally 
l'.ccepted nowadays. But our propositions in this connexion 
are less dogmatic than they appear in Malthus' treatment of 
the subject. Malthus' mathematical formula expressing the 
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ratios of increase of food and increase of numbers is now 
discredited. Also we no longer say that population, if un
checked, is always ahead of production. We say that this 
may very often be the case. It is conceivable that human 
ingenuity may provide means by which any given growth of 
population is more than offset by ip.crease of wealth produc
tion. This may be said to have happened in England during 
the period of the Industrial Revolution. But, of course, 
there is no guarantee that there will be a constant and ade
quate improvement in human invention to cope with every 
increase of population. 

II we are not able to increase wealth in proportion to 
increase in population, the only way to prevent misery is 
deliberately to check numbers. As stated above, Malthus 
approves of only one method of checking excessive growth 
of population, and that is moral restrajnt, i.e. the postpone
ment of marriage. Modern opinion views this remedy as 
impracticable, unnecessary or even undesirable, and ad
vocates recourse to neo-Malthusian methods of controlling 
births. There are good reasons for supposing that these 
methods are being largely followed in most of the civilized 
countries of the west, and their use (birth control) is being 
advocated with increasing" insistence and emphasis. 

§6. Optimum population.-Bdore taking leave of this 
subject, we may mention a modem refinement of the theory 
of population for which Dr Cannan is responsible. He has 
introduced the term 'optimum population' which he explains 
as follows: 

'At any given time, or, which comes to the same thing, 
knowledge and circumstances remaining the same, there is 
what may be called a point. of maximum return, when· the 
amount of labour is such that both an increase and a decrease 
in it would diminish proportionate returns. . . . Just as 
there is a point of maximum return in each industry, so 
there must be in all industries taken together. If population 
is not large enough to bring all industry up to that point, 
returns will be less than they might be, and the remedy is 
increase of population; if, on the other hand, popUlation is 
so great that the point has been passed, returns are again 
less than they might be, and the remedy is decrease 
of population.'1 

The idea brought out clearly in this statement is that 
a nation may suffer economically because the population is 

I E. Cannan, IVealtll. pp. 68-9. 
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too-:small in: size, iust as it may suffer because it is too big. 
So far as we can, we must avoid both the evila-the evil of 
under-population as well as the evil of over-population. 

We ha.ve spoken above of the modern emphasis on bring
ing about the retardation of an excessively high rate of 
increase by voluntary limitation of the birth-rate. Apar~ 
from and independently of this method, western experience 
teaches that a decrease of the death-rate, in some unexpla.inell 
manner causes a corresponding decrease of the birth-rate. 
II for instance, owing to 'improved public health measures. 
people live longer, they breed less fast, even without any 
deliberate attempt on their part to reduce the birth-rate. 
Again, it is now taken as established that fertility decreases 
with increase of wealth and comfort and with the growth 
of cultural and intellectual interests. Lastly, if people get 
accustomed to a higher standard of life, and, owing to th(> 
advance of education, become more and more capable or 
forethought and prudence, they tend deliberately to check 
the birth-rate and thus succeed in keeping up the higher 
standard of living. An important aspect of progress is the 
education not only of men but also of women. Female edu
cation makes women less and less inclined to regard 
marriage as the only profession open to them. They seek 
other spheres of usefulness and activity and may often choose 
to remain unmarried. 

Again . the general progress of the community in health 
and education will make it economically more efficient. TllUi\ 
while. wealth will increase, forces will come into operation 
limiting the popUlation to the optimum size. 1 

§7. Factors determining size and density of population. 
(ij Size.-The increase of population in a country is found 
by taking into consideration the birth-rate and adding to 
the number ·of persons born those that have immigrated into 
the country from abroad. On the other hand, we have to 
deduct fro~ this total, the number of persons who die during 
a certain period (usually a ·year) and also the persons who 
emigrate from that country. Thus a given population is con
stantly gaining at one end by birth and immigration, and los
ing at the other end by death and emigration. The birth
rate depends largely upon the frequency of marriage and 
its fecundity. We must count the illegitimate as well 8S 

I See Part iI. cb, i. §22. Cor a discussion oC tb .. population problem in 
India. 
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legitimate births .. The question of the Indian birth- and 
dea.th-ra.tes is dealt with in Part n. 

(ii) Density of population.-The density of population 
(expressed usually in terms of the number per square mile 
of territory) depends on the environment and its utilization by 
man, on climatic conditions, security.of life and property, 
sta.ndard of comfort, economic resources and the stage of 
economic development. While natural conditions such as 
fertility, temperature, rlUnfall, and altitude have an impor
tant bearing on the density of the population, the human 
factor has come to exercise a decisive influence on the density. 
The area necessary 'for the support of a given number has 
steadily decreased with the progress of civilization from the 
hunting and pastoral to the agricultural stage, and thence 
to the manufacturing stage. Thus a highly industrialized 
and commercialized country with intensive agriculture will 
show the highest density of population, as for example the 
United Kingdom and Belgium, where the density is well 
above 600 per square mile. Moderate· development of both 
gives a. medium density (about 2(0) as in India. Further, 
in an agricultural country the density of population will also 
depend upon the chlJlBCter of the cultivation. 1 

One' point that deserves emphasis is that mere numbers 
supported per square mile have' small significance unless we 
also take into account the standard of comfort of the popu
lation in question. Thus, it would be misleading to infer 
from the almost equal density of Bengal (646) and of Bel
gium and England. that Bengal is economically as well off as 
these other couRft'ies. It is well 'known that the standard 
of living iii Bengal is much lower. TDe high density in 
Bengal is, therefore. to be. regarded rather as an index of 
its poverty and economic backwardness. 

§8. Mobility of labour.-The term 'mobility of labour' 
indicates the ease with which labour' can flow from one place 
or occupation to another, while the term 'immobility of 
labour' indicates the difficulty of such a movement. Sincf 
the labourer has to deliver his labour personally, it is clear 
that the .mobility of labour and the mobility of the labourer 
are convenible terms. 

(i) Geographical mobility 01 labour Irom ont' place to 
another.-As Adam Smith has said, 'of all sorts of luggage 
man is the most difficult to be transported'. He is by 

• See J'atbar and Ben. Indian Economia. "VOL I, lith ed., pp. 41. U; 
and Seligman; op. cit.. pp. (9-Slt Also Part n. dl. i. §I6. 
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nature inclined to remain where he usually resides or where 
he is born. Fondness for home, reluctance to leave old asso
ciations, patriotism, na.tural inertia, difficulties of language 
and ignorance prevent free movement of labour from one 
place to another even when a. man is thereby likely to 
improve his prospects. 

(ii) Horizontal mobility of labour.-Horizontal mobility 
means mobility as between one occupation or trade and 
another of the same kind. No change or very little change 
in the nature of the task is entailed, the grade of work remain
ing the same (e.g. a typist moving from a textile to a mining 
office). This kind of mobility is relatively freer than the 
vertical mobility of labour since the degree of skill and the 
general nature of work are the same. 

(iii) Vertical mobility of labour.-This occurs as between 
trades or occupations of different kinds, involving either an 
upward movement of labour from an inferior to a superior 
grade (e.g. a clerk in an office becoming the office manager 
or a railway porter becoming a guard), or from an upper 
grade to a lower grade in the same or a different industry. 
This kind of mobility is more difficult to attain owing to the 
influence of hereditary occupations, personal pride in the 
craft, lack of ambition and of the necessary facilities to 
secure promotion. The vertical immobility of labour results 
in the stratification of society into more or less non
competing groups, and affects their rewards. 1 

(iv) Social mobility.-Lastly, closely allied to the vertical 
mobility is sodg,l. mobility from one social grade to another. 
This is impeded by soCial and wealth barriers and· to some 
extent by caste or trade union restrictions on the choice of 
occupation. . 

The caste system in In·dia exercises a. considerable in
fluence on mobility of labour of all kinds, especially the 
vertical and social mobility of labour. 1 

SUMMARY 

Labou, is any human effort nndergone for the sake of wealth.production 
and resulting in wealth-production. It may be physical or mental or 8 

mixture of both. It ~ay be of a highly responsible kind or it may be 
practically free from responsibility. Modem industry requires steady con· 
tinuous labour which is felt to be ·irksome and which, therefore, would not 
bl! forthcoming without the inducement of wages. Labour can be viewed 

1 See cb. xiv, §5: • See Part II, cb. i, §23. 
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lubjectively or objectivllly. The subjective view iI that of the labourer 
himself,who thinkl of the sacrifice and discomfort of .working. The objec
tive view is that of ,the employer, ,who is interested not in the amount of 
discomfort undergone by the labourer but in the quality and quantity of 
the work donB. 

Tha ~lJjcienD71 oj the labourer depends upon several factors. First of 
all, it epends upon his standard of health. In order that thiI should 
ba satis tory, thll labourer must enjoy an adequate income and must 
know how to spend it wisely. Another important factor in this connexion 
i. efficient organization of public health and sanitation. No amount of 
individual efiol't alone will ward off disease, if for example the water·supply 
i. impure or' if there \ is no system of ('ompulsory vaccination. These are 
matters for publio reg~tion. 

Education, general a well as technical, is another grl1at factor govern· 
ing efficiency. ' 

It i. necessary that the available labour force should be distributed 
among the different occupations according to the opportunities available in 
each. 

The educational' system should be so devised as to test the ability and 
apecial aptitudes of the scholars, who should b'e advised to choosll occupa
tions for which they may be fitted. 

Ample provision for efficient training in different occupations is necessary. 
Efficiency is not possible without. conteDtml1Dt. Labour must feel that 

it ia getting ita due. The universal aiscontent which characterizes labour 
under the present capitalistic system indicates the necessity of reforming 
that system. 

It i& sometimes a~ed that labour efficiency iI a question of race 
and heredity. It is dilIicult to dogmatize about this. Generally, however, 
dilJerences as ~gards efficiency can be explained sufficiently satisfactorily 
sa being due tel\. differences in environment and education. 

So far as the effect of climate on efficiency goes, the highest efficiency 
is developed in regions with a temperate climate and the lowest in regions 
of damp heat. • 

Under every given set of conditions there iI a certain ,i .. of population 
which is economically the most advantageous, 80 that a decrease below a& 
well as an increase beyond thil size will lead to a diminution of wealth 
per head of the community in question. 
. This ideal size of population iI. called the optimum size. The relation 

between size of population and prosperity was first. stated by Malthus, ~u~ 
in unduly pessimistio terms. According to Malthus, population always tendi 
to outgrow the meaDS of SUbsistence, but the balance is estahlished by 
the superfluous population being cut off by wars, epidemica, etc •. (positive 
checks). It is open to mankind, said Malthus, to practise moral restraint 
(preventive checks) and thus to escape much useless miler)'. He was, 
however, not very hopeful about mankind in general being sufficiently en
lightened to adop' moral restraint. Hence the pessimistic tone of his 
writings. 

Tho Malthusian theory has now been supplemented,and improved in 
levera1 directions, e.g. (i) by the conception of optimum population, (ii) by 
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a recognition of the possibility" of human inventiveness coping with in
creasing numbers without the positive checks coming into action, and 
(iii) by recognizing the importan~ of public health mesaurea ad of econo· 
mic welfare as checks on the growth of population, and lastly (iv) by 
insistence on birth·control (nec-Malthusian) metbods. 

The following formula indicates the facton involved in increaee (aize) 
of population: 

[Birth-rate + Immigratiou] "minus [Death·rate + Emigratiou] = Net 
increase of population. 

De7l8ity 0/ populatioll (i.e. "number per sq. mile) dependa on natural 
conditiona and the manner in which men have learnt to UBe them. High 
density combined with high standard of living are characteristic. of western 
countries generally. Industry on the whole supports a higher denaity of 
population at; a given standard of comfort than agriculture. Mere density 
affords no sure indication of the position a8 regards economic well-being. 

"'By mobility oj labovr we" nnderstand the freedom of ita movement from 
(i) one locality to another (g~graphical mobility); Vi) one occupation to 
another (a) of a similar kind (horizontal mobility) or (b) of different kind, 
(vertical JIlobility); and (iii) one social grade to another (social mo~ility). 



CHAPTER VII 

PRODUCTION: CAPITAL 

§l. Deffnltion.-Capital has been defined as £ill wealth, 
other .than land, intended for further production of wealth. 
Even in the earliest stages of human .evolution capital inakes 
its appearance. The crudest hunting implement made out 
of flint or stone is a. form of capital. Time and energy have 
been spent by the savage in fashioning it instead ofheing 
spent in obtaining food. With an eye to the future, direct 
and immediate satisfaction has been sacrificed, with the 
result, however, that the savage is now equipped with an 
instrument which will enable him to kill his game and obtain 
his :food with much greater. ease and in greater abundance 
than before: In modern society the forms of capital are very 
much .m6re varied and complicated, but the principle in
volved is the same. Unless So community devotes a consider
aole proportion of its energy and resources to producing 
capital or 'production goods' instead of· devoting itself to the 
production of immediately consumable goods ('consumption 
goods'), it cannot reach more than So very primitive stage of 
material prosperity. 

§2. The part played by C&pltal.-Production of wealth 
with the aid of capital has been called 'the roundabout 
process' of production. Bohm-Bawerk illustrates the advan
tages of the roundabout proCess by the following example. 
A peasant requires drinking water. The spring is some dis
tance from his house. He may go to the spring each time 
he is thirsty and ·drink out of his hollowed hand. But this 
is very inconvenient. Besides, he cannot collect and store 
any great quantity of water, such as he requires for various 
other purposes. But if he constructs an axe, fells a tree, 
hollows out pieces of wood and lays them end to end and 
thus constructs a channel which will bring water- straight 
to his cottage, all his labour will have been more than 
repaid. 

A very uruch greater result is thus obtained by the round
about method, ~nd many highly useful commodities cannot 
be produced except by the employment of elaborate' round
about methods. Even such a simple article as a pair of 
spectacles requires' ground and· polished. glasS and a pgid 
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framework, and the processes of manufacture are highly 
complicated. 

§3. Capital and money.-Capital is often confounded 
with money because it is generally ad\'anced in the shape 
of money. If, however, the money is used for buying 
articles for immediate consumption by the borrower, it is not 
capital. It can be regarded as capital only if employed for 
purchasing machinery and other instruments of production. 

§4. The functions of capital.-In the modern economic 
organization, capital performs the following principal func
tions: 

(i) Provi_sion oj subsistence.-The wages that have to 
be paid (e.g. to labour engaged in a factory) ultimately come 
from the value of its product. But a period of waiting must 
expire before the finished commodities can be disposed of. 
In the meanwhile, capital in the form of wages is required 
to supply food,. shelter and clothes in order to enable the 
workers to maintain themselves. This advance payment to 
labour is one important fUDction of capital. 

(ii) Provision of appliances or auxiliaries of production.
Capital is further required to purchase plant and tools, factory 
buildings, workshops, etc. 

(iii) Provision of materials.-LastIy, capital is also 
required for buying the raw materials of industry and stores 
of all kinds from which to manufacture finished commodities. 

§5. Capital depends upon use and intention.-If money 
or gold or silver is simply hoarded or buried underground. 
value is no doubt stored, ~ut we cannot call it capital unless 
it actively participates in producing wealth. \Vealth 
becomes capital only when used for further production of 
wealth. For example, grain used as seed is capital. 13ut 
if it is consumed as food, it is not capital. Again. a thing 
used in an identical manner mayor may not be capital 
according to intention. Thus grain if it is consumed by the 
landowner, is not capital. If, however, he uses it to feed 
his labourers as part of their wages, it is capital. 

§6. Capital and land.-Materials and powers of nature 
limited in quantity but possessing utility for man-this is 
our definition of land, and in theory we can distinguish land 
from capital by further pointing out that man has no control 
over the supply of land, but that he has a control over the 
supply of capital. This is clear enough. Very often. how
ever, it is difficult to say whether a particular utility is 
'land' or not. Whenever human labour is mixed up with 
it, to however small an extent, we should no longer caU it 
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land. It is sometimes suggested that the raw materials used 
in industry (e.g. cotton in cloth weaving) should be regarded 
as land. But since human labour of various kinds has been 
used before the cotton reaches the factory in a suitable form 
it is more logical and scientific to call it capital. In any 
given productive process, it will be found that a comparative
Jysmall number of the things used, can strictly be called 
land. On a proper view of the matter most of them have 
to be called capital. 

§ 7. Three aspects of capital.-Capital has three charac
teristics: (i) revenue-yielding capacity, (ll) productiveness, 
!lnd (iii) prospectiveness. 

A shareholder in an industrial undertaking looks upon his 
investment as something that will bring him income. If 4e 
reflects upon the matter he will realize that the income he 
is expecting is due to the productivity of capital. But pro
ductiveness is an attribute which capital shares with other 
factors of production. On the other ha.nd, prospectiveness 
may be regarded as a. quality peculiarly belonging to capital. 
By 'prospectiveness' we mean postponement of immediate 
consumption for consumption in the future, the flacrifice of 
present to future utility which is involved in the creation of 
capital. 

§8. PrIncIpal classifications or dlyisions of capltal.
Various attempts have been made to classify the manifold 
forms of capital. The following are some of the classifications: 

(i) According to the .use mat!e (a) agricultural, (b) com
mercial, (c) industrial, a.nd (d) tinanciaP 

(a) Agricultural capital consists of things applied to land 
for its cultivation (e.g. agricultural implements and ml\Chi
nery, live-stock, manures, seed). 

(b) Commercial capital is employed to carryon 
commerce or exchange (e.g. the transport system, ships, 
docks, warehouses). 

(c) Industrial capital is applied to the processes of 
industry in the narrower sense of the term (e.g. plant or 
machinery, factory buildings, materials, stores, accessories). 

(d) Financial capital is a fund of money or its paper 
and credit representatives, which may be used to promote 
economic enterprises and be turned into concrete auxiliaries. 
of production. 

(ll') According to the nature 01 ownership.-(a) PrifJate 
or indifJidual capital is all the stock-in-trade in the exclusive 

I Seligman, op. cit., pp: 319·20. 
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or partial ownership of the individual. (b) National capital 
is the aggregate of the capital owned by the individual 
citizens and of .the collective capital owned by the community 
or by a Government (e.g. national railways and telegraphs). 

. (iii) According to the degree of durability: Fixed and 
circulating capital.-(a) Capital which can be ~ used only once 
and exhausts itself in one single use in the act of production 
is circulating capital (e.g. raw materials like coal, cotton. 
seed, manure). (b) Fixed capital is that which serves for 
several similar productive acts (e.g. a factory, machinery. the 
railway system). 

Fixed capital being more durable than circ1,llating capital, 
it follows that the return on circulating capital is immediate, 
while that on fixed capital is distant. The former must be 
replaced immediately; the latter at the end of a. certain 
period. Fixed capital is of great advantage in production, 
and its growth in modern times is the most important cause 
of the remarkable advance in material welfare which civilized 
countries have achieved. 

(iv) According to the scope for alternatifJe uses: Sunk 
capital and floating capital.---':(a) Sunk capital is specialized 
and cannot be easily adapted to an alternative use (e.g. a. 
tunnel or a pit shaft).. (b) Floating or fluid capital displays 
a greater degree of elasticity of use and can serve different 
purposes (e.g. money, coal, fuel). 

(v) Material capital comprises tangible and exchangeable 
objects. Personal capital consists of the skilled ability 
of a person (e.g. Ii.. 'singer's voice) enabling him to earn a. 
living: 1tis non-transferable arid is indeed a part of the 
personality of the man.· . 

(vi) Remuneratory and Auxiliary capital.-(a) Remune
ratory . capital may be regarded as wage capital being devoted 
to the advance of wages or salaries. (b) Auxiliary capital 
includes various kinds of. aids to labour in production such 
as plant and materials. The distribution of a given amount 
of capital in an enterprise between these two forms of capi
tal is governed partly by the principle of Equimarginal 
Returns or the Law cif Substitution, and partly by the nature 
of the enterprise (e.g. a solicitor's office and a cotton mill). 

(vii) Prodaction (or Trade) and Consumption Capital.
Production capital consists of aids to production, such as 
machmery and materials, while consumption capital consists 
of things like food and clothing, which are consumed by the 
workers for the direct satisfaction of their wants while they 
are engaged in production. 
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§9. CreatIon of capltal.-Papital is not an original 
factor of production. It is the joint product of labour and 
nature. The primitive flint axe 'Of the savage man as well 
as the tractor of the modern farmer are both the result of 
labour . applied to ,materia.ls supplied· by nature. The exist
ence and the use of capital implies an earlier surplus of pro
duction over consumption made possible by postponement of 
present enjoyment and the desire. to provide for the future. 
The flint axe was .made. during his leisure hours by the pre
historic man, who almost by instinct chose to spend time and 
energy in providing for the future by fashioning crude imple
ments, instead of wasting his time in idleness. The first step 
was the hardest, but with the growth of intelligence, fore
!light and with the increasing command of efficient tools, 
further acoumulation of capital was rendered easier, and as 
civilization progressed the stock of capital goods increased 
enormously, making consumption also much richer and more 
varied in the long run. 

In modern society few persons provide for their future 
needs directly in the form of the actual goods they are likely 
to want. What they usually do is to save a part of their 
income and keep it with banks or, less often, lend directly 
to those who can make use of it for productive purposes. 
True saving ia to be distinguished from hoarding which 
merely involves refraining from expenditure Without helping 
further production.! Now most saving is the result of fore
Sight, forbearance and avoidance of waste, but it does not 
necessarily involve abstinence or sacrifice on the part of the 
saver. The term 'waiting' is preferable to the term 'sa.ving'. 
The rich can hardlY be said to abstain in the sense of suffering 
privation. Indeed some of them cannot help saving, unless 
they. deliberately ·waste· their substance .. Effort and sacrifice 
are involved in the case of the savings accumulated by the 
middle cla.sses, and much more so in the case of the working 
and poor classes. However, whether capital is accumulated 
by the rich' or the poor, in both cases there is a postponem.ent 
of . enjoyment. Capital is thus· the result of ·waiting'. It 
is sometimes also described as being the result of abstinence. 
As explained above,' however, the word abstinence suggests 
privaticin Or suffering. and since tbjs suggestion is not justi
fiable in. aU cases, it is better to use the more neutral term 
'waiting'. . 

In our modern society based on a money e<X)nomy, savings 
- " . 

I See ro. iv, §10. 
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are conveniently held in the form of money and, in countries 
like 'England and the U.S.A. where the banking system is 
well developed, they ultimately find their way into the banks 
and are by them lent to the business community for making 
a.dvances to labourers at various stages of production and for 
purchasing plant, tools and all kinds of materials, or for the 
repairs and renewals of capital. It is obvious, however, that 
not all savings and investments result in the formation oC 
capital. Loans to spendthrifts or to Governments for un
productive purposes like war, result merely in increased and 
wasteful spending. They cannot be said to help in the 
making of 'capital'. But fortunately the bulk of the sav
ings in modern society are productively utilized. 

§lO. Factors influencing the growth of capital.-The 
following factors influence the growth of capital: 

(i) The extent of the margin between income and 
expenditure, which determines the capacity to save. The 
margin is high in the case of economically advanced 
countries like England and the U.S.A., but low in the case 
of economically backward and undeveloped countries like 
India, where the per capita income is very small. The 
extent of the margin for saving depends upon the natural 
resources of a country and the use made of them by its 
people. 

(ii) Of equal importance is the willingness to saf1e, 
which is essentially ~ psychological phenomenon. This 
depends largely upon the influence of custom, and habits 01 
sell-control and of vividly realizing the future. As Marshall 
points out, these qualities are of slow growth, depending 
much upon the progress of knowledge and intelligence among 
the people. The strength of family affection is often the 
chief motive for saving, though sometimes business ambition 
also stimulates' the saving habit. 

(iii) In order that the desire to save should obtain free 
play certain obvious conditions must be fulfilled: 

(a) In the first place, it is necessary that there should 
be ucurity ollile and proTJerly guaranteed by a strong, stable 
and just Government. With chronic disorder , or unjust or 
heavy taxation on capital, people would either spend extrava
gantly or would simply hoard their weaIth~ This is what 
happened in India during many centuries of misrule and dis
order and it encouraged the hoarding habit amon!! the people. 
Conditions today are vastly better in respect of security to 
life and property and to that extent the obstacle to save has 
been removed. 
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(b) It is also necessary that there should be adequate 
facilities for saving and for investment in the shape of 
Savings Banks and Investment Trusts, Joint-Stock Banks, 
Insurance Companies, Cooperative Societies and Provident 
Funds. One of the impediments in the way of saving in 
India is the lack of adequate investment facilities. 

(iv) Last but not least is the influence of the rate of 
jnt,.,est. In the absence of this inducement to save, the 
volume of .savings.is bound to shrink. There are always a 
few persons who are keen on securing a fixed income in 
future for themselves or their families and who, contrary 
to the normal rule, would save less with a higher rate of 
interest and more with a lower rate at interest. But 
ordinarily, as Marshall points out, a rise in the rate of inter
est tends to increase the supply of capital, and a fall to 
decrease its amount. 

V §11. Mobility of capltal.-By mobility of capital is 
. meant the freedom or readiness with which capital moves 

from one industry to another, or from one place to another, 
or from one country to another. Much of the fixed capital 
that is specialized or sunk in So particular industry cannot 
be shifted easily from that industry to some· other. While 
the prospect of higher remuneration in one particular trade 
than in other trades draws capital into it, it is not easy to 
withdraw the capital invested in any trade even if the 
returns are not adequate. A manufacturer, rather than 
throw his machinery and plant on the scrapheap at once, 
would go on producing even at a. low rate of profit. But 
new capital will not flow into such trades, nor will the old 
capital be repla.ced as it is rendered useless by wear and tear. 
Sometimes capital sunk in a. par~icular enterprise (e.g. a 
tunnel, a pit shaft or a canal) is not useful for any oth"er 
purpose and cannot be withdrawn for some other employ
ment. Some kinds of machinery a.nd factory buildings can 
however be put to alternative uses, and here capital has 
greater mobility (e.g. during the war many factories were 
converted into munition-producing establishments). Money 
is floating capital par excellence, and is free to flow into agri
culture or industry, a cotton mill or steel manufacture. 

Geographical mobility 01 capital.-In general, capital 
-can move more readily from place to plac~ and country to 
country than labour can, since it is impersonal, and has no 
special attachment· to any partiCUlar place. If it can earn a 
better return in one place than in another it will be moved 
from the second to the first. But even so, the movement is 
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not altogether free, especially as between one country and 
another. Although it is a fact that capital has become more 
cosmopolitan in our times, it still has to reckon with several 
impediments, such as lack of international or political secur
ity, liability to heavier taxation abroad, "the general preference 
for home investment, and State ·control over investment. 
Again, so far as short-term investments of a. floating character 
are concerned, capital moves more readily from one monetary 
centre like London to another like New ,);ork in response to\ 
changes in the rates of interest 'or discount. We shall see 
later on that the theory of international trade (comparative 
costs theory) is based upon the assumption of the relatively I 
greater immobility of labour and capital as between one coun-I 
try and anoth~r than withiIt one single country. 1 In India 
capital does not move sufficiently readily from one place ~ 
another within the country itself. It is also not mobile a~ 
between different employments of it: Investments in land 
houses and money-lending are favoured, and the jnclinatio 
to invest in industrial enterprise is relatively weak. Indian 
investments abroad are practically negligible. I.e~igenqusf: 
capital is not even able to meet all the country's requll'ements,1 
so that 3 considerable amount of foreign capital has come to' 
be invested in Indian industries. A gradual improvement is, 
however, going on. In fact certain optimistic obserVers lik~ 
Sir Basil Blackett have expressed their conviction tha.t th~ 
time when Indian capital will overflow the national bonn .. 
daries and seek investment abrol}d is not very distant. 

SUMMARY 

Capital includes all wealth,.other than land~intended for further pro
duction of wealth. Production with the aid of capital has been called the 
'roundab~ut process' of production. Wealth-production would be negligible 
and primitive without the help of capital. Capital should not be eonfounded 
with money. Money is capital only when turned into (i) instruments of 
production, (ii) wages, or (iii) raw materials-the supply of which constitutes 
the threefold function of capital. • 

The same thing may be capital or not according to use or intention. 
Sometimes it is difficult to 8ay whether a thing is to be Called land 

or capital. It is, therefore, useful to remember that when human labour 
has to any extent been mixed with natural resources (land), the result 
should be called capital. Capital has three eharlJCteri&tiu: (i) Revenue-' 
yielding capacity, (il) Productivenl'8s, and (iii) Pr08~iveDesa (reference &0 

the future). 

I See ch. xii, ~ n-2. 
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Capital can be clal8i/ied in different ways, e.g. (i) according to the 
use made; (ii) according to the nature of ownership; (iii) according to the 
degree 01 durability; (iv) according to the sco~ lor alternative ~s, etc. 

Capital i. the result of .uinr (i.e. waiting. or postpenement of con
Iqmption). 

The following /acton tn/luenc, it. g,owth: (i) margin between income 
and es:penditure; (ii) habit of saving . and family .lIection; (iii) security of 
lill! and property i (iv) bankieg and investment facilities; and (v) rat!! of 
interest.· . 

Mobilitll oj oapital .pik. mobility of labOur) is its freedo~ of movement 
Ironi (i) one trade oi lDdustry t~ another and (ii) one locality to another. 
In both these respeds capital i. comparatively immobile in India. 
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PRODUCTION: ORGANIZATION OF INDUSTRY 

§l. The entrepreneUl' and hiS functions.-We have 
already mentioned organization or business management as 
the fourth factor of production. Although organization, or 
the task of directing an enterprise, is only _a._ kind of labour, 
it is such an important and peculiaiKind of labour that it 
must be treated separately. Even under simpler forms of 
economic activity {such as small-scale farming of his own land 
by the peasant proprietor, or weaving by an autonomous 
artisan) some management, judgement and ability are neces
sary for success. The need for such business ability and 
direction is particularly urgent when the various factors of 
production are owned by different persons and come from 
different places. . 

Even today we fin·d a few cases of self-sufficient families 
and small autonomous artisans and farmers supplying all the 
factors of production themselves, managing their own busi
uess and undertaking all risks in connexion with it. But 
generally in the modern business world, the task of organiza
tion, or directing production 80 as to secure the greatest 
possible return, i:s so complicated that the services of a 
specialized class of people-called by various names such as 
entrepreneurs, undertakers, or organizers-have come to be 
essential. The entrepreneurs· adventure or undertake the 
risks of the business. They bring together capital and labour. 
~anKe gr engineer the -general plan of the business, and 
s.!!perintc;lnd jts J!l!J:lOl"_dE)tails...... Looking at business from one 
point of view we may regard them as a highly skilled indus
trial grade; from another, as middlemen intervening between 
the manual worker and the consumer. I 

The functions performed by the entrepreneur fall into two 
classes: 

(i) Internally (a) he undertakes the projecting, engineer
ing and planning of an industrial enterprise. This includes 
the choice of a suitable site having regard to the advan
tages of localization of industry /' the raising of capital 
on reasonable terms, the decision as to the nature of the 

I Marshall. Elemenu of Economic, of IndUltr!l. pp. 162-3. 
• See §16. 
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commodity to be produced and the erection of factory build
ings or workshops, etc. (b) He employs on the most 
profitable terms the various factors of production, choosing 
such quantities of them as are likely to be most effective (on 
the principle of substitution). (c) He introduces a. suitable 
plan of division of labour and adopts scientific management 
in order to ensure fuU utilization of men and machines and 
to eliminate waste. 

(ii) Externally the entrepreneur has to purchase all 
kinds of materials and supplies. He has to run the risk of 
market fluctuations. He must closely study them and regu
late his policy in the light of his study. He must watch 
any changes in the tastes and fashions of consumers and 
arrange for the sale of his product on the most advantageous 
terms possible. 

§2. Essential qualftfes.-In order to discharge all these 
functions properly, the entrepreneur must possess foresight, 
judgement, business shrewdness, ability to select the proper 
men 'and to inspire confidence among his deputies. He has 
been aptly called the 'captain of industry', and like a general 
in command of an army he must keep one eye on internal 
discipline and efficiency, and another on external strategy. 
In these days, the fortunes of different businesses are so 
closely bound up with one another that the ruin of one often 
reacts disastrously on a large number of others, causing wide
spread unemployment, distress and 'dislocation. In these 
circumstances, the unfailing supply of the right type of busi
ness ability is a matter of the highest importance to society. 
Considerable risk is inseparable from modern business enter
prises because production takes place long in anticipation of 
demand. And one's most careful calculations may.be upset 
because of' a sudden change in demand; or a new invention 
may render obsolete the old plant which may ha.ve been 
laid down at great expense; or again the machinery may 
break down, or the ~ssentiaJ supplies of raw materials be 
cut off by war, or the credit machinery may be· disorganized. 
Under such conditions men of pluck and insight are required 
as entrepreneurs. 

I §3. Forms of business organlzatlon.-The following are 
~he possible different forms of business enterprises or business 
manaO"ement : 

.. t1 Sole Trader or Producer, (ii) Partnership, (iii) Cor~ 
poration or Joint-Stock Company, (iv) Trust, (v) Government 

. undertaking, (vi) Cooperative production, and (vii) Profit~ 
sharing. . 

8 
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We 'shall describe these briefly .. 
§4. Sole trader or. producer.-Business enterprise 

originally began as the enterprise of individuals, and although 
this is now steadily giving way to associated enterprises as 
in joint-stock companies, even today some businesses are 
conducted as personaJ businesses by sole producers. The 
producers may contribute their own land, labour or capital, or 
borrow some of the capital and employ a certain amount of 
hired .labour, but they take the whole risk themselves and 
of course take all the profits. Instances of this are the 
peasant proprietor or ryot (in agriculture), and independent 
artisans like weavers, tailors and shop-keepers (in industry). 
Greater personal interest in the business, and better attention 
to the needs of the consumers are the principal advantages 
of this type of business over others. Its scope, however, is 
necessarily limited. It is most successful where the marke~ 
is local, the demand regular and competition not excessive. 1 

§5. Partnership or Firm.-This is an association of a 
limited number of persons who carry on business jointly for 
profit. It is the oldest and the simplest plan for renovating 
the energies of a business by taking into partnership some 
of its ablest employees and thus joining interest with respon
sibility. Two or more persons may combine their resources 
for carrying out a large and difficult enterprise, so as to 
increase the efficiency of the unit. Sometimes there is a 
division of labour between the 'active partners', who actually 
direct the business, and 'sleeping partners' who only supply 
capital. Or some of the partners may attend to the internal 
and others to the external affairs of the firm. Such partner
ships are found among traders, solicitors an'd small manu
facturers. The partnership is a virile and elastic form or 
business, and has played a very important part in business 
organization in the past. In India, many businesses are still 
carried on as partnerships, the partners often being members 
of the same family. The partnership as a form of organiza
tion, however, suffers from the following drawbacks: 

(i) The personal trust is limited to a few. (ii) The 
supply of capital and ability available under a partnership is 
often inadequate. (iii) The unlimited liability of every 
partner for all debts of the firm hampers enterprise. (ivl 
There is absence of continuity, caused by the death, bank
ruptcy or retirement of partners. (v) Disharmony among 
partners is a. frequent cause of trouble. 

1 S. E. Thomas, Commerce. iu TheMlI and Practice. p. 50. 
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§6. Joint-stock company.-This is the typical form of 
business enterprise today and is tending to push out the 
other forms" thanks to the rapid expansion of large-scale 
undertakings of all sorts, in manufacture, mining, transport, 
banking, trading and even in farming of the type ushered in 
by the Industrial Revolution. Its progress was facilitated in 
England by the recognition of the principle of limited liability 
about the middle of the nineteenth century. The joint-stock 
company is an association of shareholders who subscribe to 
its capital, which is divided up into fractions, usually oCsmall 
va.lue, called shares. The shares which are transferable carry 
with them limited liability-usually limited to the face value 
of the share-the right to a dividend or a share in the profits 
w ben sanctioned by the directors, and a voice in the manage
ment in proportion to the shares held. Besides such ordinary 
shares, the corporation !Uay issue (i) preference shares, carry
ing a certain fixed dividend from profits, if any, to be paid 
before any dividend is paid on the ordinary shares, and (ii) 
founders' 01 deferred shares, entitled to receive a certain 
proportion, usually a. large one, of the profits, only however 
when these reach a certain minimum and also only after 
payment of a. fixed rate of interest on debentures or bonds and 
the dividend on ordinary and preference shares. The bonds 
ure pledged against the properties of the company and bear a 
fixed rate of interest. The bondholders are thus the creditors 
of the company and their claims constitute the first charge 
on the profits and assets of the company. In this connexion, 
the terms 'Nominal or Authorized .Capital', 'Subscribed Capi
tal' and 'Paid-up Capital' may be explained. The authorized 
capital of a joint-stock company is the total' nominal value 
of the shares authorized by the Memorandum of Association 
(which is a. statement of the company's powers and objects). 
The subscribed or issued capital is the nominal value of shares 
actually issued to or subscribed by shareholders. The 
paid-tip capital is the total amount called up from the share
holders and paid into the coffers of the company. The 
shareholders in a. joint-stock company are mostly sleepin~ 
partners, the active management being entrusted to a Board 
of Directors elected n.t annual meetings of shareholders, and 
to salaried managers. The joint-stock company or corpora
tion is a fictitious person in the eye of the law, but unlike 
an individual person it enjoys the advantage of unbroken 
existence and may live for an indefinite length of time. It 
is entitled' to certain privileges, for instance, it can own 
property and enter into contracts. It can also sue and be sued. 
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The advantages 0/ joint-stock enterprises.-(i) The prin
cipal advantage is that la!"ge-scale operations or enterprisetl, 
which formerly ~ould be undertaken only by the State, are 
now possible to individuals who can combine their resources 
to build, say, a railway, or start a cotton mill or iron work!!. 
The joint-stock company is thus enabled to commana all the 
advantages of large-scale production, such as the employment 
of highly-paid experts, the introduction of up-to-date machi
nery, and specialization. (ii) The division of a large total 
capital into a numl;>er of small shares carrying limited liabi
lity, facilitates the utilization for investment of small savings. 
(iii) The facility of transferring one's shares by sale spreads 
the risks widely and allows control to pass into the hands of 
the most competent and those who have faith in the enter
prise. (iv) The corporation enjoys stability owing to its 
continuous existence, and can plan far ahead and for distant 
returns. (v) A well-conducted and resourceful corporation 
can offer stable employment and unusually satisfactory con
ditions of work to the employees. (vi) The management is 
efficient, being centralized in the hands of a small Board 
of Directors, who are generally persons well versed in the 
intricacies of modern business. 

The disadvantages 0/ joint-stock enterprises.-Neverthe
less the corporate form of industry is liable to be greatly 
abused and is exposed to serious dangers. 0) In the first 
place, the corporation is an inferior kind of association as 
compared to the partnership, since it is an impersonal asso
ciation of a large and scattered· body of shareholders unknown 
to each other. Adverse critics have said that it is merely an 
association of 'money bags' and that it leads to the evils of 
absentee capitalism, exploitation of workers and other abuses. 
The masters of the business (i.e. the shareholders) are too 
numerous and cannot possibly take an active hand in the 
business because most of them have some other occupation of 
their own on which they depend for their livelihood. (ii) The 
transferability of shares opens out dangerous possibilities of 
ill-advised speculation or gambling in shares on the Stock 
Exchange either by ignorant laymen or unscrupulous specu
lators. (iii) The promoters, ·directors and managers cannot 
be effectively controlled by shareholders, and being in posses
sion of inside knowledge often play the game with 'loaded 
dice', 'defrauding innocent investors. (iv) Other dangers are 
over-capitalization, rise of monopolistic combinations, and 
political corruption-especiaUy in a democracy. 

On the whole, however, the advantages of the joint-stock 
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\ form of organization outweigh the disadvantages. We can
not, therefore, dispense with it under present conditions. 
Greater publicity, proper auditing of accounts, suitable 
measures tor increasing the responsibility of promoters and 
directors would minimize its disadvAntages. 

§ 7. Truatl.-A turther stage in the corporate form of 
industry is reached when a number of joint-stock companies 
unite together to form combinations known as 'Trusts' in 
America and 'Ii:artells' in Germany. We shall deal with the 
whole Trust problem later in the chapter.1 

§8. Government undertaklngs.-Under the influence of 
socialistic ideas regarding the functions of the State, the 
active participation of the State in the management of indus
try has been steadily increasing. Thus we have State rail
ways, State forests, State roads and State canals in India. In 
western countries, what is known as Municipal Trading or 
Municipal Socialism, is steadily on the increase. Municipal 
corporations own and manage theatres, water-works, street 
tramways, electric supply, etc. How to ensure adequate con
trol on the part of the taxpayer, how to secure a proper 
choice of officers, how to avoid serious inroads on the free 
initiative of the individual, which is the mainspring of pro
I!ress-these are some of the problems to be tackled in this 
connexion.- In Russia, all enterprises, including farming, 
are now collective enterprises managed by the State. 

§9. Cooperative organizatlons.-In order to overcome 
the drawbacks of the capitalistic types of business organiza
tion (!lllch as waste, exploitation of workers, absence of any 
voice in the management to workers, and denial of any share 
in the pl"Ofits to them) on the one hand and ot State enter
pri!le!l on the other. some social reformers have pl"Oposed the 
udoption of the cooperative type of orga.nization. It is 
claimed that cooperation avoids the drawbacks of both capi
talism (e.g. excessive individualism and self-interest) and of 
socialism (e.g. too great a suppression of the individual, and 
excessive interference on the part of the State). It keeps 
alive the stimulus of sell-interest, but reconciles it to the 
common interest. We shall discuss the various types of 
cooperati"e activities in India in Part II. Under cooperation, 
competition between worker and worker is eliminated, the 
workers being tbe shareholders, undertaking the risks of the 
business and sharing the profits. They possess the power of 
"oting at the General Meetings and take their part in 

• §§81-S. • See eh. xvii, §§27-9. 
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laying down broad lines of policy and choosing officers to 
carry it out. They are thus the employers and masters of 
their own managers and foremen, and render unnecessary 
some of the minor work of superintendence that is required 
in joint-stock capitalistic ·establishments. 'Each for all, a.nd 
all for each', is their motto. Each member is expected to 
give to the society the best that lies in him. While the 
principle of cooperation has been successfully applied to con
~umers' stores and credit societies, it has not so far made 
much progress in the production of wealth on a large scale, 
which is today mostly organized on capitalistic lines. The 
cooperative association for production labours under several 
handicaps. There is a dearth of business ability among the 
workers themselves. The employers are not a.lways the best 
possible masters of their own foremen and managers; the 
majority of members being manual workers are unwilling to 
pay large salaries to those who work with their brains; nor 
are they always able to find all the capital that is essential 
-for large-scale industry. 

§10. Profit-sbaring.-This is a modification of the 
pitalistic type of enterprise and is intended to enlist greater 

\villingness, zeal and efficiency on the part of workers, to 
avoid friction, and to attract workers of more than average 
ability and industry. Under a profit-sharing scheme, a 
private capitalistic firm or company, while retaining in its 
own hands full control of the business, agrees to pay its 
workmen, in addition to their wages, a share in the net profits 
as well, when these reach a certain minimum. But unfortu
nately il1 their actual operation, profit-sharing schemes have 
failed of their purpose and do not seem to evoke much en
thusiasm either on the part of the capitalist employers or or 
the workers. The employers on the whole dislike the idea 
of sharing profits with their workers, while the workers are 
inclined to look upon the share allotted to them as a sop 
thrown to them, while they are still denied any real voice 
in the management. 

This review of the principal foris of business organization 
reveals the great variety of types that have been evolved to 
suit conditions' of different times and different trades. It is. 
of course, wrong to infer that anyone type has been wholly 
replaced by any other. As a matter of fact, today all these 
types are simultaneously in operation. Though the joint
stock type is the leading form of organization, the sole pro
ducer or trader still thrives not only in the less advanced 
countries like India and China, but even in the more advanced 
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countries of the west. He continues to hold his own in such 
businesses as tailoring, retail shop-keeping, farming, print
ing, plumbing, etc. State undertakings and cooperative 
enterprises are also widening their sphere of activity. ' 

§11. Forms of division of labour.-(i) Di'Dision of 
employments.-In a. rudimentary stage of economic develop
ment the wants of men are few and simple, and each man 
is sufficient unto himself and satisfies practically all his needs 
by his own personal labour. But very soon specialized occu
pations begin to appear. Each ma.n, instead of being his 
own . blacksmith, carpe~ter, barber, tailor, doctor and so on, 
devotes himself entirely to one or other of the different occu
pa.tions. He offers his own services in exchange for the 
services of others pursuing the other occupations, and this 
is 0. far more satisfactory arra.ngement than everybody doing 
everything for himself. 

(ii) Di'Dision of processes within an employment.-A 
further stage is for each employment to be split up into a 
number of processes. In his famous description of the 
industry of pin-making, Adam. Smith describes how 'one 
man draws out the wire, another straightens it, a third cuts 
it, 0. fourth points it, a. fifth grinds it at the top for receiving 
the head'. He notes how 'the important business of making 
a pin is in this manner divided into about eighteen distinct 
operations, which in some manufactures are all performed 
by distinct hands'. The result of such specialization (which 
has advanced very much further than in Adam Smith's days) 
is that the same number of workmen can, in a. given time, 
turn out a v,astly increased quantity of the product. 

§12. Jldvantage~ of division of laboUl.-We -may thus 
note that the greatest a.dvantage from division of labour is 
greater plenty and cheapness of the goods produced: 

en Labour becomes more etIeetive, because (a) the 
time of the workman is not lost in passing from one process 
to another: also because (b) work can be assigned according 
to ability, the more skilful workmen doing the more difficult· 
parts of the work, and the less skilful doing the less difficult. 
Superior ability is not wasted by being partly employed on 
work of an inferior character (incidentally the inferior men 
need not be refused employment, for they can be asked to 
attend to the easier processes): (d the loss 'due to mis
handling of expensive machinery is minimized by choosing 
the more ca.reful and competent workmen for operating such 
mQchinery: (d) such skill. as each workman possesses is 
further enhanced because of his concentration on one type of 
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work instead of diffused attention given to a number of 
perhaps widely different processes. 

(ii) Apart from the improvement in the efficiency of 
the workmen, industry gains in efficiency in other ways. 
(a) Costs are reduced because 8 smaller equipment of tools 
and implements is required. It is not necessary to provide 
each workman with a complete set of tools but only those 
appropriate to his particular specialized task. Similarly there 
is economy as regards space, light, etc. ,(b) But far more 
important is the consideration that division of labour pro
motes invention. There may be per.sons whose special 
business it is to watch the various operations in an industry 
and suggest improvements. Their ranks are increased by 
the addition of the workmen themselves engaged on these 
operations. Continuously going through the same set of 
movements required for some simplified task, they have much 
greater opportunities for detailed observation and thinking of 
some better way of doing the work. Employers often offer 
special bonuses for useful suggestions made by their work
meri. (c) Invention is aJso promoted in another sense. When 
a complicated operation is divided and subdivided, each of 
these subdivisions tends to become automatic and mechanical, 
and this is exactly the sort of thing a machine can do just 
as well and indeed better than any human being. (d) From 
the standpoint of the workmen themselves it may be noted 
that since division of work increases their efficiency, their 
wages are likely to rise. They are further likely to benefit 
as consumers owing to the general cheapening of goods. 
Again, because the subdivided processes are simpler, no pro
longed period. of training or apprenticeship is necessary for 
the ordinary workman. 

§13. Disadvantages of division of labour.-Those who 
talk of the disadvantag~ of division of labour have in mind 
not the differentiation of occupations (for this they would 
agree is a mark or necessary condition of progress) , but the 

·splittirig up of each industry or occupation and the special
ization of workers in these little uninteresting segments. 
They are also thinking of the evils of machinery and large
scale production, because these are generally associated with 
division of labour in modern industry, and it may be worth 
while pointing out that some of the faults, commonly laid 
at the door of division of labour, belong to these other 
logically separate characteristics of modern business. ' 

Objections to division of labour all aim at showing that 
it worsens the position of the labourers. 
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It is commonly urged that (i) it reduces, the worker to an 
automaton." A. a writer asks: 'What can be expected of 
the mind of a. man whose activities are constantly devoted 
to making the eighteenth part of a pin?' A man who make!; 
a whole shoe himself may find same interest in his work, 
and in his humble way experience the joy of artiitic creation. 
But how ca.n he be ma.de to feel any interest or pleasure, if 
for hours together every day he has to do nothing except, 
say, punch holes, in. leather by means of a machine? He is 
not required to use his brain', which therefore gets numbed. 
Very often he does not understand the meaning of his work 
and how it fits into lit well-thought-out scheme for combining 
the result of hi' labour with that of a number of other 
'specialists' like him and thus giving the world a good 
serviceable article. Even if he is sufficiently educated to be 
able to see the relation to the whole of the particular part of 
the work he is entrusted with, this does not get over the 
fact that his own task is dull and monotonous. To say that 
a highly specialized expert may be inore finely developed as 
0. ma,n than a jack-of-all-trades is beside the mark, The 
point is that under present conditions a 'large number of 
workmen are condemned to do work which is monotonous in 
character, and some of it is so mechanical that the doing of 
it does not in any way help the development of the specifically 
human qualities of the worker. 

The monotony is no doubt generally exaggerated, and 
probably there is also a tendency to exaggerate the interest
ing character of the work of the average craftsman of the 
old type. 

We must 'also not forget that a good 'deal of the work 
under modern conditions involv.es the exercise of intelligence 
and judgement. For example, it is (enerally accepted that 
the scarcity, of skilled labour is one of the reasons of the 
present backwardness of India in industrial 'development. 

-Lastly, we must remember tHat when a piece of work 
becomes. purely mechanical, generally the result is that a 
machine is invented to'do it, and human: labour is released 
for more intelligent work. -

However, after all these allowances are made, tt remains 
broadly true that, owing to diflision o/labour, work become, 
on ,the whole more monotonous and uninteresting. The 
worker has also So greater feeling of being driven. For 
example, the man who is doing the upper part of So shoe 
must do it at So rate which bears some reasonable relation 
to the rate of the man doing the lower part. Also, when 
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the workman has to deal with a machine, he has to keep up 
the pace set by the machine, which does not get tired like 
a human being. 

(ii) Another evil commonly stated as following from 
division of labour is that the workman, being overspecialized, 
is not able .to take up any other work if there happens to 
be depression or unemployment in his own trade. Immo
bility of labour is increased, and so the problem of dealing 
with unemployment becomes more difficllit. 

This, however, runs counter to what we have said above 
about a prolonged period of apprenticeship and training being 
no longer necessary under the present system of division of 
labour. If a man finds there is no work for him in one 
industry, he should find it comparatively easier nowadays 
to fit himself for employment i.n some other industry, because 
division of labour which prevails in all the industries mea.ns 
simplification of the work to be performed by each workman. 
Even if it is dissimilar· from industry to industry it can be 
easily learnt; and often it is similar, especially when the use 
of machinery is common in all industries. The industries 
may be distinct, but the machines which the. workers have to 
operate are often very similar. Operatives in a. watch 
factory, for example, would find themselves at home among 
machinery used in the lighter metal trades. It would be 
much more difficult for the watch-maker of the .old type to 
convert himself into the weaver handicraftsman.' 

On the whole, therefore, we must conclude that immobi
lity of labour is not greater under the modern system. Very 
probably it is less than ullder the old system. 

(iii) It is further argued that under division of labour, 
the worker loses his sense ot responsibility. So far as this 
is true, however, it is not the effect of division of labour 
but of the fact that the worker has no propri~tary interest 
in the business. If on the other hand, it is suggested that 
tile labourer can shirk work without bein~ noticed, this 
again is not true, the complaint on the contrary bf.!ing that 
the worker feels he is driven too fast under the present 
system. . 

(iv) The. social, moral and physical evils of the factory 
system and the overcrowding in industrial centres are often 
mentioned as being among the di~advantages of division of 
labour. Strictly speaking, however, the two things are 
separate. For instance, a task may be subdivided and each 
subdivision entrusted to a worker working in his own 
cottage. 



PRODUCTION: ORGANIZATION OF INDUSTRY 123 

(v) Similarly, the eyils of machinery such as they are, 
should not 'be attributed to division of labour as such. The 
two have no doubt gone together, but, as Marshall points out, 
'the connexion is not so close as generally supposed. It is the 
largeness of markets, the increased demand for great num
bers of things of the same kind, and in some cases of things 
made with great accuracy, that leads to subdivision of labour; 
the chief effect of the improvement of ma.chinery is to 
cheapen and make more accurate the work which would any
how have been subdivided'. 

(vi) Lastly, the disappearance of the personal bond 
between the employer and the workers is commonly regarded 
I\,s another unfortunate result of division of labour. The chain 
of causation may be stated as follows : 

Division of labour -4- many tasks ~ many 
workers ~ impossibility of maintaining a personal relation 
with each of them. 

Or again: 
Division of labour ~ lq,rge-scale production ~ 

large capital -+ joint-st~k organization, i.e. a corporate 
employer. instead of an individual employer, :. impossibility 
of a personal bond. 

§I4. .Llmltatlons of division of labour.-Division of 
labour results in a great expansion of production. It is use
less if there is no correspondingly wide and continuous 
demand to take off the increased supply of goods. Divi
sion of labour, therefore, is limited by the extent of the 
market. . .-

Again, specialization or division of labour cannot proceed 
very far in a community wholijl wants are few and relatively 
simple. 

Division. of labour is also limited by the nature of the 
employment, as pointed out by Mill. 'Agriculture, for 
example, is not susceptible of so-great a division of occupa
tions ns many branches- of manufactures, because its 
different occupations cannot possibly be simultaneous.. One 
mttn cannot be always plouQ'hing, another sowing, and 
another reaping. A person who practised only one agricul. 
tural operntion would be idle eleven months in the year..' 

U5. Machinery: its advantaJ!esand disadvantages.
\Ve may now treat the issues raised by machinery at greater 
lenQ'th~ . Since the Industrial Revolution in England in the 
latter half of the eighteenth century, more and more we 

• have been living in an age of material invention and 
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progress. Industry, transport and even agriculture are Cast 
getting mechanized, transforming the social and economic 
order of society. 

Advantages of machincry.-(i) The greatest and the mOISt 
obvious advantage of machinery is that it enormously in
creases the productivity of human labour. If instead of 
merely scratching the soil we use a plough, the yield will be 
very much greater. The plough isa simple device, whereas 
much of the machinery employed in modern industry is fur 
more complicated. But the underlying idea of both is the 
same, namely, increase in productivity. With the expendi
ture of the same amount of human labour, much more wealth 
is produced, and therefore machinery may be said to add to 
human welfare. 

(ii) Machinery increases the demand for general intelli
gence, although it displaces purely manual skill or dexterity 
of the old type. 

(iii) It largely removes the barriers between different 
trades and promotes the mobility of labour. For example, 
a worker in a watch-making factory can without much diffi
culty secure a job in the lighter metal trades since the general 
nature of the machinery is similar in the two trades. 

(iv) It relieves the strain on human muscles by perform
ing very heavy tasks. 

(v) It lessens human drudgery by taking over monoto
nous tasks, such as copying, or folding of papers. 

(vi) It makes possible the employment of workers of 
average strength and ability on work which formerly required 
exceptional skill or strengt}:l. 

(vii) It performs work much more regularly, quickly and 
accurately than would be otherwise possible. 

(viii) It excels both in the performance of exceedingly 
heavy tasks and exceptionally delicate ones. . 

(ix) It promotes standardization of goods and the pro
duction of identically iflterchangeable parts and thus 
facilitates the use of machine-made machines (e.g. tractors, 
pumps, or a motor-car engine). 

Disadvantages of machinery.-On the other hand, critics 
like Ruskin look upon machinery as the greatest curse of 
the modern age. There are still people of this mode of 
thinking, who would like the world to revert to the domestic 
system of industry. 

(i) It is argued that machinery is detrimental to the 
working classes, since it displaces human labour and throws 
large numbers or them out of. their jobs. There is no doubt 
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that this is the first or initial result of machinery, as witnestl 
the supplanting of the hand-loom by the power-loom, the 
bullock-cart by the bus, and the plough by the tractor. In 
the end, however, machinery creates more employment and 
absorbs the displaced labour. It reduces costs and makes 
things cheaper, and thus stimulates demand. The cheapness 
also increases the savings which people can make, and thus 
the supply of capital is enlarged. All these things mean more 
business activity and more demand for labour. The hardships 
of the period of transition, when labourers suddenly find 
themselves without employment are, however, very real, and 
every effort must be made to minimize them. A similar 
objection is raised today against rationalization of industry, 
nnd explains the hostile attitude of the average worker 
towards it. The more enlightened labour leaders, how
ever, are not opposed to machinery as such but to its 
private ownership and to the freedom enjoyed by the capi
talist to use it in a way detrimental to the working 
classes. 

(it) Machinery, it is argued, makes labour monotonous. 
As against this contention it may be pointed out that 
monotony nnd drudgery were not altogether absent from the 
old ways of working without complicated machinery. On 
the other hand. machinery makes possible shorter hours of 
w~rk, and workers have opportunities of utilizing their leisure 
pleasantly and profitably. This must be regarded as a sub
stantial compensation for the monotony and drudgery of the 
working hours. 

(iii) Machinery has adversely affected the skilled crafts
men, who under its regime have degenerated into semi-skilled 
machine operators. 

(iv) It is also said that hand-products are superior to 
machine-made goods. This obiection is, however, valid only 
in those cases where individual tastes have to be satisfied or 
artistic production is concerned. Besides, much handwork is 
ugly, e.g. In'dian toys; while machine-made products may 
be beautiful if the design is artistic. 

(v) Finally, it is argued that machinery is responsible 
for the evils of modern industrialism and the capitalistic 
system, sllch as the exploitation of female and child labour, 
loss of the economic and social independence of the worker 
and narrow specialization. 

As said above, however, many of these abuses are capable 
of being either prevented or remedied by appropriate social 
legislation. We cannot do without machinery if we want to 
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maintain our standard of living and the general advance of 
civilization. 1 

l( §16. Localization of industries, or territorial dlyision of 
labour.-Like individuals, particular localities are found to 
specialize in certain industries. This development may be 
influenced by (i) permanent and natural factors, such as 
availability of raw materials and cheap labour. transport faci
lities, nearness to markets, a suitable climate (e.g. a moist 
climate is advantageous for cotton spinning), availability of 
capital and credit facilities; and (ii) accidental factors. A 
pioneer who starts a new industry happens to choose a. parti
cular locality, when he might just as well have chosen some 
other .. And when he succeeds, other people establish similar 
industries in the same place. 

vVhen, for whatever reasons, an industry becomes 
localized in a particular place it tends to s~ick there, partly 
because it develops certain special advantages denied to other 
localities, and partly by sheer force of inertia. 

The advantages of localization are known by the name of 
'external economies'2 and they may be summarized as 
follows: 

(i) Where a. large number of establishments of the 
same type are concentrated, a number of subsidiary industries 
spring up for supplying tools and accessories to the main 
industry, doing the necessary repairs, or preparing the raw 
materials for it. 

(ii) Specialized means of transport and communication 
may develop so that the industry can market its products and 
secure its raw materials easily and cheaply. 

(iii) Similarly, institutions like Banks and Stock Ex
changes may come to be established, as in Bombay and 
Calcutta, and be of great use in the provision of capital to 
the industry and the marketing of securities based upon it. 

(iv) Skilled workers such as may be required for the 
industry naturally congregate where there is likely to be 
constant demand for their skill. The industry benefits 
because it can choose the best men. 

(v) Just as it is a good thing for the progress of learning 
that there should be a number of colleges at the same place, 
so it is a good thing' for the progress of an industry that 
there should be a number of similar esta.blishments in the 

1 See Part II,ch. iii, §15, for the controversy in India centring round 
the charka. 

• See §18. 



PRODUCTION: ORGANIZATION OF INDUSTRY 127 

\ same locality, so that it is easy for them to compare notes 
and learn from each other. Under these conditions improve
ments are rapid, and much of the knowledge concerning the 
industry is imbibed unconsciously and automatically. Such 
conditions are also favourable to the establishment of 
technical journals and of technical institutions and the pro
motion of research. 

Disadvantages of localization of industry.-The main 
disadvantage of localization is that the economic prosperity 
of the locality comes to be bound up too closely with the 
fortunes of the one main industry. If anything should go 
wl'ong with the principal industry, the whole district may be 
faced with starvation as there is no other work to fall back 
on. Thus, the prosperity of the city of Bombay depends 
largely on the prosperity of its cotton mill industry, and 
since this, in recent years, has not been doing well, the posi
tion of the city seems to be steadily deteriorating. A possible 
remedy lies in the establishment of supplementary industries. 

§17. Decentralization of lndustry.-Side by side with 
localization of industry we find that there are certain forces 
in the modern economic organization which are making for 
the dispersion rather than concentration of industry, witness 
the shifting of the cotton mill industry in India. It was 
formerly confined to the town and island of Bombay, but 
has now been established at several up-country centres like 
Ahmedabad, Sholapur, Hubli, and also at Nagpur, Madras 
and Cawnpore. 

The causes are obvious. (i) The heavy rents in crowded 
cities like Bombay, higher wages of labour, higher municipal 
and central taxation and high costs in general counteract 
the advantages of localization and force the industry to dis
perse. (ii) The vicinity of raw-material-growing areas and 
of the marli:ets also favours decentralization of industry. The 
tend611cy has become all the more pronounced owing to 
modern improvements in transport, especially of motor 
transport. (iii) The practicability of conveying cheap electri
cal power over long distances has made it unnecessary for 
industry to be always localized near coal-mining areas. It 
is now often feasible to establish it in the open country in 
healthy surroundings. 

It is also clear, however, that decentralized or scattered 
industrial concerns cannot readily command the facilities 
that are available to localized industrial establishments, in 
the matter of skilled labour, credit facilities, etc. So it is 
all a. question of balancing the various gains an·a losses. 
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Sometimes it may pay to start an enterprise where the 
industry is already well established. At other times, it may 
on the whole pay to choose some other locality. 

§ 18. E;xternal and internal economies.-The consider
ation of the advantages of localization of industry leads us 
to that of the distinction between the external and internal 
economies of a business and of large-scale production. 
Marshall divides the economies arising from an increase in 
the scale of production of any ki~d of goods into two classes: 
(i) the external economies, and (ii) the internal economies. 

(i) External economies are dependent upon the general 
development of an industry either in a particular locality or 
a country or the whole world. These are best secured by the 
concentration of many small businesses of a similar character 
in particular localities. The economies 3xising (rom the 
localization of industry come under the heading of external 
economies. They are so called because they are dependent 
on external conditions and independent of any individual 
business or establishment and of its resources. 

(ii) Internal economies are those that are dependent on 
the resources, the technica.l organization and the efficiency of 
management of individual firms. They arise within the 
establishment concerned and are therefore called 'internal'. 

§19. The tendency towards large-scale productlon.
Internal economies depend largely upon the adoption of a 
sufficiently large scale of production. Before the Industrial 
Revolution, under the domestic system of industry, the small 
concern was the type; the large business unit was the ex
ception. But things have changed since then. More and 
more capital and labour tend nowadays to be massed in indi
vidual business units, leading to an increase in their size or 
scale of opera.tions. While the average number of persons 
employed, the output and the capital have been steadily ex
panding, the total number of individual establishments either 
remains stationary or at times even decreases. The size 
of an establishment is influenced by several factors, such 
as the nature of the industry, the nature of the markets, the 
available business ability and capital. Some businesses, such 
as those connected with the manufacturing and transport 
industries, have to be organized on a large scale to secure 
the best possible results. Thus, a cotton mill or a railway 
can be run with advantage only on a large scale. The cost 
of machinery and plant and equipment here are so heavy 
that the industry must be organized on a scale such that 
the heavy fixed charges are spread over a large output. On 
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the other hand, extractive industries in general, like farming 
and fishing, being more subject to the Law of Diminishing 
Returns, do not readily admit of expansion of scale. 

The extent of the market or demand is another factor. 
Where the demand is regular and comes from the masses, 
production can be standardized and organized on a. large scale, 
as in the case of cloth or hardware goods. But where the 
market is limited, or where the tastes of individual consumers 
must be catered for (as in the case of special types of saris 
required by Indian women or special types of utensils, etc.), 
the scale of business is necessarily restricted. On the whole, 
the tendency towards large-scale production is striking. 

§20. Advantages of large-scale productIon.-Let us now 
formally enumerate the principal advantages of production 
on a. large scale, i.e. the internal economies of a. business 
establishment. 

(i) A system of minute and efficient division of labour 
can be adopted, and specialized experts of the highest capacity 
can be employed with advantage. 

(ii) Considerable savings can be made in the general 
expenses, e.g. in the overhead ot tltanding charges, called 
tho 'on-costs' or 'supplementary costs' of production. These 
costs do not increase in proportion to the increase in the size 
of the business. One engineer a:ld one watchman will do 
just as well for a. comparatively large factory as for a small 
one. Rent, insurance and taxes are other charges which do 
not increase proportionately. 

(iii) Expensive and up-to-date machinery and plant can 
be introduced with advantage since it can be continuously 
used if production is on a large scale. Cheaper lJOwer is also 
another advantage. 

(iv) Economies of buying and selling can be made owing 
to the greater bargaining power of a larger business unit, 
and its greater reputation. There is also a saving of freight. 
Both selling and buying in large quantities are thus econo
mical. 

(v) Effective advertising and publicity.-Extentlive and 
scientific advertising of goods is essential in these days. But 
it is also expensive. Only a large firm can afford it because. 

'the expense being distributed over a large output, the increase 
in cost per unit is small. 

(vi) Utilization of by-products.-This is not possible when 
the scale of operations is small; and the by-products, because 
they are not sufficient in quantity. are simply wasted. If, 
however. the scale is sufficiently large it will be worth while 

o 



130 INTRODUCTION TO ECONOMICS 

erecting a. special plant to treat the waste products. For 
example, the scrap material in engineering shops or the sa'Y. 
dust in saw mills or the coal gas in the coking process can 
be manufactured into something useful and marketable. 

(vii) Other advantages of production on a large scale are: 
(a) greater possibilities of conducting research and experi
ments. A small firm cannot afford to make costly experi
ments,some of which may fail; (b) comparative freedom from 
trade and market fluctuations; (c) better credit and a. larger 
turn-over of capital. 

(viii) The consumer also stands to benefit, because goods 
are sold cheaper as the costs of production are lower. 

§21. Limitations of large-scale productlon.-We have 
already noticed cases where production has to be on a. small 
scale. But even where the scale must be large, there is a 
limit beyond which the enlargement should not be allowed 
to proceed. The limitations of large-scale production arise 
from the infirmities of human nature and the increasing 
difficulties of management. and supervision (which are 
specially great in agriculture, where the operations are spread 
over a large area). A point of maximum returns· is reached 
sooner or later, beyond which the enterprise becomes too 
cumbersome and unwieldy; and leakage, inefficiency and 
waste result. Personal interest and supervision become im
possible. The task of supervision has to be delegated to 
paid men who must themselves be watched as they have no 
personal interest in the business. An elaborate system of 
checks and counterchecks becomes necessary, involving waste 
and red-tapism. As soon as these disadvantages begin to 
manifest themselves it is desirable to start, say, another 
cotton mill, rather than expand the existing units indefinitely 
and face diminishing returns. 

After a. certain scale of production has been exceeded 
direct contact between the employer and the employed 
becomes impossible. This is a fruitful cause of friction and 
misunderstanding, strikes and lock-outs. 

The difficulty in the matter of commanding an adequate 
supply of high business ability, which is essential for the 
conduct and management of big concerns, is another check 
to large-scale production. 

A concern may grow so large as not to allow any changes 
in its structure, or in the direction of its effort, to take place. 
Such lack of adaptability may lead to serious consequences 
to itself and to others. 

Lastly, it may be added that the tendency towards large-
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sca.le production often results in the formation of vast 
monopolistic combinations. 1 

§22. Small-scale production (Petty Industry).-We may 
now explain the advantages of small-scale production or 
'petty industry', which still ·persists even in industrially 
advanced countries like the United Kingdom, the U.S.A., or 
Germany, and is certainly very important in a. country like 
India. 

In pointing out the limitations of large-scale production 
we have incidentally indicated the advantages of sman-seale 
production. 

Sma.ll-scale production ensures persona.l interest and 
supervision on the part of the producer, attention to detail, 
perfect knowledge of customers' individual needs and direct 
personal contact between the employer and the workers. 

Small-scale production of the old domestic industry type 
secures the economic independence of the workers and thus 
avoids the evils of industrial disharmony. If a number of 
small concerns cooperate, they also ca.n secure those mer
cantile economies in buying and selling goods and the credit 
facilities which are normally available only to the large 
concerns. 

§23. Large-scale and small-scale farmlng.-In farming, 
the size of the fa.rms or holdings depends on a number of 
oircumstances. 

(i) In new countries like Australia, where land is 
abundant, holdings will tend to be large, while in old coun
tries like England and India they wil1 tend to be small. 
Aga.in, hilly tracts as in the Konkan do not favour large-scale 
farming. Its possibilities are greater in level plains as in 
the Indo-Gangetic valley. 

(ii) The nature of the crops also determines the size of 
the farm. Some crops (e.g. garden-crops) require individual 
a.ttention on small farms, while others like cotton and suO'ar-. . '" cane reqUIre extenslve areas. 

(iii) Progress in intensive methods of cultivation tends to 
reduce the size of the average farm. 

(iv) Climate and irrigation are also other factors to be 
considered. Where artificial tank- or well-irrigation is 
necessary, holdings will tend to be small. 

(v) Lastly, the law relating to inheritance and succession 
also influences the size of land-holdings. For example, the 
English Law of Primogeniture favours concentration of ~and 

• See §31. 
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in a few hands and therefore extensive holdings. :While the 
Law of Equal Inheritance as in France or India, promote: 
small holdings. 1 

§ 24. Economies of large farms.-We shall now discUls: 
the economies of large farms or large-scale agriculture. These 
are similar to those of large-scale production in manufacture 

(i) A large farm is better equipped with capital, whicl 
can also be borrowed on moderate terms. It encouragel 
expensive! permanent improvements, J such as enclosures 
drainage, embankments, roads and farm-buildings. 

(ii) Division of labour can be carried further in the case 
of large farms than in the case of small farms. 

(iii) T.1arge farms can employ expensive machinery an< 
implements, which involve heavy outlay but help in keepin~ 
down farming costs. 

(iv) The crops being large, the costs of marketing then 
are relatively small. 

(v) Other advantages are that a' scientific system o. 
rotation of crops can be adopted, a due proportion can bl 
maintained between arable and pasture lands, and 8.oOTicul 
tural experiments can be undertaken. 3 

§25. Limitations of large farms.-Increasing diflicultiel 
of supervision over a wide area set a limit to the increase ir 
the size of farms. This limitation is found to be more rigic 
and is earlier felt in agriculture than in the case of large-scale 
manufactures. There is again, not the same scope for divisior 
of labour as in manufactures owing to the seasonal and inter 
mittent nature of agriculture. Under a system of large 
agricultural estates, certain social evils generally appear, sud 
as absentee landlordism, unequal distribution of property anc 
wealth, and agrarian discontent. 

§26. Advantages and drawbacks of small-scale farming. 
-(i) Careful personal attention to land and its cultivation if 
paid by the small cultivating fanner, who is intensely devotee 
to his land. 

(ii) The great social advantage of small-scale fanning if 
that it implies a wide diffusion of landed property. 

(iii) The political advantages of a large class of peasan1 
proprietors have been widely recognized. 

On the other hand, of course, the proverbial conservatism 
of small farmers, while it makes for political stability, ma) 
also sometimes act as a serious hindrance to progrel'll'l. In tllf 

1 See rart II, ch. ill, §5. 
I J. S. Nicholson, op. cit., vol. I. pp. 142-7. 
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economic sphere, by the cooperative organization of agricul
ture it is possible for small farmers to command many of 
the advantages of large farms. A due balancing of the 
economic, social and political factors seems on the whole to 
point towards farms of moderate size cooperatively organized. 1 

§27. The Law of Increasing Returns.-The Laws of 
Returns have already been explained above. 2 But there 
special stress was laid on the Law of Diminishing Returns 
as being appropriate in a discussion about Land. The subject 
now, however, is Organization of Industry. And it! this 
connexion the emphasis is on the other two Laws, especially 
the Law of Increasing Returns. It is no doubt incorrect to 
diyide industries into two rigidly separated classes: (i) manu
facturing industries subject to the Law of Increasing 
Returns, and' (ii) extractive industries subject to the Law of 
Diminishing Returns, since the latter law, as we have already 
seen, applies to all industries sooner or later and the former 
applies even to extractive industries under certain circum
stances. The broad distinction suggested above is neverthe-
less sufficiently sound. , 

§28. Statement of the Law of Increasing Returns.-The 
Law of Increasing Returns is the exact counterpart of the 
IJl\w of Diminishing Returns. Marshall states it thus: • An 
increase of capital and labout leads generally to an improved 
organization, which increases' the efficiency of the work of 
capital and labour.'! 

The Law of Increasing Returns may also be described as 
the Law of Diminishing Cost. Under certain conditions the 
cost of production of successive increments of supply tends 
to fall with every increase of labour and capital applied to 
a business. Thus the cost diminishes up to a point as the 
size of the manufacturing establishment expands, and as 
more and more economies of large-scale production are real
ized. Thus if a motor-manufacturing concern is turning out. 
say, 100 cars a day at a cost of Rs. 3,000 per car, by doubling 
its output to 200 cars a. day it would perhaps be able to 
reduce the cost to. say, Rs. 2,500; for the various costs, 

• See ch. v, §7. 
• Sce ch. v, §8. 
• The student should carefully note that the working of the Law of 

Increasing Returns is independent of any inventions or changes in the 
methods of production. In explaining it, 1\'e assume that the arts of pro
duction remain the same. The changes we contemplate are only as regards 
organization, scale of operation, etc. 
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especially the on-costs or supplementary costs, would not 
increase proportionately, and greater specialization and a 
better division of labour could be introduced. The economie~ 
will go on increasing untIl at last a point of maximum return 
or minimum cost is reached, say, when the output has been 
raised to 300 cars and the cost reduced to Rs. 2,000 per 
car. Then the disadvantages of large-scale production would 
begin to tell, and would make it worth while starting another 
motor factory rather than expanding the existing one. The 
same bolds good of transport and commercial activities. 
banking and insurance and so on. If, however, the price of 
the raw material, like wheat used in the wheat-milling in
dustry, or wool used in manufacturing woollen cloth, is the 
principal factor in determining the price of the finished 
commodity, there is not much scope for increasing return. 
An increase in demand for it is likely to be followed by an 
increase in the cost and therefore an increase in price. 
Sometimes, however, the opposing tendencies of increasin~ 
and diminishing returns may just balance each other and 
give rise to constant returns. 

§29. Consolidation and 'integration of industry.-We 
now pass on to consider yet another feature of the modern 
industrial organization, namely the consolidation and inte
gration of industry. Combinations of all kinds are the order' 
of the day, and may be looked upon as a new development 
of the principle of large-scale production. We may reCer to 
this tendency as the tendency towards large-scale manage
ment. These combinations are formed with a view to 
securing by joint action more favourable results and further 
economies than before the combination. They are also often 
actuated by the motive of eliminating competition and con
trolling supply and price. The modern improvements in 
transport and communication-through the telegraph, the 
telephone, the wireless and the postal service-have facilitated 
their growth. The great cost at which fixed capital has been 
provided and the ruinous consequences of cut-throat compe
tition have made business rivals more and more anxious to 
come to terms with each other. This is rendered all the 
more easy because competition is often so severe that only 
the few most powerful firms survive it. And the very small
ness of the number of survivors makes it easy for them to 
combine. 

§30. Horizontal and vertical combinations.-There are 
two main kinds of industrial combinations: (i) horizontal 
combinations, and (ii) vertical combinations. 
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(i) A horizontal combination is a. combination of busi
ness units engaged in producing or selling similar things
a merger or consolidation of similar establishments into a 
larger one under a single centralized management. Thus 
the Standard Oil Company of New York is a combination 
which owns or controls the great majority of petroleum 
refineries in the U.S.A. Similarly the Imperial Tobacco 
Company owns practically all the tobacco-manufacturing 
establishments in the U.S.A. Recently a proposal has been 
made that a merger of all the cotton mills in Bombay should 
be effected as one means of saving the industry. 

(ii) A vertical combination occurs when a number of 
dissimilar business units engaged at different stages in the 
production of an article, come under a single management. 
The idea. is to integrate the successive sta.ges in production 
from the raw material to the finished product. Thus the 
United Steel Corporation has its own deposits of iron ores, 
coal-pits, blast furnaces, steel works, its own engineering 
workshops, railways, etc. The steel and iron industry parti
cularly lends itself to this kind of integration. The Tata 
Steel and Iron Company at Jamshedpur is an example of a 
vertical combination of industry. 

Sometimes horizontal and vertical combinations of 
industry go together. Thus the Steel Corporation (U.S.A.) 
is also a horizontal combination for certain purposes or in 
some branches. It owns many iron furnaces, steel mills, 
tube works, steel and tin-plate works and so on. Similarly, 
the American Tobacco Company has attempted not only to 
combine all the establishments for manufacturing tobacco, 
but has also extended its operations to the retail disposal of 
its products. 1 

§31. Trusts and cartels.-Of the different varieties of 
industrial combinations the best known are the Trusts in the 
U.S.A. and the Cartels in Germany. 

Firms organizing themselves as trusts and cartels 
(especially the former) sacrifice, to a considerable extent. 
their individual liberty of action in the common interests of 
all the members. Often, however, the combinations are 
short-lived and of a. looser type, the individual firms trying 
to secure the advantaQ'es of certain ·definite understandings 
for preventing the evils of excessive competition, while at 
the same time retaining intact their individuality and their 

• Taussig. op. cit .• vol. I, p. 611. 
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freedom from outside interference in internal management. 
Such agreements may take the following forms: 

(i) Agreements to fix prices.-These often prove short
lived and unstable because of defection on the part of some 
of the members, who violate the agreement as soon as they 
find it convenient for themselves to do so. 

(ii) Division of the selling field.-For example, in the 
case of competing American railways. This type also has 
difficulties of its own, such as borderland disputes. 

(iii) Pools.-In this case a certain maximum output is 
fixed for each member, and profits are pooled together and 
divided in certain agreed proportions. Huch arrangements 
are becoming common in India among competing buses 
plying for hire on the roads. 

We shall now discuss the stronger and more developed 
forms of industrial combinations, namely, cartels and trusts. 

(i) 'l'he cartel (kartell) is a characteristically German 
form of a combination of the horizontal type. It combines 
the features both of agreements to fix prices and of pools. 
It fixes prices as well as output, and functions as a selling 
agency. Thus the coal-mining industry in Germany is con
trolled by a. cartel with a central sales organization. The 
profits are distributed among the members on an agreed 
basis. Sometimes the marketing area is apportioned among 
the members, who are thus prevented from competing with 
each other. The central sales agency receives orders, fixes 
prices and effects sales. In this form of organization mem
bers enjoy a far greater degree of a.utonomy than in a trust. 
The cartel is comparable to a loose confederation of inde
pendent States, while the trust is like a compact federation 
forming one single State. 

(ii) In a trust1 the individual establishments amalga
mate, and transfer their respective .shares to a Central Board 
of Trustees in exchange for trust certificates. Effective 
control over the amalgamated concern is thus vested in the 
hands of the trustees, who direct the policy of the whole 
organization. 

§32. The advantages and drawbacks of industrial 
combination.-The main advanta<Ye of an industrial combi
nation is that when a number oi\usiness units are consoli
dated or integrated together, it is easier to realiz~ the usual 

1 The term 'trust' is now applied to all types of combinations in the 
U.S.A. 
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economies of large-scale production. 1 Combinations are, 
however, generally dreaded because: (i) They often resort 
to unfair or cut-throat devices of competition against small, 
independent producers. (ii) They also often result in the 
establishment of monopolies which may be detrimental to 
the consumers. a (iii) They lead to speCUlation in stocks and 
over-capitalization (to induce independent units to amalga
mate), adversely affecting the position of the corporate 
investor. This is facilitated by the wheels within wheels 
that have arisen within the corporate form of industry. (iv) 
They result in unemployment and displacement of labour 
caused by the closing down of some of the concerns and the 
policy of restricting output. (v) They open the way to poli
tical corruption in a democratic State in consequence of the 
powerful financial resources of the trusts and their interest 
in controlling legislation and the general economic policy of 
the State. 

§33. Regulation of Trusts.-In order to deal with the 
trust problem, what is needed and feasible is their regulation 
by suitable legislation, re-enforced,. by public opinion. ·Total 
suppression, even were it possible, would be undesirable since 
it deprives the community of the real benefit derived from 
industrial combinations. The present attitude of the U.S. 
Government towards them is more favourable than it used 
to be. "The anti-trust laws have been suspended as part 
of the N a,tional Industrial Recovery programme of President 
Roosevelt's administration. Indeed, what is called 'rational
ization of industry' is characterized by Do strong movement in 
favour of industrial amalgamations with a view to weeding 
out the inefficient units and reducing the costs of production. 

§34. Rationalization of "industry.-The term 'rational
ization' is German in its origin and has passed into business 
terminology during the post-war period. It means the 
rational organization of industry in the light of figures and 
careful calculations. The parlous condition of German in
dustry during the post-war period and the confusion caused 
by the inflation of currency created Do powerful movement in 
that country for reducing the costs of production and increas
ing efficiency by overhauling whole industries with a view to 
eliminating all waste, modernizing industrial technique, and 
promotinS{ industrial research. A similar movement appeared 
in the U.S.A. as well. Even before the war there was Do 

movement in industrial countries of the west in favour of 

• See §20. • See cb. ix, § §28-9. 
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scientific management and the elimination of waste. But 
the war gave a powerful fillip to rationalization in one form 
or another by promoting standardized production, by foster
ing the habit of cooperation among industrial leaders, by 
stimulating collection of industrial statistics, and by restrict
ing, through Government fiat, certain unnecessary types of 
production. Rationalization has made great strides in 
Germany and the U.S.A., and the movement has now spread 
to other countries, including India, especially during the 
post-Armistice depression. 

Rationalization includes: (i) scientific organization of 
labour, (ii) standardization of both materials and products, 
(iii) simplification of processes, (iv) improvements in trans
port and marketing, (v) amalgamations, horizontal and verti
cal, and (vi) modernization of industry. 

The rationalized industry is thus expected to govern itself 
consciously, reaching back to the source of raw materials 
and forward to the consumer. 

Rationalization has already been carried on with consider
able success in such enterprises as the Bata shoe factory, the 
Imperial Chemical Industries in Great Britain, or the Ford 
factories in the U.S.A. It has resulted in lower costs, 
increased efficiency, higher wages, better goods at lower 
prices, and sustained rewards to the management: that if!. 
in considerable advantages to all concerned. It bids fair to 
be a permanent feature of modern industrial organization.'. 

Rationalization has, however, its own difficulties and 
disadvantages. (i) It calls for a high degree of trained in
tellectual and business ability to control industry, which may 
not be forthcoming readily. (ii) Again, a large amount of 
capital is necessary for scrapping old plant and modernizing 
production. (iii} Moreover, the elimination of the less effi
cient units and the introduction of improved plant and 
processes result in "Considerable displacement of labour and 
unemployment (although ultimately labour may gain). 
(iv) Lastly, the consolidation and integration of industry may 
give rise to monopolistic combinations detrimental to 
consumers. 

Considerable opposition from the labourers was encoun
tered by the Bombay cotton· mill owners when they recently 
trieli to introduce rationalization (allotting more looms to 
weavers, etc.). But as the recent (1934) Report of the Bom
bay Labour Office inquiry about wages and unemployment 

1 cr. Twentieth Century Business Methods. vol. I. cb. xviii. 
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in the cotton mill industry shows, considerable progress has 
nevertheless been made. 

§35. Competition.-The modern economic organization 
is said to be competitive, in contrast to the medieval 
economic organization which was supposed to be under the 
sway of custom. It is also argued that competition is the 
main regulator of the whole economic mechanism of modern 
society in production, distribution, exchange and consumption 
of wealth. 

Com tition means com 1 te freedom of action in economic 
life. industry and enterprise, so as to call fort cr t 
exertion of energy and resourcefulness. Under competition, 
everybody is quite free to choose what occupation he likes 
and to sell his goods and services wherever he likes. Com
petition implies. private property and unhampered liberty for 
the possessor in the matter of its employment and disposal. 
Commonly, the word competition brings before our mind's 
eye the picture of rival producers of a commodity, each trying 
to attract towards himself the largest number of customers. 
This, however, implies that each seller is free to regulate his 
sales policy as he thinks fit. For example, it is open to every 
seller to quote as low a price as he chooses without his free
dom being restricted in any way by other sellers or by any 
outside agency like the Government. Similarly, every pur
chaser enjoys unrestricted freedom in his choice of goods to 
be purchased as well as of the sellers from whom to purchase 
them. 

§36. Forms of competition.-.Competition may assume 
many forms, some of which are given below: 1 

(i) Commodity competition.-We have. already seen 
how wants are sometimes competitive and alternative, i.e. 
two or more commodities (such as tea. and coffee, railway 
and bus) compete for satisfying the same want. 

(ii) Individual competition.-This is competition be
tween two or more rival producers or consumers of the same 
commodity (e.g. competition between two or more cotton 
mills, or two or more·workers of the same grade). 

(iii) M aTket competition.-This means competition be
tween two or more places (for example, between the ports 
of Bombay and Bhavnagarl to draw trade to themselves by 
such means as offering better and cheaper marketing 
facilities. 

• ct. Seligman, op. cit., pp. Hl·9. 
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(iv) Finally, there is competition between nations. This 
international competition is evidenced by the present-day 
phenomenon of tariff wars, dumping, exchange depreciation, 
etc. 

§37. Is the present system of competition satisfactory?
The old classical economists tended to exaggerate the 
blessings of competition. They argued that only under a 
regime of competition can our needs be effectively satisfied, 
because under competition effort is directed automatically to 
the production of those goods which are really needed hy 
society. Competition automatically brings about an equili
brium between production and consumption, they said. If 
there is deficiency of production, prices rise and with them 
profits. More producers come on the scene, and the increase 
in production again sends down the prices. If there is a 
surplus, lower prices will result in restricted production and 
thus bring about a rise in price. An adjustment between 
supply and demand is thus easily effected by the force of 
competition. All this, however, is only partially true. The 
phenomenon of periodical crises, well known to the modern 
world, shows that maladjustment between production and 
consumption constantly occurs under the present system of 
competition. The general feeling, at present, is that this 
haphazard action of competition must be replaced by deli
berate planning of production and its continuous adjustment 
to consumption. Further, it is generally argued that com
petition stimulates economic progress by the rivalry among 
the competing parties and by the elimination of the inefficient 
and the unfit. This is, of course, mainly true. We must 
nevertheless not forget that the methods of competition may, 
sometimes, be very harmful and may lead to such evils as 
adulteration and production of cheap, shoddy articles, unduly 
low wages to the workers, etc. Nor is it always true that 
competition means the lowest possible prices. For often 
there is a considerable waste involved in competition, for 
example, in very expensive thol}gh quite unnecessary adver
tisement. This means unduly high costs and therefore high 
prices. 

Competition, in the sense of unrestricted freedom for 
everyone to regulate their economic relations, frequently 
leads to gross injustice. The most striking example of this 
is the one-sided character of nominally free bargains between 
unequally matched parties, in which the stronger party ex
ploits the weaker. The individual worker, almost inevitably, 
suffers in striking bargains for wages with the relatively more 
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powerful employer. Hence the development of Trade Unions 
and the substitution of collective for individual bargaining. 

Thus we nowadays admit the necessity of limiting the 
operation of competition in various directions by cooperation, 
monopoly J etc. But the question whether it is possible or 
desirable to eliminate competition altogether J and radically 
to alter the present economic structure of society (e.g. on 
the lines followed in Soviet Russia) is highly controversial. 

SUMMARY 

Except in tlie case of the autonomous worker, the task of organization 
i. undertaken by a specialized class of people in modern industry, who are 
g~neralJy known as entrepreneur.. The function of the entrepreneur is to 
plan tho enterprise, bring together land, labour and capital in the most 
suitablo proportions, and above all to take the risks of the business. It 
is • most important and delicate function. 

BlUineaa enterprise. may take several forms, e.g. (i) Individual as 
opposed to corporate enterprises; (ii) Partnerships; (iii) Corporations or 
joint·stock enterprises; (iv) Trusts; (v) Government undertakiJlgs; (vi) C{)
operative production; and (vii) Profit· sharing . 

Of tht'se the typical and dominant form of business enterprise is the 
joint-stock company, which has the great advantage that it makes po8sible 
modern large·scale enterprises requiring hugo capital outlay. It is not with
out serioua drawbacks. Profit-sharing atll cooperation represent attempts to 
avoid these drawbacks. But under present conditions th~y caDDO' be regard. 
ed as substitutes for the joint-stock company. 

One of tho most important features of modem industrial organization 
is the great development of dieiaion 0/ labour. by which each kind of 
production ~nd8 to be split up into more and more separate processes. 
Instead of an the proceSSIl8 being looked after by the same set of peoplll, 
each is assigned to • aeparate set of people. The final product of course 
i8 complete only after tho results of theso separate processes have been put 
together (i.e. the division of labour impliea or requires combination or 
cooperation of labour). 

The advantagll8 of division of labour are many and obvious: (i) It 
inC1"08888 the effectivenes8 of labour and tends to enhance wages. (ii) It 
reducoe the cost of production and thus benefits tlie consumer through lower 
prioea. (iii) It promotes invention. 

Its main disadvantages are: (i) It makes labour monotonous. (iil It 
d~8troys tho personal friendly relations between workman and employer. 

Division of labour, machinery, factory production aro an 80 intimately 
related to ono another that it is di1lieul' to eepara~ tho effects attributable 
to each. Consequently eaU81l8 and consequences are apt to get mixed up. 
In this manner, some or the evila of machinery and of factory production 
in general come to be illogically described as evila of division of labour. 

Division of labour is limited by the extent of the market, the develop
ment of wants, and tho nature of the employment. 
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MachineTY representa the mastery of man over nature and ia a mark 
of progress and civilization. It enormously increases the productivity of 
human labour; takes over work that is purely mechanical and monotonoul. 
leaving intelligent work to human beings; lessens human drudgery; relieve. 
the strain on human muscles; increases mobility of human labour by 
increasing the demand for general intelligence rather than for specialized 
skill; widens the SCOP«l for employment; ensures accuracy. regularity. prompt
ness and delicacy of work; and promotes standardization of goods. Ita 
sudden introduction may displace labour. In the end, however, by increas
ing wealth and capital it increases the demand for labour. 

Division of labour refers to specialization on the part of individuals. 
Localization of industTies refers to specialization on the part of localities. 
It may be described as territorial division of labour. It may be determined 
by natural or permanent causes, or may be purely accidental. 'Vhen an 
industry is concentrated in a locality, it comes to enjoy certain advantagea 
known as external economies due to the springing up of subaidiary industriea, 
the congregation of skilled workers, and the possibility of rival a observing 
each other and learning from each other. 

The main disadvantage of localization is that the locality may sutler 
if its only industry declines for any reason. The remedy lies in the esta
blishment of supplementary industriea. 

Forces m~king for decentTalization, as opposed to localization of industry, 
lire the high costs due to heavy taxation, etc. in big industrial cities, 
'!Pvetopment of transport, and the use of cheap electrical inst~ad of steam 
power. 

External economies are those which are dependent on external condition. 
-on the general development of an industry (<<l.g. those which ftow from 
the concentration of a number of similar firms in the same locality). 

Internal economies are so called because they are internal to every firm 
and depend on its resources, the efficiency of its management, etc. A 
number of these internal economies are due to the adoption of a sufficiently 
large scale of production-the ideal or optimnm scale of course varying 
from. industry to industry. Large-scal«l production is generally indicated 
where the fixed charges lire heavy and demand for the products is extensive 
and regular. 

'Vhen the scale of production i8 laTge, several advantages attend npon 
it, e.g. a more elaborate division of labour; the possibility of employing 
highly-paid experts; up-to· date machinery and effective advertising methods; 
expensive research and experiments; utilization of by-products; saving in 
overhead expenses. and in buying and selling; better credit; larger tum-over 
of capital; comparative freedom from market fluctuations. 

All these advantages increase the competitive power of a firm. They 
also benefit the consumer because efficient production from his point or 
view means lower prices (and, if possible, also better quality) . 

. The scale of production, however, cannot be enlarged indefinitely. Arter 
a point the enterprise becomes too cumbersome, difficult to manage and to 

. supervise Rnd therefore inefficient and wasteful. The supply or business 
men ilf extraordinary ability who can manage huge concerns efficiently is 
limited. The possibility of labour troubles is greater on account or the 
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increase in tho number of labourers to be dealt with. Through excessive 
growth in lize, .. firm may lose its adaptability to changing conditions. 
Lastly large-scale organization is apt to facilitate the formation of mon~ 
polistio combinations. 

Cooperation may enable small concerns to realize all the advantages of 
large·scale production, while avoiding its disadvantages. In agriculture, 
the .cale 0/ p1oduction is conditioned by a number of factors, such as 
abundance' or Icarcity of land, al well as its contour; the nature of crops; 
progress in intensive cultivation; climate; irrigation; and th~ laws of 
inheritance and succession. 

The advantages and disadvantages of large-scale and small-scale pro
duction apply mutatis mutandis to agriculture also. The limit of extension 
of scale is, however, reached earlier in agriculture than in industry, not 
to speak of certain special locial and political advantages attaching to a 
widely diffused ownership of land which in practiCE! favours small-scale 
production. 

As the Law of Diminishing Returns requires special emphasis in con
nexion with agriculture, so the Law of Increasing Returns requires special 
emphasis in connexion with manufacturing indn;tries. The Law of Increas
ing Returns may also be called the Law of Diminishing Cost, because with 
every increase of capital and labour the cost of production per unit decreases 
up to a point. This tendency is more noticeable and lasts longer in industry 
than in agriculture and other extractive h\dl1stries. But here also a limit 
is reached sooner or later, when instead of returns increasing they begin 
to diminish. In other words the costs begin to increase faster than the 
economies of. large-scale production. 

The modern tendency towards consolidation and integration of industry 
is mainly due to the desire of eliminating cut-throat competition, bnt it 
also makes possible certain economies reaped from an enlargement of the 
scale of production. 

Indll8trial combinations may be (i) horizontal, i.e. combination of similar 
establishments; or (ii) vertical, i.e. combination of dissimilar business units_ 
In combinations known as trusts the individual firms entering into .the 
combination surrender their private liberty of action or management. In 
combinations known as cartels the units continue to enjoy a considerable 
degree of autonomy. There may be other kinds of combination with any 
number of variations as regards power surrendered and matters forming 
the subject of agreement. 

Combinations, as suggested above, may result in the reduction of costs, 
but they are feared by the public because of their tendency to develop into 
oppressive monopolies. They may also use their great power and resources 
to get control of the political machinery for their own selfish purposes. 
A total suppression of trusts and combinations is neither possible nor 
desirable. But legislative regulation of some kind may be necessary. 

The recent movement towards rationalization owes its strength to an 
impulse similar to that which leads to the fo~ation ~f combina~~8_ 
It means the rational organization of an industry lD the light of statIstiCS 
and careful calculation. It implies scientific management and the elimina
tion 'of waste (or overproduction) through the scientific organization of 
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labour, standardization of materials and products, simplificatioit of processes, 
improvements in transport and marketing, amalgamations, etc. Rational· 
ization, however, requires high business ability and the supply of abundant 
capital in order to be successful. It may also be accompanied by con
siderable displacement and unemployment of labour and may degenerate 
into selfish monopoly. 

Competition.-The force of competition is a principal regulator .of economic 
relations in modern society. It implies among other things complete free
dom in the choice of occupations and in huying and selling. Competition 
may be between commodities, individuals, markets or nations. 

The old classical economists tended to regard competition a8 a wholly 
beneticent influence calculated to bring about swift and certain adjustment 
between production and consumption, the survival of the tittest aDd distri
bution of rewards according to deserts. It was, however, realized that 
complete laissez-faire, which seemed to be the logical corollary of freedom 
of competition, led to various evils. Deliberate planning, regulation and 
regimentation of various kinds is now almost universally regarded as neces
sary to cope with these eWJs and to guide the force of competition 10 that 
it may operate to the best Aocial advantage. 



CHAPTER IX 

EXCHANGE: VALUE AND EXCHANGE 

§ 1. Scope of the chapter.-In the introductory chapter, 
we have 'already examined the meaning and scope of ex
change as one of the main divisions of economics and .also 
its relation to production. We shall now first study the· 
importance, benefits and conditions .of' exchange .• We shall 
then show how at every stage there is the determination of 
value, and how the concept of exchange leads to that of 
value... 

§2 .• Importance of exchange aIid .its benefits.-In :t.he 
early epochs of civilization, members~f a self-sufficing tribal 
group or of a fan!ily '\net their wants by their o~n ..direct 
efforts. Every member was engaged in the same occupation, 
although there -Was a certain elementary division of labour 
between the sexes. But as these groups expanded and the 
contactS" betweeq them multiplied, the need for exchallge 
became obvious. As g>mniunities gradually developed into 
villages, village!t into towns a~d "towns mto nations, division 
of labour became more and more cdmpl~x, and exchanges 
became wider and more frequent. Under modern conditions, 
we have an elaborate system of division of labour and we 
mostly live by the exchange of our services an'd products for 
those of others. Production being mostly for exchange (sale), 
&lnd rarely for the producer's own use, we must look upon 
w,ealth from the point of view of exchange. Economic pro
gress implies specialization, and specialization in its turn 
implies exchange or marketing. The advantages of exchange 
are mainly those of division of labour. The possibility of 
exchange enables nations and individuals to specialize in 
those tasks for which they have the greatest aptitude or 
natural advantages. This makes for economy of effort and 
provides conditions favourable to the ma.terial prosperity of 
all. The conception of exchange gives rise to that of value 
and price, that is, the ratio at which exchanges take place. 

§3. How and why exchange takes place.-As J'evons 
puts it. 'exchange is the barter of the comparatively super
fluous for the comparatively necessary'. People sometimes 
argue as if one of the parties to every exchange must neces
sarily lose. This view is, howe.er, incorrect. A sounder 

10 
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idea is conveyed by the common statement. that :exchange is 
no robbery' • which suggests that both parties gam. The act 
of buying and selling being purely voluntary, we. are as u 
rule entitled to say that both buyer and seller denve benefit 
from it. Each party is satisfied that what he receives in 
exchancre is more valuable to him than what he has to part 
with. "Suppose a farmer exchanges his surplus grain for the 
surplus cloth of a weaver. It is clear that the farmer values 
the cloth at least as much as, if not more than, his grain; 
and. that the weaver values the grain at least as much as 
and possibly more tqan his cloth. The intehention of 
money does not mak6 a:py difference. " The farmer sells his 
surplus grain for money, and with this he purchases cloth 
and other requirements. Here we say that the utility of 
doth to our farmer is not less than that of the money given. 
The above illustration serves also to emphasize certain C(lI/

ditions of exchange, which are as !OilOIL'S : 

(i) ~irst, each of the parties must" desire the thing 
owned by the other. 

(ii) Secondly, both must be able to compare the satis
faction to be gained by possessing the thing desired with that 
dfljved from what must be given up in exchange. 

(iii) Finally, both the Earties must be able to command 
a 'surplus of the commodity over and above what they require 
for their own needs, and they must have a reasonable af'sur
ance of being able to -exchange this surplus for something 
else that they may desire. 

§4. Exchange by sale and purchase.-In the course of 
economic progress, exchange by barter is found to be attended 
by many inconveniences and is replaced by 'money economy'. 
or exchange by sale for money, and purchase by means or 
money. For example, if our farmer possesses a cow, and 
wishes to have a blanket, a ploughshare and a box, it is very 
unlikely that he could get all these three things from one 
man, and that this mau should at the'same time be in need 
of the farmer's cow. He may have one of the three things 
the farmer wants, but the cow is more valuable than this 
one thing and 'is obviously not divisible; the farmer cannot 
offer only a part of it in exchange. Therefore. no exchange 
would be possible. This difficulty is expressed by saying that 
exchange by barter requires double coincidence of !Cants (i.e. 
A must want what B possesses, and B must want what A 
possesses). When exchanges become frequent and complex 
such double coincidences will be very rare. On the other 
hand, if our Carmer were first to sen his cow or grain for 
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money, he could use this money to purchase cloth or 3 

ploughshare or any of his other requirements, whenever he 
chose to do so. The intervention of money, therefore, 
splits the barter into sale and purchase; but in the long run 
it has the same results as barter itself, namely, exchange of 
one set of comI.Qodities and services for another. 1 

The m~dern system of exchabge thus requires 'money as 
the universal medium of exchange and the common measure 
of value. It is also obvious that it requires merchants to 
serve as middlemen linking up producers and consumers. It 
Curther requires means of transport, such as railways, roads 
and ships for moving goods from the place where they are 
produced to those places where they are wanted; and lastly 
it requires well-developed markets to enable the buyers and 
sellers to come into contact with one another. 

The basic problem of exchange is the problem of value, 
that is, of the formulation of the principles which determine 
the ratio at which excpange takes place. We shall ~ee how 
practically every problem in economics can in a sense be' 
regarded as a problem of value. . 

§5. What is a market ?-Belore embarking upon the 
analysis of value,. we must be clear as to what exactly W~ 
mean by the term 'market' in economics. Here we must 
at first rid ourselves of the notion tha~ the term market 
necessarily refers to a. particular and definite locality. The 
essential idea of a market is not so much' some partiCUlar 
place (because as we shall see presently some markets are 
world-wide), as the presence of effective competition. What 
is implied is that buyers and sellers are in such intimate con
tact that the price of the commodity in question tends to be 
uniform throughout the extent of the market. The contact 
is intima.te in the sense that direct competition is possible. 
Buyers are bidding against one a.nother and so are sellers. 
If prices are higher in one part of the market than in others 
this fact becomes instantly known to the whole body of 
sellers and purchasers. Sellers will then set about sending 
supplies so as to benefit by the higher prices. Buyers, on the 
other hand, will abstain from placing their orders in that 
part of the market where higher prices prevail and will buy 
where prices are lower. In other words, supply will increase 
nnd demand will decrease in this part of the market, SO' 
that the prices which' have risen will come down, and even
tually one price will come to rule in the market as a whole~ 

1 The difficulties of barter are again referred to in ch. :1:, ~ SI. 
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The real distinguishing mark of a market therefore is this 
tendency. towards the establishment of a uniform price for the 
same commodity at the same time, the force securing this 
result being, as already explained, the existence of effective 
competition. It is not suggested that prices never vary as 
between one part and another of the same market. But if 
the market is properly organized or, in other words, if it is 
a. market in the true sense of the term, then these variations 
will tend to be quickly corrected. 

§6. Conditions determining size of a market.-It is not 
very difficult to infer from what has been said above that a 
particular market will be wide or narrow in response to the 
following main conditions: 

(i) Means of communication which exist between buyers 
and sellers.-In these modern days the telegraph, the tele
phone and the wireless enable vast bodies of sellers and buyers 
to be in instant communication with each other, though they 
may be separated in space by enormous distances. Sellers 
and buyers come to know at once the state of prices in differ
ent parts of the market and proceed to buy or sell wherever 
it suits them. Under these conditions, it is easy to see how 
in respect of cotton, for example, such widely separated places 
as Bombay, I.Jiverpool and New York, constitute one market, 
and prices at aU these centres tend to be the same at any 
given time. 

(ii) The portability of goods dealt with.-Even if I know 
that I can sell my cotton better at Liverpool than at Bombay, 
this knowledge will be useless to me unless I am in a position 
to transfer my cotton rapidly and without too much expense 
to Liverpool. Easy portability is thus an essential condition 
for the establishment of a wide market. 

(iii) Cognizability (or the ease with which a. thing can 
be recognized).-So far as this matter is concerned, first-class 
securities and the precious metals enjoy an exceptional ad
vantage. Although the buyer may not be on the spot he 
knows exactly what he is buying. There can be no mistake 
abo'?-t the. nature or the quality of the goods he is buying'. 
It IS obVIOUS that in cases where it is necessary for the 
would-be buyer actually to see or handle the article because 
of th~ i~possibility of getting an accurate impression by mere 
d~scflptlOn, th.e market will be very restricted. The expe· 
dIen~ .of gradmg and .sampling has latterly improved the 
conditlOns for such artIcles as wheat, cotton, pig-iron, etc. 
A sample may be sent (that is, if the commodity is homo· 
geneous), or the commodity may have been classified into a 
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number of grades so that everyone knows, for example, that 
Grade A stands for such and such a quality, Grade B stands 
for such and such another, and so on, and a bargain may 
be struck without the buyer actually being on the spot to 
inspect the commodity. 

(iv) There must be a large and steady demand for the 
commodity. Otherwise it will not have a wide and well
organized market. 

(v) The commodity must be reasonably durable, that is, 
it must not go bad like butter or fruit (unless properly tinned 
or preserved) in the process of transfer. Owing to the recent 
progress in cold storage .many commodities are passing from 
the perishable into the durable class, and their market is 
consequently widening. We are, for example, already trying 
to find 0. market in England for our mangoes because it is 
now possible to protect them from damage in tra.nsit. In 
proportion as these conditions are fulfilled, commodities will 
have wide and highly organized markets instead of small and 
restricted markets. 

§7.Jw Nature of speculation.-SPllculation, or dealings in 
futures, constitutes an essential and useful feature of modern 
markets. Such dealings take place on the (i) Produce Ex
changes (i.e. markets for commodities like wheat, sugar, 
coffee, copper, oils); (ii) Stock Exchanges ~i.e. markets for 
invested capital, namely stocks and shares); and (iii) Bullion 
Exchanges (markets for the precious metals; that is, gola 
and silver). 

'By speculation is meant the purchase or saJe of anything 
in the hope of profit from Itn anticipated change in its price:'l 
Its. essence lies in the forecasting of price movements, and 
then buying or selling, as the case may be, for profit. The 
speculator concentrates and intensifies the forces which affect 
demand and supply during a. given period. 

A highly gradable commodity like wheat or cotton, regu
larly in demand and produced on a large scale, is very suitable 
(or speculative transactions, particularly if its supplies are 
intermittent or seasonal in character. 

§ 8. Principal forms of speculation (or dealings in 
-futures').-(i) A speCUlator, anticipating a fall in price, may 
sell 'short', i.e. he may enter into a contract for the delivery 
at a certain specified time, in the future, of goods not yet in 
his possession. Suppose that, in the speculator's opinion, 
the price of cotton is likely to fall in three months' time 

I Seligman, op. cit .• · p. 360. 



150 INTRODUCTION TO ECONO~nCS 

owing to the expectation of a bumper crop (in India, the 
U.S.A., etc.). The price of cotton (say in January) is Rs. 250 
per candy, but is expected to fall to Rs. 200 in March. Our 
speculator will sell cotton for delivery three months henee 
(March) at the price, say Rs. 240, fixed now. If his forecast 
is correct and the price does fall, he can enter the market 
and buy cotton 'spot' at Rs. 200 (or even Rs. 220 or Rs. 230) 
in order to fulfil the contract by which he agreed to sell at 
Us. 240, and thus make a. handsome profit. Actual deliveries 
are rarely taken or given. Usually only the difference between 
the present and future price is settled. If several speculators 
thus sold 'short', their action would at once begin to depress 
prices, and a, sudden slump in future prices would be avoid
e'd. This gradual fall would also stimulate consumption, and 
thus at any rate partially absorb the increased production oC 
cotton. Speculators who speculate for a fall in price are 
technically called the 'bears'. The 'bears' are interested in 
pulling down prices. 

(ii) A speculator on the other hand may buy 'long', i.e. 
will buy more for future 'delivery to himself than what he 
cares to take or requires immediately. He will do this if 
he has reasons to anticipate a rise in price. Suppose a failure 
of the cotton crop is apprehended (or that there is expecta
tion of increased demand for it), and prices are expected to 
rise to, say, Rs. 300 a candy. Our speculator will, therefore, 
enter into a future contract. requiring the other party to 
deliver cotton to him at a price fixed now, say Rs. 250 or 
even Rs. 260. If the price does rise to Rs. 300 or is, at any 
rate, above Rs. 250 6f 260 (i.e. the price contracted for) he 
will at once sell the goods at the higher price and realize a 
handsome profit. If several speculators bought 'long' in thill 
way their action would begin at once to send up prices anel 
would thus prevent a sudden spurt in prices in future. It 
would also check consumption and thus promote a better 
adjustment of demand to supply. Such speculators are called 
'bulls'. The 'bulls' speculate for a rise and try to toss up 
prices. 

§9. Advantages of speculation.-Professional and regular 
speculation, by intelligent people possessing expert knowledge. 
has a very useful role to play in the modern economic organ
ization. From the above examples. it will be clear that the 
priDcipal advantage of speculation lies in the moderation of 
fluctuations in market prices. It exercises a steadying 
influence .. on their course and prevents undue congestion of 
either deman'd or supply at anyone point. It may be said 
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to link up the market price with the normal price. It pre
vents wild oscillations in prices by facilitating adjustment 
between demand and supply and thus benefiting producer 
and consumer alike. 'Speculation is a struggle of intelligence 
against chance' (S. E. Thomas) and by its help forces 
which, left to themselves, would make themselves felt in too 
violent and jerky a manner, begin to operate at once and 
affect ma.rket prices gradually. 

Another advantage of speculation is in the assumption by 
. speCUlators of risks inseparable from production initiated long 
in advance of demand. Violent tIuctuations in the prices of 
raw materials might upset all the calculations of manufac
turers and convert profit into loss through no fa.ult of theirs. 
Here the professional speCUlator plays a very useful role by 
freely assuming risks and by entering into future contracts 
with the manufacturer for future delivery of raw materials 
(like cotton, or wheat) at a fixed price. This relieves the 
manufacturer of anxiety regarding a possible rise in the price 
of his raw materials which may involve him in loss. For, as 
often happens, he may have entered into a contract with 
some wholesale merchant to sell him the finished goods at 
0. certain price and he must do so irrespective of any increase 
in his cost of production. The manufacturer being protected 
from this danger by the intervention of the speculator is en
abled to concentrate his attention on his legitimate functions 
as an organizer o~ industry. The same results can be 
obtained by the manufacturer or business man himself resort
ing to speculation and entering into what are called 'hedging' 
contracts. For example, when a miller is buying wheat for 
his business, he may also sell it for future delivery at the 
time when he expects to be ready with the finished com
modity, so that in case the price of wheat falls, the loss 
caused by a consequential fall in the price of wheat-tIour 
is made good by his gain in selling wheat at a price highel 
than the new low price ruling in the market. 

Speculation on the stock exchanges in securities of various 
kinds is useful in so far as it promotes investment of capital 
in the most promising lines of business. Investment as a 
whole is also promoted by the facilities fora ready sale of 

. stock of all kinds. If a man has purchased some shares, 
it is not as if his money were locked up for ever. In case he 
happens to be in need of cash, he can sell his shares on the 
stock exchan!!e. 

§rO. Eyils of specnlatlon.-Speculation in the hands of 
ignorant, reckless and unintelligent persons, or in the hands 
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of clever but unscrupulous speculators is, however, highly 
dangerous and most harmful to society. The craving for 
getting rich quickly often leads people to gamble in securities 
and commodities as they gamble in cards or lotteries, and 
their action results in violent fluctuations in prices. Suppose, 
for example, that speculators who enter into transaction!! 
merely in a spirit of gambling and without giving any real 
study to the conditions of supply and demand, assume that 
prices are going to rise. Under this mistaken bEnief, they 
rush into the market and make extensive purchases with a 
view to profiting if the prices rise in future. But the real 
economic forces of which they have not been careful to take 
account may be forcing the prices down. The purchases of 
the speculators, however, will first send up the prices, so that 
the inevita1:ije fall, when it comes, will be unnecessariCy steep 
and violent. Unscrupulous speculators sometimes try arti
ficially to manipulate prices in their own selfish interest, 
utterly unmindful of social good. This kind of speculation is 
obviously antisocial. 1 

§11. Remedies.-While the evils of speculation are thus 
very serious, it is by no means an easy task to suggest 
remedies short of total prohibition of all dealings in futures. 
And this is certainly not desirable, even were it possible. 
The so-called anti-option laws prohibiting future transactions 
in grain in Germany have been either ineffectual or have 
done harm in interfering with lerlitimate speculation. Apart 
from close scrutiny by responsible stock exchange committees, 
what is wanted is a strong public opinion, which will not 
tolerate ignorant reckless gambling, because such gambling 
is often not only ruinous to those who actively participate in 
it, but also causes the most serious inconvenience and hard
ship to the public in general. We must also endeavour to 
foster a higher standard of business ethics and a more 
developed sense of social responsibility. ';I 

§12. Approach to the problem of llalue.-Value always 
depends upon the interaction of supply and demand. In tbis 
connexion, we often meet with false or inaccurate statements; 
for ins~ance, the statement that value depends on cost of 
productIOn only. This is at once disproved by pointing out 
tbat much money may be spent in making an article and yet 
people will not pay anything for it if they. have no use for it. 

I All these abuses of speculation "-ere amply illustrated by tbe Wall 
Street crash in New York in October 1929, llshering in tbe present world 
economic depression. 
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Again, let us sllPpose that the cost of production of an article 
A is twice as great as that of another article B. It may 
also happen that the price of A is for some time twice that 
of B. Nevertheless, there is no guarantee that this propor
tionate relation of prices will always be maintained. It is 
a matter of common experience that relative prices of 
commodities are constantly changing without any correspond
ing change in their cost of production. This happens because 
conditions" of demand keep' changing. For instance, if an 
illiterate community becomes literate, its demand for books 
will rise, and the prices of books may therefore be higher. 1 

Simil~rly, the phenomenon of value cannot arise unless 
there is the supply side as well as the 'demand side. The 
plain cClmmonsense meaning of this statement is that unless 
it costs something to make a commodity it will.oot bear a. 
price, however much it may be desired by people. (The 
exceptional class of useful goods which do not involve a.ny 
cost of production but which nevertheless bear a price because 
of their scarcity is so small that it may be ignored.) 

§13. Marshall's statement of ~he theory of value.-We 
have already made a first approximation to a correct 'theory 
of value by explaining how value (or 'price' which simply 
means value in terms of money) depends both upon supply 
and demand. Marshall compares the phenomenon of value 
with the phenomenon of cutting by means of a pair of 
scissors. The process of cutting requires the lower blade as 
well as the upper; both of them may 'not always be equally 
active but both must operate. Similarly, the phenomenon 
of value cannot manifest itself unless the supply side as well 
as the demand side is present; although supply may exercise 
a larger determining influence under one set of circumstances. 
while demand may be the more important factor under 
nnother set of circumstances. I 

1 In practice the tendency for prices to rise is more than couuterbalanced 
in the case of books, ss II greater demand enables the costs of production 
to be distributed over II lsrger edition, and the price is oRen reduced. See 
§ §18 snd 28. 

• 'We might as reasonably dispute wht'ther it is the upper or under 
blade of II pair of scissors ~hat cuts II piece of paper, a8 whether value 
is go,oerned by utility or cost of production. It is true that when one 
blade is held still and the cutting is effected by moving the other, we 
may say :with careless brevity that the cutting is done by the second, but 
the statement is not strictly accurate, and is to be excused only so lon~ 
ss it claims to be merely II popular and not strictly scientific account of 
what happens.'-Marshall, Principl~' oj Economic,. p. 348. 
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§14. The marginal theory of valne.-Modern economic 
analysis has drawn pointed attention to the behaviour of both 
supply and demand at the margin. Instead of simply saying
that value depends on supply and demand, it is more accurate 
to say that it depends on marginal supply and marginal 
demand. As we know, the supply of any commodity in a 
market is contributed not by one producert but by several. 
and the cost of production varies from producer to producer. 
But the price demanded in the market does not vary from 
producer to producer. We have seen that in the same market 
there cannot be more than one price for the same commodi ty . 
This uniform price must be such as to satisfy all producers. 
If, however, it satisfies the man whose cost of production is 
the highest or the ma,n who is least anxious to sell, that is, 
the marginal producer, it must necessarily satisfy the other 
producers. From the side of supply then the price is fixed 
by the marginal supply (that is, the supply of the marginal 
producer). 

Similarly, among the consumers of a commodity, there are 
some who are more anxious to purchase it and are willing 
to payor can "afford to pay more than others. But, unless 
the more anxious as well as the less anxious consumers pur
chase the commodity, the whole of a given aggregate quantity 
will not be sold. In order that it should be sold, the uniform 
price must be such as to suit the least anxious among the 
purchasers, i.e. the marginal cO'nsumer8. From the side of 
demand, therefore, the price is fixed by marginal demand. 
Thus the actual price must be such that it represents both 
the marginal supply and the marginal demand. 

Let us suppose that 300 units of a certain commodity :r 
are required, and that the amount can be made up only if, 
say, three suppliers A, B, C, can be induced to bring in their 
~lpplies. Suppose for simplicity's sake that each of them 
s'upplies 100 units. The cost of production per unit of the 
commodity is as follows : 

For A 
For B 
For C 

Rs.5 
Rs.6 
Rs.7 

C is here the marginal supplier who is 'least willing to 
sell' , in the sense that he will ask for a. higher price (namely, 
Rs. 7) than A or B. Under these circumstances the one 
uniform price which will satisfy all suppliers will be not less 
than ~s.? There!ore, we say that from the side of supply 
the prIce IS fixed WIth reference to marginal supply. 
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As regards the consumers, let us suppose the aggregate 
of 300 units can be disposed of only if D, E, F, all offer to 
buy it. Since their circumstances are not the same, the price 
at which each will consider it worth his while purchasing the 
commodity will be different. 

D is prepared to pay Rs. 11 per unit and buy 100 units 
at that price. ' 

E is prepared to pay Rs. 10 per unit and buy 100 units 
at that price. 

F (marginal consumer) is prepared to pay Rs. 7 per unit 
and buy 100 units at that price. 

The. pne uniform price which will suit all the three pur
chasers, will be the one that is low enough to induce the 
least anxious of the consumers to purchase, that is, Rs. 7. 
Since D and E are prepared to pay Rs. 11 and Rs. 10 they 
will of course buy all the more readily if the actual price 
happens to be lower.l Thus for the given amount of a com
modity, namely 300 units, which changes hands, the price 
must be such as to satisfy the least anxious producer whose 
contribution is necessary to make. up the total, and it must 
at the same time be such as to attract the least anxious 
among the purchasers who must come in if the whole of the 
commodity is to be bought. In our example, Rs. 7 is this 
price. This price is calculated to give satisfaction to the 
greatest number of buyers and sellers. It will satisfy six 
people, namely A, B, 0, D, E and F. The price of Rs. 5 
will satisfy only four, namely, A among the sellers, a.nd D, 
E and F among the buyers. The price of Rs. 6 will satisfy 
five people, namely, A, B, D, E a.nd F. The price of Rs. 11 
suits only four, namely, A, B, 0 and D and Rs. 10 suits only 
five. A, B. O. D and E. 

§ 15. Dhrlslons of the problem of vaIue.-In the above 
section we have given II. general outline of the theory of value. 
Now we proceed to consider some important details of it. 
The proposition that value depends upon (marginal) supply 
and (marginal) demand, we shall find, varies as to its inter
pretation according to the period we are considering. This 

I We must not imagine that the more eager purchasers will go about 
shouting that they would really be prepared to pay more than the market 
price. Similarly, the more anxious among tlie sellers would not proclaim 
Crom the house-tope their willingness to accept lower prices if nect'Ssary. 
The higgling of the market consists in each party concealing its eagerness 
as Car as possible so as to get the best of the bargain. But all the same, 
liner a series of tentative approaches, the equilibrium price. appropriate to 
a given position of supply and demand. establishes itself. 
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leads us to the famous distinction between Market Value and 
Normal Value. 

§16. Market value and normal value.-Market value 
is the current price of a commodity, i.e. its price at any 
moment, and may be regarded as the temporary equilibrium 
price (balancing temporary demand and supply). On the 
other hand, the normal value of a commodity is the price 
which economic forces will bring about in the long run and 
may be regarded as the normal (long-period) or permanent 
equilibrium price (balancing normal demand and supply). We 
shall discuss the two cases separately. 

§ 17. The equilibrium of demand and supply in the case 
of market value.-A diagram such as Fig. 8 is commonly 
used to illustrate how market price is determined: 

y 

w 
v 
II: 
A. 
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F H' H K C x 
QUANTITY SUPPLIED OR DEMANDED 

FIG. S.-DIAGRAMMATIC REPRESEXTATIOY OF HOW !'.IARKET VALl"E 

IS DETERMINED BY THE BALANCING OF DE1IA~m AXD St:PPLY 

In the above figure quantities are measured along the 
line OX and prices along OY. SSI is the supply cuneo It 
slopes upwards, showing that larger supplies are attracted as 
prices rise, thus inducing the less anxious among the sellers 
to bring in their supplies. DDI is the demand curve. It 
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lliopes downwards, showing that larger quantities will be 
demanded as prices fall, thus inducing the less anxious among 
the purchasers to buy. Ali is the only price which will re
concile the opposite points of view of the suppliers and the 
purchasers. At that price the quantity offered for sale coin
cides with the quantity which purchasers are willing to take. 
AR is the equilibrium price, so called because once esta
blished, it is not likely to be disturbed. Any other price 
is unstable or likely to be disturbed. For example, take a 
higher price, namely, A IRI. At this price 00 is supplied but 
only OR1 is demanded. That is, sellers are more anxious to 
sell while buyers are less anxious to buy. So prices will 
come down until again the stable price. AlI is reached. Simi
larly any price lower than AR is unstable. For instance, at 
price EF only OF is supplied, while OK is demanded. That 
is, buyers are more anxious to buy and sellers more anxious to 
Rell. Therefore the prices will rise until AlI is reached again. 
The principal thing to be remembered 'n the case of market 
value is that here supply means supply in hand or in sight, 
i.e. stocks already on offer in the market including any 
changes in them ··that could possibly be effected almost at 
once. The fact that the quantity actually available at any 
given time has to be taken as u~changeable for the time being 
has important consecttlences. For lllstance, supposing that for 
some reason demand for the commodity in question rises (that 
is, people are prepared to pay a higher price for the same 
quantity or to purchase larger quantities at the same price), 
what will be the immediate effect of this? We can confi
dently answer this question by saying that the immediate 
effect will be a rise in price. This is how market value is 
affected. 

§ 18. The equilibrium of demand and supply In the case 
of normal value.-But the question as to what will be the 
effect of this in the long run, or in other words, how normal 
value will be affected, cannot be answered so briefly or so 
confidently. The higher demand and higher price, if they 
persist for any length of time, -wilUnfluence· the supply. 1 

Because of the higher price more capital will flow into the 
industry, existing establishments will b~ enlarged and new 

I This, of course, does not apply to goods the supply of 'l\"hich cannot 
possibly be increased, e.g. paintings of old masters or old coins. Tbe 
majority' of goods. however. are of the reproducible type, i.e. they are being 
constantly produced and constantly consumed. and most ot our reasoning in 
economics is in connexion with this type of goods. I 
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establishments will appear. Supply. though it cannot be 
increased immediately, will thus eventually be increased. 
We cannot say off-hand what will be the effect on price of 
'this increased supply, because that will depend on the COIl

ditions governing the production of the commodity. If 
the Law of Diminishing Returns is in operation, the rise 
in price (which, as we saw, must occur immediately if demand 
is keener) will be. permanent. If the Law of Constant 
Returns is in operation, there wHl be no change in price. 
Only more will be sold at the same price. But ~f the Law 
of Increasing Returns is in operation, this means that with 
the increase of scale of production the cost of production per 
unit will go down, and therefore the price also will be lower. 
So the long-period effect of the increase of demand may be 
(i) a higher, (ii) the same, or (iii) a lower price, according 
to these different circumstances. 

The matter can be argued on the same lines on the 
assumption that there is a fall in demand. The immediatt' 
result of this would be that the market price will be lower 
than the cost of production. Because, while demand h3o., 
fallen, supply cannot immediately be curtailed appreciably. 
The stocks that are there must somehow be got rid of. It 
also takes time to transfer capital and labour from one kind 
of production to another. So that in spite of lower prices 
and lower profits, practically the same quantity will for the 
t.ime be offered for sale. But ultimately, the process of the 
transfer of capital and labour and curtailment of scale of 
production will make itself felt, and supply in the market 
will fall off. Whether the final effect of this fall-off will 
be a higher or lower or the same price will again depend on 
which of the three Laws .of Production is in operation. 
Assuming diminishing returns, a smaller supply wiII mean 
a lower price. With increasing returns, a smaner supply 
will raise the cost of production and therefore the price. With 
constant returns, the price will remain the same; but the 
quantity sold will be less.~ . 

§19. Determination or normal value nnder the three Laws 
of Returns.-The diagrams- of Fig. 9 illustrate how normal 
value is determined and bring out the influence of the Laws 
of Returns on normal value. Suppose demand has risen 
from DDI to D2D3, then (i) with Diminishing Returns (or 
Increasing- Cost) the new normal equilibrium price will rise 
from pIp to EN (as in diagram a); (ii) with Increasin~ 
Returns (or Diminishing Cost) it will fall from pIp to EN 
(as in aiagram b); and (iii) with Constant Returns (or Con-
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stant Cost) the new equilibrium price will be the same as 
before (as in diagram e). 

If we want to consider the effects of a fall in demand 
we can reverse the above argument and suppose the original 
demand is represented by D2D3. It now falls to DDI. Then 
(i) with Diminishing Returns the new normal equilibrium 
price will fall from KN to pip (as in a), (ii) with Increasing 
Returns, it will rise from KN to pip (as in b), and (iii) with 
Constant Returns it will remain unchanged (as in c). 

§20. Conclusions regarding market and normal value.
Because generally speaking supply cannot be adjusted at once 
in response to changes in demand, we say that for market 
value deman<lis_qJ._9n;j~fl.!l~ntial than supply, i.e. the mar-I 
ginal utility to consumers of the available - supplies mainly 
governs value. That is, price may for a time be out of rela
tion with cost of production. With normal value a sufficientl)" 
long time is assumed for economic forces to work themselve~ 
out and fully adjust the supply to a given change in demand, 
and therefore we say that here s~JLjs __ IIl~!! J!lfl~~!l_tj.!l] 
than deman<!; That is, price must m the long run correspondl 
to the (marginal) cost of production. We must, however, 
again emphasize the truth that in -market value as well a!! 
in normal value the -supply and the demand side are both 
there, as they must be in every phenomenon of value. I 

Market value is determined by the conditions of supply 
and demand actually effective at any given time. But wiUi 
every day that passes there may be some little adjustment on 
the side of supply, so that gradually market value will be 
drawn towards normal value. 2 The greater the degree of 
adjustment the more will market value approach normal 
value. The more readily the supply can be increased Of 

decreased as required, .the quicker and closer will market price 
conform to cost of production. 

Again, there may be certain temporary influences which 
may act upon market value, pushing it up or down. For 
example, suppose there is a boom in cotton; speculators start 
buying it feverishly and this will send up the prices. 
But when more normal conditions of demand are restored 

1 See §13. 
2 With every change in conditions of supply and demand there will be 
new normal value towards which market value will move. But tbe 

main point to remember is that every given position of supply and demand 
has its normal value. and the market value tends to approximate to tbe 
normal value which is normal with reference to this particular position. 
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the prices will again come down to their usual level. It is 
in this manner tha.t market value is spoken of as hovering 
round normal value. In short, market value reflects the 
conditions of demand as they exist at any given time. 
Normal value reflects the more permanent conditions of 
demand and supply, enough time being allowed for their 
effects to be. fully worked out. I~ will thus be realized that 
the time element plays IL very important part in the theory 
of value and that on it is based the distinction between market 
value and normal value. 

If we firmly grasp the idea that bdtli supply a.nd demand 
are fundamental causes of value, we shall be able to see the 
fallacies of some of the earlier theories, most of which erred 
in emphasizing either the supply side or the demand side to 
the exclusion of the other. Thus the Utility Theory of Value 
was mistaken because it ignored the supply side a.nd made 
it appear as if value depended solely on utility or demand. 
The Labour Theory (or the Cost of Production Theory) was 
mistaken in that it neglected the demand sid~ and placed 
exclusive emphasis on the supply side as the determinant of 
value. The correct theory of value is the Marginal Theory 
as explained above, ~hich brings out the significanc~ of both 
supply and demand. 

§21. Cost of production.-We may now proceed to 
analyse further some of the terms and ideas used in the 
preceding sections. We will first consider the conception of 
oost of production. In the first place, IL distinction may be 
drawn between (i) real cost 0/ production, which means the 
actual efforts and ~acrifices' of various kinds required for 
the production of IL commodity, and (ll) money cost or 
f:rpenses 01 produrtion, which means the money payments 
for these different efforts and sacrifices in the form of wa~es, 
interest and profit. In economic discllssions the term 'cost 
of production I is very often used in the sense of expenses of 
production. But if we are particular, the latter term should 
be used only when we mean the money costs. A further dis
tinction is drawn between (D prime, sTlecial. or direct cost, 
and (ii) supplementary or on-costs. The prime, sperial or 
,direct cost refers to such items of the cost of production as 
vary in direct proportion to the output (e.~. the amount of 
raw materials consumed, the labour power required, and the 
wear and tear of machinery involved). The supplementary 
costs !Orl-costs) include those standin~ charQ'es on account of 
durable plant, salaries of the superior employees. and other 
establishment (overhead) charges which ,must be incurred 

11 
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whatever the volume of the output. These two elements 
together make up the total cost of a commodity, a.nd price in 
the long run must cover this total cost, although during short 
periods of depression, or excessive competition, things rnay 
be sold at less than the total cost at a price just sufficient to 
cover the prime costs. But unless in the long run the price 
covers the total cost, production will cease. 

§22. The Representatilre Firm.-We have said above 
that marginal supply (which is the same thing as marginal 
cost) determines the supply price of a commodity. It is the 
cost of that unit of the supply which is just worth the pro
ducer's while to offer or contribute to the market. In every 
industry the costs of different producers are different. Some 
have exceptional abilities and other advantages and their 
costs are low. Some may be just struggling into business 
with the greatest handicaps in these respects and are thus 
leading a precarious existence. We cannot, therefore, regard 
the conditions of supply by such individual producers or firmli 
3S typical of the industry. As Marshall suggests, we mUFt 
leave aside both these types of producers or finns, and select 
what may be called an average or 'Representative Firm. 
which must be one which has had a fairly long life 
and fair success, which is managed with nonnal ability, 
and which has nonnal access to the economies, external 
and internal, which belong to that aggregate volume of 
production'. 1 It is the cost of production of this avera;e 
or mature representative firm that detennines the normal 
supply price of a commodity. The superior finns, conducted 
by men of extraordinary ability or enjoying other exceptional 
advantages, will therefore make extraordinary -prefits. The 
most inefficient finns will sooner or later be eliminated, and 
their costs do not detennine price. They are undersold by 
the better-managed firms with lower costs, and are eventually 
pushed out. The true marginal cost therefore, which governs 
price, is the cost of production per unit of the output in the 
representative firm. In this book it is not possible to enter 
into further refinements of the cost doctrine. 

§23. Values of complementary goods.-We have so far 
considered simple values of goods considered separately. \Ve 
shall now proceed to consider the question of nlues of 
complementary or connected goods. Goods which are com
bined so as to fonn an economic whole are called comple
mentary goods. Let us first consider the values of 

I Marshall. op. cit .• p. 31i. 
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complementary goods on the demand side and then on the 
supply side. 

(i) Joint demand.-Things are said ,to be in joint 
demand when what is wanted to satisfy certain kinds of 
demand is not a single article but a combination of articles 
(e.g. ink and pen, golf clubs and golf balls, pipe and tobacco). 
Then again a demand for a finished commodity involves an 
indirect or derived demand for its factors of production. Thus 
the 'demand for bread involves a joint demand for land, seed, 
labour, agricultural implements, transport, etc. (see Fig. lOa). 

LA"ID SUD 

JOINT DEMAND 

LABOUR MACHINERY TRANSPORT 

BREAD 

TEA 
Mill( SlIGAR LE.AVES 

\V 
FIG. lOa.->JoINT DEMAND 

TI!.A 
,/ 

An increase of demand for ihe ultimate product will 
generally bring about an increase in the prices of the consti· 
tuent factors, but the increase is not necessarily uniform. 
That constituent will increase most in price whose supply is 
comparatively difficult to increase and which is also indis· 
pensable. It is clear that this constituent will absorb the 
greater proportion of the increased price of the ultimate pro· 
duct. Any constituent whose supply is plentiful and can be 
easily increased will show a comparatively small rise of price. 

(ii) Composite demand.-Demand is said to be composite 
when a. commodity is in demand for two or more different 
purposes or uses. Thus the demand for coal is compounded 
of the demands for it in households, in factories. 'in railways 
and in gasworks (see Fig. lOb). Similarly. many raw mate·, 
rials like rubber, leather and steel can be put to different uses 
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and the demand for them is therefore composite. The price 
of such an article is fixed by the competition of its buyers for 
the several uses. 

COMPOSITE DEMAND 

COAL 

COOJ<ING GENERATION OF 
STEAM IN FACTORIES 

FOR ENGINES GAS '"'aRKS 
ON RAILWAYS 
STEAMSHIPS ETC. 

FIG. lOb.-COMPOSITE DEMAND 

(iii) Alternate demand.-Demand is said to be alternate 
when it can be satisfied in alternative ways. Thus the 
demand for light is an alternate demand· for electric and gas 
or kerosene-oil lights. The demand for hot drinks is an 
alternate demand for tea and coffee. The price of one 
influences the price of the other. If tea. rises in price con
sumers will, to some extent, substitute coffee for tea. But 
this in its turn will raise somewhat the price of coffee. 

(iv) Joint supply (cost).-We shall now pass on to con
sider complementary goods on the supply side and the 
peculiarities of their value. Corresponding to joint demand 

.JOINT SUPPLY 

COTTON 

1\ 
SHEEP 

LINT COTTON COTTON SEED WOOL MEAT SKIN GREASE 

FIG. lla.-JoINT SUPPLY 

we have joint supply when the supply of one article neces
sarily involves the "supply of another. Wheat and straw, 
cotton and cotton seed, gas and coke are examples of joint 
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supply (see Fig. lla). The costs of production are here 
chargeable jointly to the articles produced in combination. 
The railway service offers a case of joint costs, since most of 
the standing costs are jointly incurred for goods and passenger 
traffic, and .for mail and passenger trains. A passenger train 
may have first, second and third class carriages, but the 
greater part of the cost of running the train is constant and 
does not vary very much according to whether the train con
sists of different classes or not. For instance, the cost of 
maintaining the permanent way and the cost in connexion 
with the establishment, including station-masters, signalmen, 
etc. have all to be incurred without reference to whether the 
train has only one class or more. The railways require a 
large fixed capital which is pu~ to varied purposes, such as 
carrying goods or carrying passengers. Certain simple rules 
regarding the prices of joint products may be stated : 

(a) The prices of the joint products must together be 
enough to cover the joint costs of p. roduction. /. 

(b) But the apportionment of price depends upon the 
relative demand for the commodities jointly prQduced, i.e. on 
the marginal utility of each. Thus usually the demand (mar
ginal utility) for a pound of cotton is greater than that for a 
pound of cotton-seed and, therefore, the former sells at a 
higher price and the latter at a lower price. If, further, the 
demand for cotton increases there will also be an increased 
supply of cotton-seed along with that of cotton, and the price 
of cotton-seed will go down, but the price of cotton will rise 
and thus the joint prices of the two commodities will be 
such as to cover the joint costs. • 

(c) Usually each article entails some special cost to make 
it marketable and it is clear that it must sell for at least its 
special cost. 

The principle of joint cost is found to have a wide appli
cation today owing to the growing influence of chemical 
;:cience, which is making possible the wide-scale utilization of 
by-products. 

(v) Oomposite supply.-Supply is said to be composite 
when a thing is produced from several rival sources. Thus 
sugar is manufactured from cane and beetroot; conveyance in 
a modern city is supplied by various means like trains, taxis, 
horse carriages, trams (see Fig. llb). As Marshall says: 'A 
demand can often be satisfied by anyone of the several 
competitive routes, according to the principle of substitution. 
These various routes are rivals or competitors with onoe 
another ... But in relation to the demand thet cooperate with 
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one another; being "compounded" into thetota.l supply that 
meets thedemand.'l The principle of substitution, as seen 

SUGAR 

COMPOSITE SUPPLY 

MOTOR TRAM HORSE AtRO-
CAR RAILWAY CAR CARRIAGE PLANt 

CONVEYANCE 

FIG. llb.-COMPOSITE SUPPLY 

above, . exercises a moderating influence upon the prices of 
the several complementary supplies. 

(vi) Alternate supply.-Supply is said to be alternate 
when a. given set of factors of production can be used to turn 
out more than one class of goods, though only one at a. time. 
Thus land can be cultivated alternately so as to yield a. crop 
of wheat or barley, or may be put under grass, whichever use 
is more profitable for the time being. 

The foregoing survey of complementary goods shows how 
their range is extensive and is constantly expanding in the 
modern economic organization, making the values of many 
individual goods dependent on the values of other goods. The 
theory of value, however, is not fundamentally affected by 
this complication. 

§24~ What is a monopoly?-Monopoly is the negation of 
competition. When the whole, or pra.ctically the whole, 
supply comes from one producer, he can fix any price that 
may suit him best. Under competition each producer has to 
take care that his own prices are not higher than those quoted 
by his rivals. Monopoly thus implies effective· price control 
-usually on the part of the producers.' , 

§25. Classes of monopolies.-Chapman3 suggests the 
following classification of monopolies: (i) Natural, (ii) Social, 
(iii) Legal, and (iv) Voluntary. 

1 Op. cit:, p. 390. 
'J Monopolies may sometimes arise on the demand side, i.e. we may have 

buyers' monopolies )when there is only one buyer or a number 01 buyen 
combine ·and are in a position to dictate prices. Such cases, however, are 
comparatively rare. 

• S. J. Cb8pma~, .Outlines 0/ Economics, pp. 143-4. 
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(i) Natural monopolies arise as the result of limitation 
of nature's supply of raw materials. The supply may be 
small and confined to certain parts of the globe (e.g. diamonds 
in South Africa, oil wells in Iran, Burma, the U.S.A., and 
water-power sites as in the Western Ghats). 

(ii) Social monopolies.-Competition is regarded as 
undesirable in the case of certain public utility .or quasi-public 
enterprises. In such cases it is either Dot allowed at all or 
is strictly limited on- grounds of economy and public conve
nience, e.g. a number of competing railways covering the 
same tract would be uneconomical and inconvenient to the 
community at large. . 

(iii) Legal monopolies are those created by law for 
promoting general progress and encouraging invention (e.g. 
patents and copyrights conferred upon inventors and authors, 
and trade marks). Some social monopolies als,? enjoy legal 
support (e.g. railway companies require legal permission to 
lay down the railway track). 

(iv) Finally there are the voluntary' monopolies which 
a.rise. (a) from the absorption by 6ne business unit of other 
business units, or from elimination of rivals by cut-throat 
competition, or (b) from the purchase of competing businesses 
or from more or less voluntary agreements between different 
firms. These monopolies broadly fall under two classes. 
namely trusts and cartels, which we have already dealt with. 1 

§26. Monopoly nlue compared and contrasted with com
petition yalue.-A monopoly may be defined as a condition 
of production in which a single person, or a number of per-, 
sons acting in combination, have power to fix the price and I 
to leave the demand to determine the quantity that can be· 
sold at that price (or to put it the other way round, the power 
to fix the quantity offered for sale and sell it at such a price 
M is necessary to induce the purchasers to buy the whole 
of that quantity). The monopolist producer alid the producer 
under competition are both moved I>y the same desire, 
namely the desire for the maximum profit obtainable in the 
given circumstances. Under competition, however, each 
producer has to reckon with rivaJs and, as we have already 
seen, the price under these conditions will approximate to 
the expenses of production. The monopolist on t~e other 
hand, can, in theory, fix the price at any level he chooses 
abov~ the bare expenses of production. He has no need to 
fear that somebody else will undersell him and attract all the 

• See ch. viii. § 31. 
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!
consumers to himself. Under competition the (marginal) 
expenses of production give the minimum below which the 
prices will not fall as well as the ma.ximum beyond which 
they will not rise. Under monopoly the prices will of course 
not be less than the expenses of production, but theoretically 
they are subject to no maximum limit. 

It would, however, be a mistake to suppose that the 
monopolist's interest always lies in pushing up his prices 
higher and higher; for he must consider the effect of such a 
procedure on demand, which will shrink as prices rise. In 
fact, on the demand side, the problem of value under mono
poly remains the same as under competition. The Law of 
Demand, which tells us that in the case of every commodity 
to a greater or less extent, every rise in price will cause 
demand to contract and that every fall will similarly cause 
it to expand, remains in operation under monopoly as under 
competition. If the monopolist therefore desires a very 11igh 
price, he must restrict his supplies. At any given time, every 
conceivable price is linked together with a certain definite 
quantity which alone can be sold at that price. The mono
polist can fix either the price or the output but not bot". 
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In Fig. 12 DDl is our usual demand curve. Accordinn' to 
this figure the monopolist cannot, for example, fix his output 

t~ 
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at ONa and expect to be able to sell it at price KN per unit. 
If he decides to fix the price at KN, the output is auto
matically fixed for him, because at price KN he can only 
sell quantity ON. Or, which comes to the same thing, he 
can decide on output ON, in which case he finds that the 
price must be KN, because he will not be able to sell quantity 
ON at any price higher than liN, however much he may 
wish to do so. Out of any number of possible prices the 
monopolist endeavours to choose that price which yields him 
the highest net income or the highest net monopoly revenue. 
'Net monopoly revenue' means the total amount realized at 
a certain price minus the expenses of producing the quantity 
that can be sold at that price. The expenses of production, 
it must be remembered, include among other things normal 
profits secured under conditions of competition . 

. §27. Considerations governing monopoly vaIue.-In the 
examples given below (A, B and C) the considerations deter
mining the price and output yielding the highest net 
monopoly revenue have been indicated in each case. 

Wf3 cannot say off-hand whether the monopolist stands to 
gain most by. a comparatively high price or a comparatively 
low price, without studying the demand and supply schedules 
of the commodity in question. Other things remaining the 
same, the monopolist's interest lies in (i) securing as high 
a price as possible for each unit sold, while at the same time 
(ii) selling as large a quantity as possible, and (iii) reducing 
as much as possible the cost of production per unit. 

(A) In the case of a. commodity the demand for which 
is inelastic, prices may be raised without the demand being 
appreciably curtailed in consequence. If the commodity is 
also subject to the Law of Diminishing Returns, so much the 
better for the monopolist. Because even if the demand 
shrinks to some extent as the result of a. rise in prices, this 
may be more than counterbalanced by the decrease in the 
cost per unit of the smaller output. • 

(B) Similarly, the interests of the monopolist are likely 
to be best served by fixing prices at a. low level in the case 
of elastic demand and increasing returns. For the lowering 
of the price in this case is likely to be more than offset by 
expansion of demand, while the increased output will mean 
decreased costs of production. 

(C) Finally, in the case of articles subject to the Law 
of Constant Returns, the monopolist can almost exclusively 
concentrate . his attention on demand since there are no 
changes in cost, which in"dicates only the lower limit to the 
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price which will be fixed according to the elasticity or in
elasticity of demand. If demand is elastic, price will be low, 
if inelastic, price will be high. 

Thus in all cases of monopoly value, the monopolist must 
carefully weigh two main factors: (i) the nature of ihe 
demand, and (ii) the expenses of production per unit. 

§28. Illustration of monopoly yalue.-Finally we may 
give an example to show how price would be fixed in practice 
by the monopolist. Let us take the case of copyright bookK 
with elastic demand and subject to diminishing cost (Case 
B above) : 

(4) 
Net (1) (2) (3) Demand (5) monopoly Output, or size Cost per Aggregate or Aggregate revenue of the edition copy cost sale receipts (5 miPlu, 3) price 

-~-.-

I 

I 
Rs. Rs. Rs. Rs. Rs. 

4,000 61 26,000 71 30,000 4,000 

6,000 I 5 ! 30,000 6 
, 

36,000 6,000 
I I i 

8,500 
, 

I 4,250 ; 4 34,000 41 I 38,250 I I I 

From this example it is clear that neither the highest 
price (Rs. 7!) nor the lowest one (Rs. 4!) per copy will yield 
to the monopolist the maximum monopoly gain. The medium 
price of Rs. 6 per copy will be the most suitable price since 
it will yield the highest monopoly profit (Rs. 6,000), the 
number of copies sold being 6,000. 

In Fig. 13 the data given above are graphically illustrated. 
The three alternative prices are PR, PIRI and P'RJ • The 
shaded rectangles represent the net monopoly gain "in each 
case. Rectangle II represents the largest monopoly revenue, 
thus showing that PIRI is the best price for the monopolist. 
Under competition the price would be determined atthe point 
of intersection of SSI andDDI, namely at pa, and would be 
P 3K3. Similar diagrams could· be drawn" to Inustrate the 
determination of monopoly prices under increasing cost and 
constant cost. How far the monopolist succeeds in hittinlT 
upon just the price which will maximize the net revenu~ 
depends upon the correctness with which he can make his 
calculations regarding the reactions of demand to varying 
prices and the cost of producing different quantities. To BOme 
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extent he' may be able to base his estimates on actual experi.: 
ments with different prices and quantities, but largely he will 
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FIG. IS.-DIAGRAM ILLUSTRATING THE DETERMINATION OF 

:MONOPOLY PRICE UNDER INCREASING RETURNS (OR DUrfINlSHING 

COST) 

hav'e to depend upon his insight and business acumen in 
deciding which price will be most profitable. 

§29. Is monopoly necessarily detrimental to the. consu
mer ?-The popular notion is that a. monopoly must neces
sarily be injurious to the interests of the consumer because 
it is supposed that. the monopolist's' prices will· usually be 
higher than competitive prices. But this need not-always be 
so. In the first .place, ,the' 'costof production -under mono
poly may be distinctly lower . than if the same aggregate 
output were to be produced by & -number of comparatively 
small competing producers:, Even· under competitive condi~ 
tions, large-scale production is of course possible; but it is 
easier to realize its well-known economies under monopoly 
than under competition, by 'concentration of best-equipped 
plants which are worked regularly at high pressure', by 
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'standardizing the product or the service, and thus increasin~ 
the general productivity of the organization'. An individual 
producer may again be deterred from introducing improve
ments because these are very soon copied by his rivals. A 
monopolist, on the other hand, is sure of himself reaping the 
whole benefit of any of his economical devices and therefore 
he is readier to adopt them. While all these economies will 
send down the cost of production below the competitive level, 
the monopolist may find his greatest 'gains in selling a large 
output at as low a price as possible, and the resulting price 
may actually be lower than under competition. Here the 
interests of the monopolist and the consumer happen to coin
cide. But even when the immediate advantage of the 
monopolist may seem to lie in fixing a pretty heavy price 
there are several considerations which may lead him to keep 
the price within moderate limits. We may mention some of 
these restraining influences: 

(i) Xhe possibility of substitution.-Goaded by too high 
a price the consumers will try hard to find some substitute 
and often succeed in doing so. 

(ii) The monopolist by his tactlessness may drive the 
consumers to combine against him. 

(iii) The public resentment due to his action may lead to 
Government interference and regulation. The Government 
may even decide to take over the industry itself. 

(iv) Competitors, who may not be there in the beginning, 
may at last appear. From the high prices charged by the 
monopolist they will infer high profits and will try to share 
them. ' 

(v) Occasionally -the monopolist may bappen to be a man 
who has a social conscience. He may desire to combine 
reasonable profits for himself with the promotion of public 
welfare through moderate prices. It is natural that this 
solicitude for public welfare should be expected more as a 
matter of course wheu the monopoly is in the hands of the 
State or a public body like a municipality. 1 

, §30. Evils or monopoly.-Although. as shown above. 
monopolies need not necessarily be detrimental to the 
interests of the consumers. there is a good deal of popular 
prejudice against them and some explanation of this fad i~ 
necessary. Part of the explanation is that the monopolist 
often shows a thoughtless preference for unreasonably high 
prices, where low prices 'Would in reality be more advantage. 

I See ch. xvii; also read Marshall, op. cit .• pp. 488-9. 
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ous even from his own purely selfish point of view. He 
generally acts by rule of thumb without careful and intelli~ 
gent caloulation and on the mistaken assumption that the 
higher the price, the greater must be the benefit to himself. 
Another evil associated with monopoly is price discrimination, 
that is, charging different prices to different people in the 
same market (a thing which cannot occur under competition), 
or different prices in different areas in the same country. 1 

Discrimination between one customer and another may be 
prompted by the desire "On the part of the monopolist as far 
as possible to absorb the whole of the consumer's surplus. 
If, for example, in the judgement of the monopolist customer 
A will be prepared to pay Rs. 10 for the article, he will 
charge him Rs. 10; if customer B is only prepared to pay 
up to Rs. 7 J he will charge him Rs. 7 and so on. (The first 
edition of a. novel is often highly priced and is followed by 
a. cheaper edition.) Or it may simply be dde to favouritism 
-':"favouring powerful customers and tyrannizing over weaker 
oneil. Lastly, monopoly may spell stagnation in .industry. 
Without the stimulus of competition producers are likely to 
be unenterprising and conservative and the industry will 
therefore remain in a backward condition. J 

Another danger from monopoly is that the powerful 
monopolistic combinations may be a source of grave menace 
to the State and may use political corruption to secure their 
ends.' 

SUMMARY 

Economio progress requires specialization or division of labour and this 
io turn necessItates ,:z;chang.. The phenomenon· of exchange gives rise 
to the central problem in economics, namely the problem of value. 

Voluntary exchange among normally intelligent men must result in 
gain to both parties to the exchange. 

In the course of progress the inconvenient and clumsy method of 
exchange by barter gives place to exchange effected through the medium 
of money. Besides money, a developed system of exchange rests upon a 
propl!r system of merdtant middlemen and of transpori. 

I The variant of this practice under which lower prices are charged 
for the same goods in foreign markets as compared with those in the 
domestio market, known as 'dumping', is discussed in ch. xii, ill. 

• As the reader will notice in ch. xii, §10, this is one of the principal 
arguments against protectionism. 

• See ch. viii, §89. 
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The consideration of exchange Daturally leads to a consideration of 
markets. 'l'he essential idea of a market is Dot some definite locality where 
things are offered for sale, but the presence of effective competi~ion leading 
to uniformity of price throughout the extent of the market. 

The following conditions are favourable to the development of "!ride 
markets, and their absence will tend to make markets narrow: 

(i) Effective means of communication, (il) Portability, (iii) Easy cog
nizability (through grading, sampling, etc.), (iv) Durability of the goods 
dealt with, and (v) Existence of a large and steady demand. 

One of the characteristics of modern markets is the development of 
speculation or dealings in futures. A speculator may either 'sell ahort' or 
• buy long'. He will do the former if he expecta prices to fall and the 
latter if he expects them to rise. 

Speculation is a socially beneficial activity provided the forecasts of 
speculators are based on intelligent and painstaking study, because it makes 
inevitable fluctuations of prices gradual instead of sudden, 80 that people 
get time to adjust their consumption to the change. Producer. also benefit 
because professional speculators can guarantee to them the supply of their 
raw materials at fixed prices, which saves them much "!rorry and incon
venience. Sane specuiation on the stock exchangea directs the course of 
investment into the most fruitful channels. 

When speculation degenerates into mere gambling it acts injuriouHly 
upon society, by springing upon it sudden and unexpected changes in prices 
of goods and securities, causing serious economic, dislocation, and bringing 
unmerited suffering on thousands of innocent people. 

It is, however, very difficult to devise suitable checks. Legislation is 
found to be either ineffectual or to hit legitimate speculation along with 
the undesirable variety. Reliance must be placed mainly on fostering a 
higher standard of business morality and of social responsibility. 

For a correct understanding of the phenomenon of flalue, it is necessary 
to appreciate the fact that value depends both on supply and demand. 
Modern analysis has shown that what is significant in this connexion i, 
marginal supply snd marginal d8ml/nd. 

The famous distinction between market flalue and normal f!alu8 turn. 
on the period considered. In market value the reference is to tbe price 
at any given time, and the forces, of supply and demand tbat we hsve 
to consider are those actually operative at tbat time. These forces are 
constantly changing because we sre living not in a static but in a dynamic 
world. But the immediate 'or sbort-period effects of these changes on 
value (or price), with which we have to do in market value, may be different 
from the ultimate or long·period effects, witli which' we are concerned in 
normal value. In normal value we assume that enough time is given for 
tendencies set up by any changes in conditions of supply or demand to 
work themselves out completely. Thus -suppose there is a rise in demand. 
Supply will' then tend to increase. But the increase takes time. In tbe 
meanwhile the market price will rise becanse here supply means what 
happens to be actually' available,. But in the long YllJJ when supply doe, 
increase, we shall have a level of prices appropriate to tbis increase and 
the cost of its production. 
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Gradually the day· to-day or market· price will show the influence of 
adjustment on the side of supply, and market .. price will approach normal 
price more and more. 

In ;market ,price aG'ain, ·any purely temporary influence will make itself 
felt. But being temporary it will disappear and leave the market price 
to b. influenced steadily by the permanent forces, so that it will gravitate 
towards normal price. 

'Such is the relation between market value and normal value. 
In ,market value, demand is more influential than supply, which is 

to be taken as, for the time, unalterable. In normal value, supply msy 
be regarded as the more inlluential factor, a certain changed condition 
of demand being assumed to persist, while the supply is being adjusted to 
it. The term • cost of production' is sometimes used to mean (i) the ,.eal 
COBt 0/ production, i.e. the actual effort and sacrifice undergone by the 
suppliers of the different factors of production, or (ii) the ezpemeB oj 
production, i.e. the money payments in the form of wages, interest and 
profit necessary to call forth the different kinds of effort or sacrifices. 

Apotheru8erul distinction is between (i) Prime, Special or Direct Cost, 
i.e. such costs as vary with output, and (li) Supplementary or On-Costs, 
i.e. luch costs as do not vary whatever the output. 

The two together make up the total cost of production which price 
must ultimately cover.· 

Seeing that the cost of production varies ,from firm to firm we want to 
know whose cost of production it is that determines price (or that price 
must cover). For this purpose we have the notion of the ,.epre8entatifJe 
firm. i.e. a firm managed with DOrmal ability and enjoying normal access 
to internal and external economies. Firma less than normal in these respects 
will sooner or later go under in competition and their unduly heavy costs 
of production will not influence price. 

Demand is said to be joint when its satisfaction requires the use of 
more than one article in combination. Changes in such demand will hring 
II bout cbanges in the prices of the several constituent articles according to 
the relative difficulty of supply and the extent to which each is indispensable. 

Demand is said to be composite when a commodity has more uses than 
one. The total demand for the commodity is the aggregate of the demands 
for each several use. Tbe competition of its buyers for its several uses is 
ODe of the forces governing the price of such a commodity. 

Demand is alternate when suhstitutes are available. Thus if we want 
light, we may use electricity or gas or kerosene oil. The prices of such 
substitutes are to some extent mutually interdependent. 

We speak of jointlBupply when the production of one commodity involves 
the production of one or more other comf!1odities inseparably connected with 
it. The price yielded by such commodities together must cover the joint 
cost of their production, the portion of the total price which each bears 
being dependent upon its marginal utility. 

Supply is said to be composite ,"hen it is produced from several rival 
aources giving scope for the operation of the principle of substitution. 

When the same factor of production can be used to produce more tban 
ono class of goods, though not simultaneously, .upply is said to be a/terllat •. 
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Monopoly is the opposite of competition. The whole supply is con
trolled by onE! producer who can fix what pricE! he likes, instead of having 
to accept the price as determined by competition among a number of rival 
producers. But while the monopolist can fix the price be cannot at the 
same time dictate the amount to be sold at that price, because thi. latter 
depends on demand. The essence of the matter may be expressed by 
saying that the monopolist can dictate eitlter the pricE! or the output but 
not both. He will consider various prices and the various quantities which 
his knowledge of demand tells him he is likely to Sell at these several 
prices, and he will choose that arrangement which will yield him the 
highest net income or the highest net monopoly rellenue, as. it is called. 

If the demand is inelastic and the commodity is subject to the Law of 
Diminishing Returns, the monopolist is likely to favour a high price and 
restricted sales. If demand is elastic and thll Law of Increasing Returns 
is in operation, large sales at a low price will probably be most advantageous 
to him. 

Thus it is not true that even if the monopolist were to pursue nothing 
but his own interest, prices are bound to be high. On the contrary, it 
may happen that monopoly prices are actually lower than competition 
prices, becauslI under monopoly there may be a considerable saving in the 
cost of production, and the monopolist may after careful calculation come 
to the conclusion that his profits are likely to be highest if he fixe. the 
price as near the cost of production as possiMe, enabling the market to 
take a very large quantity. Apart from this purely selfish consideration, 
the natural impUlse of the monopolist to pitch the price very pigh is subject 
to the following restraining influences: (i) Possibility of substitution, (ii) 
Fear of combined action on the part of consumers, (iii) Fear of Government 
interference, (iv) Fear of competitiVE! producers appearing on the scene, 
and (v) Solicitude for public welfare. 

The prejudice against monopoly, however, is not altogether baseless. 
The monopolist will often exact an oppressively high price because it may 
actually be most profitable to him or because he thinks (it may be quite 
mistakenly) that it is most profitable. He may also make himself unpopular 
by charging different prices to different people or in different areas. Other 
possible evils of monopoly are that in the abseuce of the spur of competitior. 
:here will be no inducement to introduce improvements, aud monopolies may 
constitute a grave menace to the State and may lead to political corruption. 

Monopolies may be classified as (i) Natural mouopolies, (ii) Social 
monopolies, (iii) Legal monopolies, and (iv) Voluntary monopolies. 



CHAPTER X 

EXCHANGE: MONEl: 

§l. Difficulties of barter.-:-A· money economy is found 
to exist in every civilized society. The peculiar disadvantages 
of barter (that is, direct exchange of goods against goods) 
which is·o. possihle alternative to money economy, may be 
briefly' summarized as follows: 1 Exchange by barter cannot 
occur without the double coincidence of wants and posses
sions. What I want the other man nwst possess, and he 
must want what I possess., Even when there is this double 
coincidence there would be difficulty in deciding how much 
of one thing ought to exchange for how much of the other, 
and endless biggling would be the result. This difficulty is 
obviated if we have a common measure of value. In barter 
there will be the further difficulty of 'accommodating units 
of sale to units of purchase'. Suppose I have a field and I 
wish to offer it in exchange for numerous articles which I am 
in need of.' How can I cut up the field into convenient 
lots to offer them in return for everyone of these articles?~ 

§2. Definition of money.-The term 'money' is used in 
different senses in different connexions. But a careful 
iniluiry as to the meaning of the term will serve to clear our 
ideas on the subject. Walker's famous statement, 'Money 
IS what money does', on the analogy of the well-known 

I See also ch. ix, §4. 
• 'In modern communities the obstacles to barter of any kind are almost 

insuperable. One can hardly imagine a prodncer, in the manner of • 
town· crier. proclaiming his wares and requirements in the following terms: 

"Oyez I Oyez' I am a printer, and have for 8ale forty-eight hours 
a w~ek of my labour for fifty weeks of the year; and '1 want someone 
to give to me in return for my labour the use or a hoose and garden, the 
n(l('essary furniture. tdequate food and clothing for myself and family. 
tobacco, matches and a daily newspaper, writing paper and postage stamps. 
life insurance and medical attendance, a weekly entertainment at a theatre. 
and an annual holiday. • • '" The requirements could almost be extended 
without limit, but it would be ludicrous to pursue the example. We may 
condude that the complex system in which we now live renders simple 
barter virtually impossible; indeed, that our economic system could never 
have evolved to its present position had not a more efficient system of 
~l[change been discovered. ·-H. A. Silverman, The Groundwork 0/ EconomiC8. 
pp. 81·11. 

12 
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proverb, 'Handsome is that handsome does', merely leads liS 

further to inquire 'What is it that money does? What are its 
functions?' Its principal functions are that it acts (i) as II. 

medium of exchange, and (ii) as a standard of value. If 
as Walker says whatever performs the functions of money 
is to be included under the term money, it would appear as 
if coins, government notes, bank notes, cheques, bills of ex
change and even first-class securities must be regarded as 
money. But a little thought will show that these difIerent· 
instruments do not all perform the functions of money equally 
well. In order to be a good medium of exchange it is neces
sary that the money used should be accepted freely in final 
discharge of liability or debt throughout a community. l!'rom 
this point of view there is considerable difference between 
the instruments broadly grouped as money. For instance, 
rupees in this country pass from hand to hand with complete 
freedom. So do Government Currency Notes. But the 
Dotes will circulate freely only so long as people continue to 
believe that they are convertible without question on demand 
into rupees. Cheques on the other hand, circulate only 
amongst those who are assured of the credit of the drawer 
(assured that they will be cashed by the bank on which they 
are drawn). Bills of Exchange, hundis, etc., have a stilI more 
limited circulation. But there does not seem to be any logical 
reason why all these media of exchange should not be called 
money in so far as they do perform the functions of money. 
As we shall see later on, the volume of money has an im
portant bearing on the level of prices. In establishing this 
proposition we shall find that under the term money we 
have to include not only standard coins and other legal 
tender, l but also to some extent cheques and other forms of 
'fiduciary' or 'representative money'. 2 What exactly is to be 
understood by 'money' in a particular connexion will generally 
be clear from the context. But the more important thing is 
to understand thoroughly the nature of the work which 
money is expected to do. Let us therefore give a fuller 
sta.tement of the functions of money. 3 

I This term is explained in §12. 
• Fiduciary (from Latin fiducia, trust, reliance) means drawing ita 

value from the confidence of the public. Representative means representing 
or acting as a substitute for the standard of value. 

• The terms 'money' and 'currency' may in this connexion be distin. 
guished. The term 'money' ia very wide in ita scope, since it includes 
anything that serves as a medium of exchange. The term 'currency', on 
the other hand, ia narrower in its scope, and it usually signifies those 
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§3. Functions of money.-The functions of money fall 
into two classes: (i) the fundamental or primary functions, 
and (ii) the secondary or derived functions (derived from the 
fundamental ones). 

(i) The fundamental functions of money are that it acts 
as (a) a medium of exchange; (b) a measure of value. 

(ii) The derived functions of money are that it serves 
us (c) a store of value; (d) a standard of deferred payments; 
(e) a reserve for bank credit. 

We shall now explain each of these briefly: 
(a) Money acts as a ~di1!m...D1 excb.an~It is a

means of transferring, from one party to another, command 
over commodities in general (purchasing power), thus facili
tating exchanges among the members of a society and 
enabling division of labour to work out its results smoothly. 

(b) Money functions as a comm~~l!sure of valu.e.
Just as we measure the length o'fiLPiece of cloth by means 
of the yard-stick, so we measure the value of utilities by the 
measuring rod of money. By stating the prices of different 
utilities (i.e, by stating their va.lues in terms of a common 
standard, money), it is clear tha.t we facilitate the exchange 
of one utility against another. 

(c) Money serveq as a store of value.-Money should be 
capable of performing thls function satiSfactorily. It should 
not deteriorate in value by being stored. We may want to 
store our money beca.use we wish to enjoy it at leisure, or 
because we simply wish to save it. This function is becom
ing less and less important owing to the substitution of "deposit 
banking for hoarding, and owing to the growth of the 
investment habit. 

(d) Money acts as a standard oJ.. deferred payments.
Contracts a.bout future deliveries or payments would work 
out inequitably, if the inoney in terms of which they are 
ma.de fluctuates in value. It is therefore important that our 
money should be reasonably steady in value. 

(e) Lastly, money serves as a f'esef'fJe Of' basis for cf'edit 
0l!!~atfQ~s.:..-A pro\ler ca.sh reserve ensures SOlvency-and 
enables us to use cheaper media of exchange, such as bank 
ltotes and cheques. 

media of exchange which are commonly current by reason of the authority 
of the State behind them, i.e. those that are legal tender. Thus while 
the rupee or rupee Dotea are currency, a cheque or a bill of exchange cannot 
oe regarded as currency, although it may, to some extent, function as 
1I10ney. 
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§4. Precious metals as money.-A gradual process of 
evolution has led to the general acceptance of the precious 
metals as the chief form of money, because they possess the 
following qualities usually regarded as necessary: (i) Porta
bility; Oi) Durability; (iii) i IJ1trinsic value', (gold and silver 
are valued for their own sake); (iv) Homogeneity (so that 
value is in exact proportion to weight); -(v) Divisibility (gold 
and silver can be divided and joined together again with 
ease. Contrast with them such a thing as a diamond. It 
cannot be divided without losing its value); (vi) Malleability 
(the metal should be capable of being easily hammered into 
any form and receiving any kind of stamp guaranteeing its 
quality and value); (vii) Cognizability (no inferior metal can 
be passed off as gold or silver, because they are so easily 
recognized); (viii) Stability of value (gold and silver-parti
cularly gold-are relatively stable in value, because, owing 
to their great durability, the stocks of the world supply of 
gold and silver have gone on steadily increasing ever since 
man began to dig them out of the earth. The total stocks 
at present in existence are therefore so huge that any year
to-year fluctuations in the quantity mined have very little 
immediate influence on the value of the whole. The value 
of other commodities like wheat depends largely on the 
quantity produced in any given year. Nevertheless it must 
be admitted that in respect of stability of value even gold haH 
been found to be more unstable than is to be desired. How 
to devise a monetary system ,.that will give the world relief 
from violent changes of prices is one of the most urgent as 
well as one of the most difficult of economic problems.) 

15. standard coins.-The standard or the principal coin 
is the chosen coin adopted as the unit in the monetary 
system, being a certain weight of gold or silver of a certain 
standard of fineness. Thus when the Gold Standard was 
functioning in Great Britain, before 20 September 1931, the 
gold sovereign having a weight of 123'27 grains H fine (or 
113'01 grains troy of pure gold) was the standard unit of 
~alue, all other values or prices being reckoned in terms of 
It. A standard coin has the following characteristics: (i) It!'! 
value as metal is the same as its value as coin. For example. 
the gold sOVereign in pre-war England was officially equal 
to twenty shillings. If it was melted, one could always have 
twenty shillings in currency in exchange for it. (ii) The 
standard coin is also unlimited legal tender, i.e. it can be 
used in final discharge of any liability. (iii) Usually again 
the mints are open to free coinage of the standard coin. 
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(iv) Lastly, to the value of the standard coin (money), are 
referred the values of money of other kinds for determination. 

§6. Token coins.-Token coins are so called because 
they are :tokens of value,)having an (official purchasing power 
which they do not intrinsically possess. They are made of 
a different metal (e.g. nickel or bronze) from the standard 
coin and are dependent on the latter for their nominal pur
chuting power. . They are intended to serve as subsidiary 
lllq'Dey for making small payments, or making up odd 
mnopnts involved in large transactions. 'foken coins offer a 
contrast to standard coins in all respects and possess the fol
lowing characteristics: (i) Their intrinsic value is less than 
their value as metal. If, for instance, twenty silver shillings 
are melted, the metal so obtained cannot be sold for £1 or 
twenty shilling pieces or anything equal in value to that. 
(ii) TQken coins are limited legal tender. In England the 
silver shi1Iing, which is a token coin, is legal tender only 
up to forty shillings or £2. If in England you ow-e some
body £5 and take a hundred shilling pieces to your creditor. 
he is entitled to refuse to accept payment in this form. 
(iii) There is no free coinage of token money. The public 
cannot take· ingots of metal to the mints and have it turned 
into token coins. How many token coins are manufactured 
and put into circulation depends entirely on the discretion of 
the currency authority. 

If the token coin (as metal) is really not worth as much 
as fixed by the currency aut.1lOrity, how is it accepted by 
the public at the official valuation? The answer is that by 
limiting its supply the currency authority can maintain the 
official value. Token coins have utility because without their 
use the smaller transactions could not easily be carried oq. 
They possess utility and the Government sees to it that they 
are supplied in limited quantities. We have already seen 
that in· order that anythi~g should possess value, it should be 
useful and scarce. If through an error of judgement or for 
the purpose of making profit out of the coinage, the Govern
ment issues an excess of token coins, they will lose the 
artificial value with which they have been endowed. This is 
known as the principle of limitation. l 

The rupee in India is a curious mixture of token and 
standard coin. It is like a standard coin in that it is 

I Tt is often stated that their limited legal tender character also helps 
token coins in maintaining their value. However, the fact thall' they are 
not unlimited legal tender is a disadvantage and by itself ought to diminisb 
their value rather than increase it. 



182 INTRODUCTION TO ECONOllICS 

unlimited legal tender. It is like a token coin in that (i) it~ 
official value of Is. 6d. sterling is very much more than the 
market value of the 165 grains of pure silver which it contaills 
and further in that (ii) it is not freely minted. 

Paper money may also be regarded as token money, itt! 
intrinsic value being almost nil. The difference betweeu 
silver or bronze token coins and paper money is often olle 
of degree only. The shilling or the rupee is after all a. note 
printed on silver (a more expensive material than paper). 

COINAGE PROBLEMS 

§ 7 . The use of coins.-The precious metals are used as 
money in the form of coins today, and the inferior metals 
like copper, bronze and nickel for subsidiary or token coins. 
When precious metals were first used in the shape of rough 
ingots or cut ingots it was not possible to use them as currency 
• by tale' (i.e. by counting the number of money pieces), 
because they were not guaranteed to be uniform in weight 
and value. They had to be weighed and assessed every tim!' 
they were offered as money. This naturally caused consid(')'
able inconvenience. Eventually they were given a. definite 
form as coins, usually disc-shaped. Coins may be defined 
as stamped and certified pieces of metal of which the weigllt 
and fineness are guaranteed by the Government, and certified 
by the integrity of designs impressed on the surface of the 
metal. The above description applies to what are calle(1 
'standard coins'. Token coins are also stamped, but their 
weight and fineness are ·not guaranteed. In fact, it is 
understood that their intrinsic value is smaller than is 
artificially given to them by the Government. 

Owing to the increasing use of convertible and inconvert
ible paper moneyl the use of standard coins at present in 
tlle principal currency systems of the world is very small Ot 
al,?ost nil. The coins in circulation today are mainly token 
CQlDS. 

§8. Free coinage, gratuitous coinage, seigneurage and 
brassage.-The conversion of metal into coins is now every
where a function of the State, which undertakes it mainly 
for e~suring :public convenience by maintaining uniformity 
of COlDS. InCIdentally the profit from coinage g'oes into the 
public treasury. For this purpose every Government main
tains one or more mints (e.g. India has mints at Bombay 
and Calcutta). 

I See §22. 
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Free coinage in its technical sense refers to the right of 
any holder of bullion to have it converted into standard coins 
at a fixed rate and without any limit of amount. For 
example, mints in India were open to the free coinage of 
silver into rupees from 1835-93. In 1893 the mints were 
closed to the coinage of silver except on Government account. J 

Gratuitous coinage (which should be carefully distinguish
ed from free coinage) means that the State levies no charge 
for conversion of bullion into coins at the mint. For 
example, until the passage of the Gold Standard Act of 1925, 
in Great Britain gold bullion was converted into sovereigns 

. for the public without any charge, the expenses being borne 
,by the Government. 

As already observed, the right of free coinage is recog
nized only in relation to the standard coins of a country; 
as to token coins, they are issued solely at the discretion of 
the State. It may be added here that the free coinage of 

·standal'd coins without limit of amount, and the freedom to 
melt them, serve to maintain the identity of the legal (or 
the face) value and the intrinsic(ot bullion) value of such 
coins. 

Seigneurage and brassage or mintage.-The term 
'seigneurage' is ambiguous. It ordinarily means the charge 
levied by a. Government on coinage by withholding a small 
amount of the bullion presented for coinage. When the 
charge is just equal to the actual cost of coinage, it is referred 
to as brassage or mintage. The seigneurage may sometimes 
be in excess of such cost, giving rise to a profit which is 
appropriated by the authority issuing the coins. This 
practice was common in the Middle Ages, but it no longer 
obtains today. The term 'seigneurage' sometimes means the 
special profit made on token coins which are issued by the 
Government at a lega.l value higher than their bullion value 
(e.g. the British shilling or the Indian rupee). In the pre
war period the rupee cost the Government about eleven penee 
but was issued at sixteen pence. This resulted in a profit 
of about five pence per rupee, which was credited to a special 
reserve for maintaining the exchange value of the rupee.:I 
Sometimes the profit made on the issue of paper money is 
also referred ttl as seigneurage, which in this case is almost 
100%, the cost of paper and printing being negligible. 

§9. Remedy allowance, or tolerance of the mint.-In 
spite of the perfection of the art of coinage, accidents in 

• See Part II, ch. vi, §1.· • Ibid. 
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minting do cause a slight deviation from the standard of 
weight or of fineness prescribed by law. The 'remedy 
allowance' or 'tolerance of the mint' is the amount of the 
variation permitted by law from the exact standard of weight 
or fineness of the new coin. 

§10. Mint price of gold.-The rate at which standard 
\coin is given for bullion at the mint is called the mint price 
p'f the standard metal. For instance, the mint price of gold 
in Great Britain was £3-17-lOt per standard ounce of gold 
(i.e. H fine). This weight (480 grains) of gold could be con
verted into £3-17-10t. This corresponds to a price of 
£4-4-11! per ounce of fine or pure gold. The sovereign accord
ingly contains 123'27447 grains of standard gold, or 113'0016 
of pure or fine gold. Under the Gold Standard Act of 1925, 
which established the Gold Bullion Standard in Britain, only 
the Bank of England was entitled to get sovereigns issued 
in lieu of gold bullion. A private person could, however, 
obtain currency at the rate of £3-17-9 per standard ounce' 
of gold from the Bank of England. 1 The difference of l~d. 
between the mint price of gold and the bank's buying price 
represented the expenses of assaying and the loss of .interest 
during the period of waiting, pending conversion of bullion 
into coinage. 

§11. Debasement.-Debasement is an alteration in the 
standard unit of value, or standard coin, effected either by 
clipping or 'sweating' (i.e. by reducing the quantity of the 
metal by a chemical process) resulting in a diminution of 
weight of the metal; or by lowering the standard of fineneSl! 
by mixing more alloy with it. Debasement of coins was 
freely practised by Governments in olden days, e.g. by 
Henry VIII in England. But today most Government~ 
consider it to be a point of honour not to tamper with their 
standard money. The case of token money is, however, 
different, and as a matter of fact the standard of fineness of 
the English shilling was reduced from ~~ to t in 1920. so 
that people should not b.e tempted to melt their Rhillings. as 
had happened during the war owing to a temporary rise in 
the price of silver. If people melt on a large scale in this 
fashion a shortage of token coins would occur, causing 
inconvenience to trade. 

§12. Legal tender.-"Money certified by law to be valid 
for final discharge of debts of any amount is called (unlimited) 
legal tender money. Standard money is usually (ull or lln-

1 See §15 (ii). 
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limited legal tender. Token money, on the other hand, is 
limited lega.l tender. For example, the sovereign is full legal 
tender, but the shilling is legal tender only for forty shillings 
at a. time. The rupee and the half-rupee-though tokens
are unlimited legal tender ,but the nickel coins are legal 
tender up to one rupee only. If a man owes me Rs. 500 and 
offers payment in the form of rupee coins or currency notes, I 
must accept the payment. If, however, he wishes me to 
accept payment in the form of 500 x 8=4,000 two-anna nickel 
coins, I have a right to refuse payment in this form, because 
the rupee and rupee notes alone are legal tender for any 
amount. Money that is not legal tender at all is called 
'optional' money (e.g. the gold mohurs in India between 1835 
and 1893 were optional money). So also bank money 
(cheques, etc.) is optional money. 

§ 13. Gresham's Law .-Gresham' sLaw, so called after 
Silo Thomas Gresham, the monetary adviser of Queen 
Elizabeth, states that ~f good and bad (or weak) money are 
circulating together, the bad money will eventually drive out 
the good from circulation. If on~ has the choice of paying 
by means of sound full-weighted coins or the coins that are 
defaced or light, one will naturally prefer to part with the 
latter. This assumes tha.t no difficulty is being experienced 
in getting people to accept payment in the bad money (which 
though bad is legal tender just as much as the good money). 
Under these circumstances, the good coins will be withdrawn 
fronl circubtion, because people will prefer to use them in 
arts, for ornaments, for hoarding and for export. In these 
uses the value of the coins is simply the value of their 
metallic contents. 'l'he value of good coins as metal is 
gTeater than that of bad coins. But as money both have 
precisely the same value. 

Gresham's Law also applies to other cases: 
(i) Bimetallism (the system under which coins of gold 

and silver circulate together).-Alterations in the market 
ratio of the values of the two metals in relation to a fixed 
legal or mint ratio result in the displacement of gold money 
by silver money or vice versa, according as silver or gold 
money respectively is for the time being the weaker of the 
two moneys. 1 

(ij) A depreciating paper money circulating side by side 
wit,h metallic money.-If there is an overissue of paper 
money, so that it is totally or partially inconvertible, it 

, See also §19. 
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becomes bad money relatively to metallic money and there
fore drives out the latter from circulation. 1 

Exceptions.-Gresham's Law, however, acts subject to 
certain limitations: 

(i) Under the influence of habit, bad money and good 
money may continue to circulate side by side for a long time, 
before a sufficiently large number of people become aware 
of the difference in the value and alive to the advantages of 
withdrawing the better money from circulation for other 
more profitable uses. 

(ii) If the total currency is sufficiently limited, people 
may find that bad and good coins or money are both necessary 
for purposes of trade. 

(iii) The bad coins or inconvertible paper money, as the 
case may be, may have reached such a stage of badness or 
depreciation, that people will lose faith in them and will 
simply not accept them whatever the Government may have 
to say about the matter. Here the reverse of Gresham's 
Law will hold good because good -money (which alone will 
be accepted) will drive out bad money (which nobody will 
accept). 

~ONETARY SYSTEMS 

§14. Monetary standards.-We describe below the 
principal types of monetary standards: 

(i) Monometallism or the Single Standard.-Under this 
system, one metal alone-generally either gold or silver-is 
freely coined 'and is full legal tender; while for the sake of 
making small payments baser metals are coined into token 
coins at the discretion of the Government and made legal 
tender to a limited extent. This monetary system is also 
called the Composite Legal Tender System. According as 
the freely coined (or the standard) metal which is selected 
as the standard unit of value is gold or silver, we have 
(a) Gold ~onometallism or the Gold Standard or (b) Silver 
~onometallism or the Silver Standard. India (as China until 
recently) was under silver monometallism between 1835 anrl 
1893. 

(ii) Bimetallism or the Double Standard.-This is also 
called the Multiple Legal Tender System. The essence of 
bimetallism is first, ·that both gold and silver are used as 
standard money or standard units of value; secondly, that 
both are unlimited legal tender; thirdly, that both are given 

I See §24. 
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the privilege of free coinage; and fourthly, that there is gene
rally a fixed legal (or mint) ratio between the value of the 
two metals at which it is intended that they should circulate. 
Thus both gold and silver are accorded equal monetary status 
under bimetallism. 

(iii) Paper Standard, or Managed Currency Standard.
The third> principal monetary system is the Paper or the 
Managed Currency Standard. Under this system the 
currency consists of paper and the currency authority does 
not bind itself to convert it into gold. 1 

§l5. The Gold Standard.-The Gold Standard was in 
operation (until recently) in most of the advanced countries 
of the world, so that the resulting system could be described 
as an Internationa.l Gold Standard. !t was first adopted by 
Great Britain in 1816, and her example was widely followed 
during the last thirty years of the nineteenth century when 
bimetallism came to be discarded by Germany, France, the 
U.S.A., the Scandinavian countries and others. The Gold 
Standard thus became the world's most approved monetary 
system and held this pre-eminent position until the outbreak 
of war in 1914. 

The Gold Standard is so called because under it gold is 
the measure of values of goods and services, and all debts 
in the last resort are payable in gold. A country is said to 
be on the Gold Standard when it maintains its monetary 
unit (the pound sterling in the United Kingdom, the franc 
in France or the dollar in the U.S.A.) at a value equal to 
that of a. definite weight of gold of a certain fineness. 

(i) Gold Currency Standard.-Before the war this 
equivalence was generally secured by the adoption of that 
form of the Gold Standard which is known as the Gold 
>Currency Standard. Under this form gold coins of a certain 
prescribed weight and fineness (e.g. the British gold 
'sov~reign weighing 123'27 grains H fine) were actually used 
as currency. Paper money (e.g. the Bank of England notes 
in Enghmd) was made convertible into gold coins on demand. 
At the same time free coinage of gold, free melting of gold 
coins and free export and import of gold were allowed. The 
currency unit was thus maintained at a fixed gold parity. 
a.nd gold tended to ha.ve the same value all over the Gold 
Standard area.. 

> Until recently, the form of the Gold Standard. or gold 
monometallism, generally prevalent, was that of a Gold 

I Bel! § §~-5. 
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Currency Standard described above. The for~e of necessity 
during the war as well as advance in economic thought have 
now made people realize that actual gold coins passing from 
hand to hand are an unnecessary luxury a.nd that we can Lave 
all the essentials of a Gold Standard without gold coins. 

Two other arrangements, namely, the Gold Bullion 
Standard and the Gold Exchange Standard have thus come 
to be admitted as genuine forms of the Gold Standard, which 
are more economical than the Gold Standard of the orthodox 
type. Of these two, a good deal of suspicion still clings to 
the Gold Exchange Standard. To most people, the Gold 
Bullion Standard is much more acceptable as an alternative 
to the orthodox type than the Gold Exchange Standard. 

(ii) Gold Bullion Standard.-During the war gold coins 
ceased to circulate in most countries, and now the use oC 
actual gold currency in daily life may be looked upon as 
a phase of the Gold Standard that has passed. ·When Great 
Britain returned to the Gold Standard after the war by the 
Gold Standard Act of 1925, she introduced important modi
fications and adopted what is now known as the Gold Bullion 
Standard. The main features of the new standard were as 
follows: (a) The free coinage of gold on private account 
was abandoned, only the Bank of England being allowed to 
get sovereigns issued against gold. Sovereigns, though not 
legally, were practically demonetized and ceased to circulate. 
(b) The Bank of England's Notes, now the principal legal 
tender, ceased to be convertible into gold coins on demand. 
(c) But the Bank of England as the currency authority was 
required to maintain the gold parity of the pound sterling 
(i.e. to maintain the value of the actual currency medium in 
terms of gold) by: (1) selling gold in the form of bars of 
pure gold of 400 oz. at the rate of £3-17-101 per standard 
ounce (or what comes to the same thing. at the rate of 
£4-4-11t per fine ounce). This meant that legal tender 
currency (Bank Notes) of the value of about £1,700 had to 
be presented to the Bank in order to obtain 400 oz. of fine 
gold bullion. Gold bullion cannot be used as money. Under 
the old system, gold coins were given in exchange for the 
notes presented by the public and these naturally passed into 
circulation. (2) Secondly, the Bank of England was required 
to buy gold in lieu of legal tender currency (Bank of England 
Notes) at the Bank's buying price of gold (namely, £3-17-9 
per standard ounce or £4-4-9l.:rd. per fine ounce). (r!) Free 
import and export of gold were allowed as before. 

So long as the currency authority is prepared and able to 
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Hell gold or buy gold at a. fixed rate at the option of the 
public and in any quantity required, and so long as the free 
export and import of gold are allowed, that is all that is 
necessary for an effective gold standard. What is wanted is 
that the currency should always have the same value in gold, 
not that gold coins should circulate. 

Under the Gold Bullion Standard, while gold is the 
measure of value, it no longer functions as a. medium of 
tlxchange. This secures great economy in its internal use. 
Practically all the gold reserves in the country are held by 
the Central Bank which keeps currency at a fixed value in 
i'elation to gold. 

Great Brita,in's example was followed by other countries 
like France when they restored the Gold Standard. The 
Hilton-Young Commission (1925-6) also recommended the 
Gold Bullion Standard for India. 1 

(iii) Gold Exchange Standard.-The Gold Exchange 
Standard was in use before the war in certain countries like 
India, the Straits Settlements and the Philippines. After 
the war there was for some tim~ a tendency towards its 
adoption by European countries like Germany, Italy and 
Belgium which could not afford the luxury of a large stock 
of g'old in their reserves. 

Under the Gold Exchange Standard, the internal currency 
consists of cheap tokens of silver or pa.per. Here also, as 
under the Gold Standard, the internal currency is maintained 
at a certain fixed value in terms of gold. This is, however, 
done not by converting local currency into gold coin or 
gold bullion but into gold exchange, i.e. bills and drafts on 
some foreign centre where the gold standard is in effective 
operation. Thus before the war, the value of the Indian 
rupee was fixed at Is. 4d., and, because England was on a 
gold basis, Is. 4d. stood for a definite quantity of gold. \Ve 
could get drafts and bills on London when the-Government 
chose to sell them for maintaining the value of the rupee at 
the fixed rate, but we could not get actual gold or gold coins. 
We could always convert gold or gold coins into rupees or 
notes at the fixed rate, but not rupees and notes back into 
gold or gold coins as a matter of right. Gold is made avail
nble at some foreign centre, where the gold reserves are there
fore located. The reserve maintained in the country itself is 
in the shape of local currency, because the currency authority 
does undertake to convert gold into local currency though it 

I See Part II, cb. vi. §3. 
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does not undertake to do the reverse, namely, to convert local 
currency into gold. 

The Gold Exchange Standard, if properly worked, secures 
an even greater economy of gold for monetary purposes than 
is possible under the other forms of Gold Standard. It is 
therefore especially suited to countries that cannot afford to 
adopt the full-fledged Gold Standard either because of their 
comparative poverty or backward development. It requires, 
however, a great deal of control over currency and exchange. 
The system as generally worked is liable to cause inflation of 
currency. Under the Gold Currency or Bullion Standard, if 
there is too much currency, it is presented for conversion into 
gold and thus there is an automatic check to inflation. 
Under the Gold Exchange Standard, the currency authority 
gives gold exchange at its discretion and not on demand. 
Therefore the check is not automatic. The location of the 
gold reserves abroad is also attended with certain dangers, 
such as the Jack of confidence in the currency system and 
the risk of depreciation of the reserves in case the country 
in which they are held goes off the Gold Standard, as Great 
TIritain did in 1931. On the whole, practical economists are 
inclined to prefer some form of the Gold Standard. 1 

§16. The adnntages of the Gold Standard.-We shall 
now consider the advantages of the Gold Standard, especially 
in the case of the Gold Currency and Bullion Standards. 

(i) Th~ Gold Standard is a simpler monetary system 
than either Bimetallism or the Managed Paper Currency 
Standard. 

- (ii) Gold is in universal demand all over the world and 
is everywhere acceptable. It thus becomes an international 
monetary standard and ensures the benefit of stability of 
foreign exchanges, which is beneficial to international trade .. 

(iii) The Gold Standard makes reckless expansion or. 01'· 
preciation. of currency impossible by making an increaRe in 
Its quantIty strictly dependent on larger gold reserves. It 
also secures automatic contraction with every decrease of the 
gold reserves. 

(iv) The Gold Standard is comparatively a more stable 
standard than any so far tried. The accumulated stock of 
gold being very large, variations in its annual output do not 

I Tho student is advised to refer to Part II. ch, vi, and to §39 below 
for a discussion of the Gold Exchange Standard in India. The history 
of the Indian experiment will serve to throw further lioht on the use's 
as well as the difficulties of the Gold Exchange Standard~ 
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produce corresponding changes in its value, their. influence 
during short periods being small. It is also claimed that 
during normal times the supply of gold has kept pace with 
the demand for it and that fears about its shortage are 
groundless. 

(v) Finally, until recently at any rate, the Gold Stan
dard enjoyed the confidence of the world and every civilized 
country tried to adopt it. . 

§17. Drawbacks of the Gold Standard.-(i) It has been 
argQed, on the other hand, that over long periods gold does 
not possess stability of value in terms of goods and services. 
Changes in its output do ultimately affect prices, causing them 
sometimes to rise (e.g. during the period 1895-1914) and 
sometimes to fall (as since 1929). The Gold Standard is 
thus found to be 'an unstable monetary standard. Some 
present-day economists apprehend a shortage of gold having 
regard to the needs of our progressive civilization. According 
to Gustav Cassel, the rate of our economic progress is 3 per 
cent per annum while the rate of increase of gold is only 
2 per cent. 1 It is mainly on these grounds that certain 
economists like Keynes advocate a Controlled or Managed 
Currency Standard to ensure the internal stability of prices, 
which in their view is even more important than the external 
value of a. country's currency unit. 

(ii) The Gold Standard makes expansion of currency 
much too 'difficult by making it dependent on the blind forces 
of nature governing the output of gold. 

(iii) The breakdown of the Gold Standard during the war 
and once again recently (since 1931) as also the maldistribu
tion of gold in recent years are quoted as evidence of the 
weakness of the Gold Standard. The advocates of the Gold 
Standard in defence point out that the 'rules of the Gold 
Stnn~ard game' have not been observed (e.g. free movement 
of froId is not permitted and the gold that is imported is 
sterilized, i.e. is neither allowed to influence the price level 
and the course of foreign trade nor is lent abroad). It is 
also argued toat the war upset the sensitive organization of 
the Gold Standard; and that the war debts, reparation pay
ments and lack of confidence in paper currencies have brought 
about maldistribution of gold (nearly two-thirds of the world's 
supply of monetary gold being cornered by the U.S.A. and 
France, leaving only one-third for all other countries 
together). 

• G. Cassel, The Crisi, in the World', Monetary System. p. 17. 
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§18. Future of the Gold Standard.-The future' of the 
Gold Standard remains today very uncertain.' An attempt 
was made to ensure an international agreement on the ques
tion of the restoration of the Gold Standard at the World 
Economic and Monetary Conference held in London in 
June-July 1933, but it" proved a failure. Even today influen
tial opinion (as evidenced by the .declaration of the Gold 
Delegation of the League of Nations, the British ~mpire 
Declaration at Ottawa and again at the World Monetary 
Conference of 1933, and that of the Monetary Sub-COrnIl1is
sion of the World Economic Conference) is strongly in favour' 
of the ultimate restoration of the Gold Standard when 
conditions are more propitious than at present. It is hoped 
that the Gold Standard of the future will be of a better and 
more economical type than the orthodox standard. Gold in 
internal circulation might be dispensed with. The gold 
reserves need not exceed, say, 25% of the note issue ingtcad 
of the much larger reserves varying from 33 to 50% or even 
60% actually held today. The Central Banks of the worl<r 
might coopera~e more actively in regulating the international 
movements of gold and the volume of credit so as to ensure a 
stable price level. 'Weighing all the elements of the situ
ation it would seem that ultimately some form of Gold Stan
dard will have to be adopted, since the world as a whole' 
is not yet ready to work a system of an inconvertible paper 
standard on a permanent basis. Gold still has a powerful 
hold even on the most highly civilized nations of the world. 
some of which have in fact taken to gold hoardi.Jlrt. It is 
likely, however, that lower gold pari tiel for thl "arious 
currency units than the' old ones will have to be adopted! 
with ·a view to lessening the amount of gold in the reserve 
required as cover for notes, and also to maiJltaining a more 
remunerative price level for goods and services than prevails 
today. 

§I9. Bimetallism: a brief review of its working and 
difficuIties.-Till the last quarter of the ninete~nth century, 
for about 200 years, Bimetallism had been the leading 
ll1~>Detary sys~em of the western world (except in' the United 
Kmgdom WhICh adopted the si~le standard of gold in 1816). 
and had work~d reasonably well. During this long period 
the market ratIO of silver and gold was fairly stable at about 

1 See T. E. Gregory. F",ture oj the Gold Standard. 
S e.g. Great Britain may find it necessary to revise the gold value of 

the pound eterling and fix it, say. at 80 grains instead of 113 grains of 
pure gold. 
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J5}:1. But on 'acconrit of the discovery of gold mines in 
Australia. and California in 1850, gold fell in terms of silver 
und the ratio was 15:l,. Under the legal ratio of 15t:l 
in France gold cailie to be :overvalued or weak money (i.e. 
the legal value was higher than the market value of gold 
coins), and silver became undervalued or strong money (i.e. 
its legal value was below. tJ1e market value of silver coins). 
Gresham's Law thus.came into operation and the weak gold 
money 'dtsplaced the strong silver money. In 1865 therefore 
.Frallc~ and other countries of the so-called Latin ·Union' 
't;topped the flight of their silver coins by reducing their stan
dard of fineness except in the case of the 5-franc silver piece. 

The tables were turned against silver when, commencing 
from 1871, there set in a great adverse change in its monetary 
status. The price of the white metal declined steadily from 
about 60d. per ounce in 1871 to 26d. per ounce towards the 
end of the century. While there was a great increase in 
. the supply of silver-which was mined in large quantities 
In America-the demand de~line'd because important nations 
like Germany, the Scandinavian group and the U. S.A. demo
netized silver, i.e. discarded it for'monetary purposes, and 
t.ulopted the Gold Standard, so that they now required silver 
only as token money. The market ratio underwent violent 
changes, being 20:1 itt 1871 and 38:1 at the end of the 
c~ntury. The countries of the Latin Union were flooded 
with cheap silver, which was presented for coinage at the 
mints. This cheap silver drove out gold coins. The LlI.tin 
Union coriptries, be<;oming alarmed at the prospect of losing 
all their~old, decided to save the situation by closing their 
mints .(1874) to the free coinage of silver which had made 
the displacement of gold coins possible. The standard thus 
adopted came to be known as the Limping Standard and 
remained in force throughout the pre-war period. Under 
this standard, though free coinage of silver was suspended. 
both gold and silver remained legal tender with a. fixed 
legal ratio be~ween them. The silver coins could be redeemed 
in gold and were maintained in circulation along with the 
gold coins. • Silver thus limped or 'hobbled along' with its 
stronger' companion gold. ~ence the name of Limping 
Standard. 

The foregoing survey brings out the principal defect of 
Bimetallism, namely, the periodic disturbance caused by 

I This Union was' formed in the year 1865 by France. BelgiQlll, Switzer.' 
land, Italy and Greece for taking concerted action ill defence of Bimetallism. 

13 
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changes in the market ratio. In practice it worked out as 
an alternating standard of gold or silver, because now silver, 
now gold went out of circulation. 

§20. International Birnetallism.-The advocates of 
Bimetallism in France and the U. S.A. 1 did not admit the 
defects mentioned in the preceding section. so readily, and 
argued that if all the important nations 01 the world adopted 
bimetallism at a.n agreed ratio, not only would the market 
ratio remain stable but there would be other advantages also. 
The joint standard of gold and silver would be more stable 
than the Gold Standard alone, since any deficiency of gold 
could be remedied by using silver. This would keep prices 
stable. It would also secure a reasonable stability of foreign 
exchanges which is so important to international trade. 
There was a considerable agitation in favour of international 
Bimetallism in the last quarter of the nineteenth century, and 
at one time even the Government of India favoured it as 
it was expected to assist in arresting the fall in the gold 
exchange value of the rupee. 2 The question was considered 
at several International Monetary Conferences, but nothing 
came out of it. The fresh discoveries of gold after 1895 
set at rest the apprehension regarding the shortage of gold. 
England and Germany were from the outset not keen on 
Bimetallism because it would have meant sacrificing their 
Gold Standard, which they regarded as a great blessing. The 
cooperation of bankers is indispensable for the successful 
working of any currency system, and somehow the bankin;.: 
world had no faith in silver. 

In the post-war period, especially in recent years, there 
has been partial revival of the agitation in favour of Bimetal
lism and the remonetization of silver as a. corrective to the 
alleged shortage of gold a.nd as helpful in increasing the 
supply of currency, so as to bring about the rise in prices 
desired in the present economic depression. But except in 
the U.S.A. (where President Roosevelt under pressure from 
the Silver Party in the Congress recently adopted a silver
buying policy), monetary opinion does not favour the proposal 
to revive ·Bimetallism. ·The opinion rather is that, failiJJg" 
the Gold Standard, the best plan would be to devise a sort 

1 ThE! U.S. Government's policy was greatly in1lue~ by powerful 
business men who were interested in silver mining. They naturally desired 
to see silver restored to its old status as one of the standard metals. eo 
that the fall in its .price might be checked. 

• See Part n, cb. vi, §l. 
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of International Managed Paper Currency Standard instead 
of the cumbrous Bimetallic Standard. 

PAPER MONEY 

§21. Paper money: Its advantages and llmitatioos.-It 
now remains to consider the third principal monetary system, 
namely, the inconvertible or Managed Paper Currency 
Standard. 

In many advanced countries of the world paper money 
constitutes an importa.nt part of the circulating medium. Iri 
India, for example, besides the metallic coins (of silver, 
nickel and bronze) we have currency notes issued by 
the Government. In most countries today paper money is 
issued 'by the great Central Banks of Issue such as the Bank 
of England. In India also an Act has recently (April 1934) 
been passed by which the Reserve Bank of India. (established 
in April 1935) instead of the Government has been empowered 
to issue notes. 1 

The advantages of paper money are obvious. It is con
venient to nandle, readily portable, ,and it is, of course, very 
economical. It can be issued in any convenient denomina.
tions, small or large. It may also be said to be homogeneous. 
Prima facie its value can be kept more stable by conscious 
regulation of its quantity than that of metallic money, whose 
supply is dependent on the blind forces of nature. 'J'he 
greatest danger of paper money, however, is the temptation 
to overissue it until it becomes inconvertible and at times 
absolutely worthless-as in the case of the mark notes, 
l>efore the German currency was stabilized in 1924. Paper 
money, even, when it is otherwise satisfactory. is, of course, 
recog-nized only in the particular country. which issues it. 
Unlike gold money, it is not accepted all over the world. 
This· and other difficulties. can theoretically be removed by 
the issue of an International Paper Money. But the present 
lack of cooperation among nations even· in much less difficult 
matters than this makes concerted· international action in 
this sphere, most iIpprobable. At present what .is more 
feasible and essential is a careful regulation of the issue of 
paper money in each country.. .. . . ,. , 
, §22. Forms ofpapermoney.-In the first place, we may 
point out that commercial_paper (cheques, bank drafts and 
bills, of exchange)1 i,s usually distinguished from the three 
forms of paper money described below, which 'readily pass 
from hand to hand. Commercial paper on the other hand, 

• See also Part II, .ch. vi, §19. • .~ ch. si, §3. 
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has restricted circulation, depending as it does on the credit, 
standing and mutual knowledge of the parties concerned. In 
the United States and United Kingdom commercial paper 
or bank money, as it is sometimes called, is used to a very 
large extent as a means of payment or medium of exchange. 
The term 'paper money' as ordinarily understood, however, 
does not include commercial paper. 

The following are the three principal kinds of paper 
money: 

(i) Representative paper money.-The United States' 
Silver and Gold Dollar Certificates are examples of represen· 
tative paper money. They are merely bullion certificates, 
and; like warehouse receipts for goods, stand for metal, coined 
01' uncoined, deposited with the United States Treasury. The 
certificates are, of course, more easy to carry about than the 
metal itself. Strictly speaking they are not paper money at 
all. The real problems of paper money arise only when it 
is not fully backed by metal. 

(ii) Fiduciary or credit paper money.-Here the issuing 
authority (bank or other) promises to pay a specified Rum 
of metallic money or gold bullion on demand or presenta. 
tion of the notes. They readily pass from hand to hand 
and are accepted by the public owing to their .faith in the 
issuing bank or authority. Usually they are unlimited legal 
tender. The notes issued by the Bank of England are un· 
limited legal tender, even though since September 1931 they 
have ceased to be convertible. 

(iii) Fiat or inconvertible paper money.-Although in 
outward. form fiat or inconvertible paper money may-be a 
promise to pay a certain sum of metallic money, it is generally 
understood or known that the issuing authority has not the 
intention or the ability to keep the promise. This often 
llappens in time of war or some other grave political un· 
settlement. The French assignats issued during the French 
Revolution, the American 'greenbacks' issued during the Civil 
War, the German mark, the French franc and the British 
Treasury Notes issued during the war of U114·18, are all 
instances in point. They show how under the stress of some 
kind of crisis, fiduciary or convertible bank notes may 
degenerate into inconvertible paper money by State fiat or 
law, authorizing the bank of issue to suspend gold payments 
for its notes. This may be done in order to enable the bank 
to extend loans to a needy Government, either for. war ex
penses or to meet any difficulty it may have in finding the 
necessary gold for converting the notes. 
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§23 ... Eylls ofa depreciated .or Inconyertlble Pilper 
money.-A paper currency generally depreciates if it ceases 
to be convertible, unless its quantity is strictly regulated. 
Currency which has depreciated is a bad standard of value 
and Ilo bad medium of exchange. If, for example. £10. notes 
cannot be changed into as many .ten sovereigns and are 
issued in excess, they become less valuable than coins. 
Besides this depreciation of notes in relation to gold there is 
also IL general depreciation of paper money in terms of com
modities and services. That is, prices rise. Those with 
fixed incomes suffer because their incomes lose in purchasing 
power. Creditors are defrauded for the same reason. The 
money they receive in settlement of the debt has not the same 
command over things which it had when the debt was con
tracted. Business becomes uncertain and speculative with 
fluctuations in the value of money. The mercantile classes 
and employers of labour gain at the cost of wage-earners. 
because wages generally lag behind prices. Exports are 
temporarily encouraged because a higher price in the depre
ciated domestic paper ~oney is received for goods sold abroad. 
Imports are restricted since a higher price in such paper must 
be paid to buy goods abroad. The sudden increase in paper 
incomes. leads to public and private extravagance and ulti
mate collapse of credit, national ·nlld international. All these 
evils of inconvertible paper have been experienced recently in 
an acute form by Germany, Austria and Russia during and 
after the War. 

§24. Signs of oyerlssue of paper money.-There are 
several signs of the excessive issue of paper money, which· 

. sh-ould cause the issuing authority to reflect on the situation 
and cry halt and, if possible, to retrace its steps in order to 
restore the normal monetary circulation. These signs are: 

(i) Premium on gold.-As a. result of the depreciation 
of paper money in terms of gold, gold sells at a premium. 
This premium on gold is measured l::iy the difference· between 
the fixed mint price of gold (which is expressed in lelms of 
~·old c.oins) and the higher market price of gold in the market. 
Thus while the mint price of an ounce of fine gold in Great 
Britain is about 85s., the current (March 1936) market price 
is about 141s. Gold is displaced in circulation by paper money 
and becomes merely a commodity, subject to variation in 
price in terms of the paper money, like any other commodity. 

(ii) A rise in tile rate of exthange.-There is a rise in 
the paper price of export bills payable abroad in gold. 1 . 

• See cb. xii. §17. 
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(iii) Flight 01 metallic money.-Paper money, when 
issued in excessive quantities, tends to displace metallic 
money according to Gresham's Law and the circulation 
comes to consist mainly of paper currency. 

(iv) Rise in prices.-This is the inevitable result of 
inflation of paper money. According to the Quantity Theory 
of Money,t when the quantity of money increases faster than 
the demand for money (i.e. the volume of trade), prices in 
general rise (the value of money, or its purchasing power, 
falls). This is the main explanation of the sharp rise . in 
prices during and after the war in many bf the belligerent 
countries, which were compelled to issue la.rge quantities of 
paper money to meet their war expenditure. 

(v) Double set 01 prices.-There are two sets of prices 
for the same things, lower prices in gold and higher prices 
in paper. 

Thus the probability of overissue with all its disturbing 
consequences is the main objection to inconvertible paper 
money. Moreover, experience shows that an attempt to 
correct the evils of depreciation and inflation by a return to 
specie payments is difficult alid 'painful because it involves 
a sudden curtailment of currency, a fall in prices, a setback 
to exports, etc. The value of precious metals, while, oC 
course, not immune from changes, is founded on the bed-rock 
of their scarcity, natural qualities and the non-monetary 
demand for them. Therein lies the superiority of a standard 
based on them. . 

§25. Future of paper money.-Owing to the suspension 
oC the Gold Standard in Great Britain and several other 
countries since September 1931, an inconvertible Paper 
Standard has been in operation in these countries. So far 
as Great Britain is concerned, the confidence of the British 
people in the Bank of England and the monetary policy oC 
the Government, which aims at avoiding overissue of paper 
currency, has made the present system workable. This suc
cess of the British monetary policy has made the prospects 
of a. Managed Currency Standard brighter, at any rate in 
advanced countries. Less advanced countries like India will 
probably not be able to dispense with a metallic standard so 
readily. It is doubtful whether even the progressive coun
tries of the west will be prepared to dispense permanently 
with gold. 

§26. Value of money.-We said above that ODe of the 
things we expect from good money is that it should be a 

I See §80. 
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stable standard of value, just as the, yard-stick-our me:1sure 
of length-should not be elastic. The value of whatever is 
chosen to function as money. should not fluctuate in a dis
turbing manner, By 'value of money' we mean the quantity 
of goods and services it will buy. If with the same 
amount of money ,we are able to buy more of things in 
general, in other words, .if prices fall, .this means that the 
value of money has risen, Similarly, if with a given amount 
of money we can buy less, that is, if prices rise, this means 
that the value of money has fallen (Rise of prices = Fall in 
value of money; Fall of prices = Rise in value of money), 

§27, The mechanism of Index Numbers.-In order to 
get an indication of the direction and the extent of price 
movements the device of index numbers is used. We first 
fix a. certain date or period with reference to which as a 
base we wish to compare prices at other dates or periods. 
We select a. number of articles in general use, put down the 
prices for each of the articles at the basic date, and expr€ss 
each of these' prices by the number 100. At the other dates 
we take the prices' (of the ~ame articles) then prevailing and 
express them as percentages so as to show the proportionate 
change as compared with the basic year. The following 
example will make the idea Clear: 

. TABLE OF PRICE CHANGES OF CERTAIN COMMODITIES' 
(1913·20) 

(The figures in brackets show the percentage change) 

I 
Wheat 

. Cotton Average 
I Rice Jowar Salt 

Year : Pric. per Price pet Pries pllr Price per cloth Index 
Price pllr Number I maund maund maund maund pillc, 01 prices 

1913 

Re. as. ps.l Ra. as. pa. ! Ra. as. pa. IRs. 8a. ps, I Rs. as. PS., 
5 SOl 3 11 6: 3 0 0 0 8 71 5 4 0 
(100)'1 (100) . (100) (100) (100) 100 

0 6 0 
, 

S 4 0 1 4 0 4 9 0 1915 6 0 i 5 I 
I 

(116) I (144) (108) (233). i (79) 139 
! 

1917 II 1 0 i 419 6 i S II S 9 4 0 I 7 9 0 
(97) (129) (103) (420) I (136) ! 175 I , 

1 8 9 i I 

1920 8 6 0 7 0 0 I 5 8 0 14 2 0 I 

(161) (188) (183) , (980) i (269) ! 216 
: I .. 

Adding up the percentage figures of the five commodities 
for 1920 .. we get a total of 1081. Dividing this by 5 (the 

• Stanle), Jevons. Mon.y.· Banking and Ezchang. in India .. p. 261. 
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number of commodities) we get 216 as the average percentage 
increase. This figure is called the index number and is 
compared to the basic index number of 100 for 1913. 

In constructing an index number care must be taken to 
select as many articles as possible. These should be repre
sentative and must be in general demand. The commodities 
should not all belong to one group, because if they do, they 
are all likely to move in the same direction. Among the 
commodities left out there may be many which are largely 
consumed, and which are in constant demand, and the change 
in their case may be in the opposite direction to that of the 
commodities which have been included and which are all of 
the same type. The result will not be reliable unless most 
of the important types are represented. \Vholesale pri~es are 
to be preferred to retail prices. The former are very much 
more sensitive to competition and do not vary widely from 
place to place as the latter do. For certain purposes, however, 
the retail prices may be more informative, e.g. in measurin~ 
the variations from time to time in the cost of maintaining 
a certain standard of life among factory labourers. 

§28. Weighted index numbers.-Since the importance or 
all the commodities that enter into consumption is not the 
same (e.g. bread is far more important than silk), a simple 
arithmetical average of their prices would be misleadin~. If 
for instance the price of bread were to rise by 50% and that 
of silk were to fall by 50% the index number of prices would 
not be affected, the rise being cancelled by tAe fall. But it 
is clear that the community· would be worse off owing to the 
rise in the price of such a prime necessity of life as bread, 
though the index number failed to indicate this. Therefore 
the device of 'weighting' is adopted. Each price is multi
plied by a numher calculated to represent the relative 
importance of the commodity in question. Thus if bread and 
silk are consumed in the proportions of 7 to 1, the following 
table may be constructed to give us the weighted index: 

WEIGHTED INDEX NUMBERS' 

Basic period-1914 

Bread (7 units) 
Silk (1 unit) 

= 700 
= 100 

-800-

Average of 8 units = 100 

Subsequent period-I9'20 

Bread (7 unital = 1,050 
Silk (I nnit) 50 

1,-}OO 

Average of 8 units 137l 

1 H. A. Silverman, The Substance 0/ EconomiC6. pp. 100-1. 
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Thus the weighted index number for bread and silk is. 
137!. An index number calculated by this method of attach .. 
ing appropriate weights to the commodities concerned gives 
II. more reliable idea of the rea.l change in the value (purchas-l 
i'ng power) oJ money than the index number based 'on the 
simple arithmetical average. , 

§29. The uses of Index numbers.-Index numbers of 
prices are useful in dealing with many practica.l problems. 
li"or example, to find out whether the real wages of labour 
as compared to its nomina.lor money wages have fallen or 
increased or remained unchanged, the index numbers of, 
price's or the cost-of-living index numbers are compared with 
the index numbers of nominal wages. The following formula 
(illusttated with reference to the wages in Bombay cotton 
mills) is used for this purpose: 1 

= 
= 

Real Wages Index Number for December 1933, with 
July 1926 as 100 . . 

Money Wages Index Number (83)( 100) 
Cost of Living Index Number (72) 

115. 

In the second place, index nur.lbers give us some idea ot 
the cbanges in the value of deferred payments and the extent 
oC hardship caused thereby ~o creditors or debtors. They 
furnish some measure of the iQtlation or detlation. of currency 
as the case may be, and serv. to indicate the degree of 
contraction or expansion· of currency required as a corrective. 
Finally, index numbers impart a certain amount of definite
ness to comparisons of the value of money in different placeR 
or countries. ' . 

§30. The Quantity Theory of Money.-The Quantit)l 
Theory of Money in its orthodox form states that the level 
of prices varies in direct proportion to the changes in the 
quantity of money, or alternatively that the value of money 
varies in inverse proportion to its quantity. In . other words. 
it is the guantity of money th~t determines the level of prices. 
If there are a hundred objects to be exchanged and a· 
thousand pieces of currency, all the goods being offered 
ng-ainst all the currency, it follows that each commodity will 

• Wags,' and Unemployment in the Bombay Cotton Textile IndlUtry. 
p. 42, :Bombay Labour Oftire (1934). 
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exchange for ten 'units of currency. The proposition in this 
form -depends upon three assumptions: 

(i) Every exchange of goods is accompanied by an ex
change of money. 

(ii) Money is used for no other purpose than as a. means 
of exchange. 
- (iii) All the money in existenc& is in circulation and all 
the goods are offered for sale. 

§31. Modification of the Quantity Theory of Money.
Obviously in the actual world these assumptions hold good 
only partially and the Quantity Theory has to -be modified 
so as to fit the facts: 

(i) The first inodification is to widen the meaning of 
the term 'money' so as to include not only the metallir. 
currency but all credit instruments such as notes, cheques 
and bills of exchange, which actually circulate and do the 
money work and the volume of which also influences the 
general level of prices. 

(ii) Further, by the volume or quantity of money, we 
must understand not merely the physical quantity, but also 
the rapidity with which money changes hands. Increased 
rapidity or velocity of circulation will raise prices just as 
surely as increase in the quant~ty of money as ordinarily 
understood. 1 

(iii) Again, it is clear that only that portion of money 
which is used as a, means of exchange must be taken into 
account. If it is used for other purposes (e.g. metallic 
money may be used for ornaments or bank cash reserves) 
it cannot be regarded as part of the available money and 
therefore can have no influence on prices. 

(iv) Similarly we must exclude from consideration any 
money which may not happen to be in circulation but may 
be merely hoa,rded. 

1 'Suppose there are ~n things, and one hundred pieces of money, and 
let the things he of equal value in the eye of the only possessor of the 
motley. He will then give ten pieces for each thing, and each piece of 
money is used once only in effecting these ten exchanges. II, however, 
the man of money only desired one thing, and gave all the money for 
that thing, and the receiver passed it on in the same way in one lump to 
his -neighbour in the market, and so on through the whole set of things 
and merchants, each thing would be sold for one hnndred pieces instead of 
ten; and the. essential point of difference is that each piece of money is 
lIsed ten times instead of once.'.:.....-r. ·S. Nicholson, Element. 0/ Political 
Economy, p. 263. 
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(v) The quantity of exchanging to be done (quaQtity of 
goods to be exchanged multiplied by the rapidity with which 
they are exchanged) constitutes the demand for money. The 
larger the demand, i.e. the volume of trade, the greater the 
value of money (i.e. the lower the price level), other things 
remaining the same; and vice versa. 

(vi) The demand for money also depends on the habits 
and convenience of people. Thus a. man who receives his 
wages weekly will tend to hold a. smaller amount of currency 
th~n if he is paid at the same rate but monthly. In the 
former case demand for money is less, therefore its value also 
will be less, i.e. prices will tend to rise. In the latter case 
the effect will be the reverse of this; 

(vii) Growth of population generally increases the demand 
for money, and unless this is offset by an increase in. the 
volume of money it should cause a fall of prices (i:e. rise in 
the value of money). If prices are rising rapidly (i.e. the 
value of money is falling) people will. tend to hold less of 
it, thus helping prices to rise further. The contrary of this 
holds good if prices are falling rapidly. 

It will thus be seen that prices are a resultant of a large 
number of factors. And though we can single out each 
factor and say how it will by itself influence prices, the final 
result in any given case will depend on how the other factors 
are working. ' 

§32. PecuUarltles oltha nloa of money.-Money like 
other things depends for its value on conditions of supply 
arid demand. We can thus be certain that if we sOmehow 
increase the supply of money we are helping prices to rise, 
and that by restricting its supply we shall be helping them 
to fall. 

A distinction may, however, be drawn between the value 
of' money and the value of ordinary commodities. If the 
supply of wheat were donbled its value would probably be 
less than half as much as before since the demand for it is 
inela.stic. But if the supply of money were to be donbled, 
other thin~s being the same, its . value would be exactly 
halved. The explanation is the .assUmption that money is iri 
demand onfy as a. medium of exchange and is not wanted for 
nny other use:· therefore changes in its supply produce pro
portionate changes in its value in the absence of disturbing 
factors.!' . 
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§33. The Equation of Exchange.-The following equa
tion, suggested by Professor Irving Fisher, is commonly used 
to express the truth embodied in the Quantity Theory : 

PT=MV+M'V'j 
where P=Price level, T=Volume of trade, 

M = Metallic money in circulation, 
V = Rapidity or velocity of circulation of ~I. 

M'=Money in the form of credit instruments, 
V' = Velocity of circulation of M'. 

The above equation could also be rewritten as follows: 

P
_ MV+M~ 
- T 

This means that the price level varies directly with tile 
supply of money (quantity of money multiplied by the 
rapidity of circulation), and inversely with demand for money 
(the volume of trade). . 

The Quantity Theory of Money is confirmed by the his
tory of prices. Before the war the large discoveries of gold 
since 1895 and the expansion of credit raised the general 
price level by greatly adding to the supply of money in the 
countries on the Gold Standard .. Prices would have Rhown 
an even greater rise but for the fact that the increase in the 
quantity of money was counteracted to some extent by the 
growth of business or increase in the demand for money. So 
also we all know how during the war the inflation of paper 
money in the belligerent countries of the worl4 resulted in 
a sharp rise· in the price levels in these countries. Today one 
of the causes of the slump in prices, which is the most out
standing feature of the world economic depression, is held 
to be a decrease in the quantity of money, partly owing to 
the shortage or maldistribution of gold and· partly to the 
contraction of credit. . 

§ 34. Relation between the COst of specie and value of 
money.-The value of money, like the value of other 
commodities, is in the long run influenced by changes in 
its cost, i.e. changes in the cost of production of the precious 
metals, especially gold. (We are assuming the general pre
valence of the Gold Standard.) Thus a lower·cost of mining 
gold will increase its supply-and therefore the supply of 
money-and raise the price level (i.e. lower the ",alue of 
money). On the other han~, a higher cost will lower the 
general prices by diminishing the supply, and raise the value 
of money. As in the case of ordinary commodities, the 



EXCHANGE: MONEY 205 

relation between cost and value is mutual. Thus if the 
value of money is high (i.e. all money costs of labour, raw 
materials, etc. are low), the supply of specie or money is 
likely to be greater since even the comparatively poorer 
mines can be worked with profit. If the value of money is 
low (Le. money costs are high), the supply will tend to be 
less, since the comparatively poorer mine will cease to be 
worked. Owing to the durability of precious metals and the 
existence of large old stocks, changes in their annual output 
influence their value very slowly, unlike in the case of ordi
nary commodities with negligible old stocks. Therefore 
during comparatively short periods it is the value of money 
which influences mining activity and determines which mine 
will be the marginal mine, i.e. just worth working at the 
current value of money (or the current price level). In the 
long run, however, changes in the cost of production of specie 
do affect the value of money. 

§35. Price changes and their effects on the different 
sections of the community.-It has been shown above that 
fluctuations in prices take place either owing to changes on 
the money side of the equation (supply of money as influ
enced by its quantity and velocity of circulation) or owing 
to changes on the goods side (demand for money as influ
enced by the volume of goods to be exchanged for money 
and their rapidity of circulation). These changes in the price 
level or the value of money" (its purchasing power over goods 
and services) create widespread economic disturbances, 
since the modern -economic system is based upon a. price 
structure and long-term contracts resting on the assumption 
that the value of money will remain stable. Some of these 
are noticed below: ' 

(i) Creditors (Investors) and debtors.-A rise in the 
price level affects the creditors adversely and the debtors 
beneficially. Between 1914 and 1920 prices in India were 
roughly doubled, and therefore a loan of Es. 100; contracted 
in 1914 and repaid in 1920, meant a. loss to the creditor, 
since with the Es. 100 which he received in 1920, he could 
purchase Dnly one-half of what he could have purchased in 
1914, when he advanced the loan. The burden of the debt 
for the same reason is lightened for the borrower if prices 
rise. Conversely, a. fall in prices (as for example since 1929) 
is of advantage to the creditors but burdensome to the 
debtors. Thus changes in prices disturb the equities of debt 
payments, especially in the case of long-term contracts (this 
also applies to public contracts, e.g. long-term public 'loans). 
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(ii) The business community.-The producers and 
merchants welcome a rise in prices, since their costs of pro
duction such as wages and interest charges do not increase 
as fast as the prices. They take time to be adjusted to the 
cbange in prices. In the meanwhile the profit-margins are 
widened and business activity is stimulated. On the other 
hand, falling prices are considered bad for trade and pro
duction, since profit-margins are reduced owing to the 
failure of costs (wages, etc.) to adjust themselves quickly to 
n, lower price level. The producers and employers of labour 
thus act as a buffer between prices and wages, absorbing 
tbe shock caused by price changes and experiencing first 
tbeir good or bad effects. Part of the explanation of the 
optimism of the business community in the case of rising 
prices and pessimism in the opposite case is, however, purely 
psychological. When prices rise, money incomes also rise, 
and that becomes a matter of jubilation by itself. even 
although the value of money may have diminished. Simi
larly a decline in prices is dreaded because it leads to a 
diminution of money incomes, although real economic wel
fare might remain unaffected owing to increased purchasing 
power of money. 

(iii) Wage-earners.-Wages are generally the last to rise 
and the last to fall. Therefore a rise in prices is disadvan
tageous to the wage-earners since the purchasing power of 
their incomes is reduced. A fall in prices is on the other 
band welcomed by them since their real wages are greater 
for the time being. At the same time high prices and high 
profits mean more business activity and therefore better 
employment for .labourers. Low prices bring about stagna
tion of business activity and therefore reduce the volume of 
employment .. 

(iv) Persons li'Ding on fixed incomes.-Persons living on 
fixed incomes in the shape of pensions, interest or rent, suffer 
in. a per!od of risia pric~s .and gain in a period of falling 
pn~es, ~mce the purphasmg power of their fixed incomes 
shrmks m the former case and expands in the latter case. 

Thus rapidly rising as well as rapidly faIling prices create 
an. unsta.bIe eCOn6m~c equilibrium in society by, causing 
senous dIsturbances m the relative distribution o( wealth. 
Th}s means disturbance in industry and unequal and uno' 
deserved gains and losses to· different classes. Production is 
undertaken long in anticipation of demand and is base'd upon 
certain anticipated prices, and .long-term contracts are 
~ntered ·into on .. the assumption that the value of money wilt 
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not change. A reasonably stable price level or stability in 
the value of money in. terms of goods and services is therefore 
highly desirable for the smooth functioning of the economic 
ma.chinery of the world. 

§36. The problem of price stabillty.-The serious and 
violent disturbances in prices during and after the war 
have attracted a good deal of attention towards this funda
mental issue. Modern writers on money, like Keynes, have 
laid' great emphasis on internal stability of prices. It is 
argued that while stability of the external value (the ex
change value of a currency unit in terms ·of other currencies) 
of a country's money is an important facility to foreign trade, 
it is not so important as the stability of the internal value 
of money or the internal price level. This objective of mone
tary policy is capable of being attained in a large measure 
by the careful regulation of the volume of money (currency 
and credit) in each country. If this were done by all coun
tries, external sta.bility would also be largely realized. British 
and American monetary policies are today largely governed 
by this guiding consideration. As prices have fallen very 
low since 1929 attempts are being made in these and other 
countries to raise them to a certain desired level and there
nfter to keep them stable at that level. As pointed out above, 
the critics of the Gold Standard maintain the view that 
since it has been found to be an unstable standard of value 
it should be replaced by a Managed Currency Standard 
aiming at internal price stability. 

§37. The Multiple or Tabular Standard.-With this 
object in view 'some writers, such as Jevons, have recom
mended the use of an official index number as a standard of 
deferred payments. This is called the Tabular or Multiple 
Standard since it is based on the average movement of prices 
of a number of important commodities, which thus form a 
basis for a unit of general purchasing power in terms of 
which long-term obligations might be exp~sedand adjusted. 
This scheme is 'attractive, but it is not so simple· as it" looks. 
It is by no means· easy· to construct a 'reliable inde:t number 
of prices: The official agency entrusted with this task might 
also be biased,' arbitrary or corrupt. Moreover, the un
certaintyCklf the changing official index number would make 
commercial transactions speculative. 

§38. Plan of. a compensated dollar.-Another interestin~ 
plan is suggested by Professor Irving Fisher .in his book 
Stabilizing the 'Dollar (1920). He proposes 'to adjust the 
weight of th~ 'dollar (i.e .. the gold bullion dollar) at stated 
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intervals, each adjustment to be proportioned to the recorded 
deviation of the index number from par'. Thus a rise in 
prices would be counteracted by adding to the weight of the 
dollar, and a fall in prices by deducting from it. The recent 
(1934) 40% reduction in the gold contents of the U.S.A. 
dollar by President Roosevelt is intended to check falling 
prices and raise them to a desired higher level. It is not 
possible here to enter into the merits of this scheme. 

The problem of price stability has not, so far, been 
satisfactorily solved. An International Gold Standard, 
worked under close cooperation among the Central Banks of 
the world, should yield satisfactory results. The present 
unsatisfactory international situation, however, does not 
justify us to" expect an early realization of such hopes. 

§39. Other essentials of a sound monetary system.
Stability of the value of money, internal and external, is 
the first essential of a sound moneta.ry system. Other 
essentials are: (i) certainty, (ii) simplicity, (iii) elasticity, and 
(iv) economy. 

(i) Certainty.-The principal features and the mecha.
nism of the monetary system of a country should be definite 
and certain. This is accomplished by a comprehensive 
monetary law precisely defining the various obligations of the 
currency authority. For example, the Gold Exchange Stan
dard, as it was operated in this country until recently, did 
not fulfil this condition, since too much was left to the dis
cretion of the Government and the standard was nowhere 
precisely defined. 

(ii) Simplicity.-The monetary system should be simple 
and readily intelligible to the ordinary citizen. The Gold 
Currency Standard, judged by this test, is Jess complicated 
than the other forms of the Gold Standard or the Managed 
Currency Standard. Some writers attach special importance 
to this considera.tion in India where the general level of 
enlightenment is low. 

(iii) EZasticity.-It is also necessary that the monetary' 
system of a country should be elastic. It should be capable 
of automatic expansion and contraction according to the 
monetary needs of the country. In a mainly agricultural 
country like India, with its cycle of busy and slack' seasons, 
it is particularly necessary that the monetary system should 
be sufficiently elastic to meet the varying seasonal demands 
for currency. 

(iv) Economy.-LastIy, economy should be one of the 
guiding considerations of a sound monetary system. For 
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example, the Gold Bullion Standard is more economical than 
the Gold .Currency Standard, and a. well-managed Paper 
Currency Standard is the most economical of all-although 
in practice such Ii standard usually breaks down. 

No rigidly uniform system can be applied indiscriminately 
to every country. Each country' must decide which is on the 

• whole the best workable system suited to its special 
conditions. 

SUMMAnY 

It there were no money we should have to fall back on barter, which 
i. 80 most clumsy and inconvenient me~hod of exchange. (i) Barter is 
possible only where there is the double coincidence of wants and posses
.ion8. (ll) Even then, endless higgling would result in settling the terms 
of. bargain.. (iii) Money can be divided into any units, small or large, 
but usually things cannot be so divided. 

Money lunctioT16 a, (i) 80 medium of exchange; (ii) 80 measure of value; 
(iii) 80 store of value; (iv) reserve for bank credit; and (v) 80 standard 
of deferred payments. 

In order to be able to perform these functions satisfactorily, the money· 
material ahould preferably possess all of the following qualities: (i) Por
tability, (ii) Durability, (iii) Intrinsic vallUl, (iv) Homogeneity, (v) Divi
sibility, (vi) Malleability, (vii) Cognizibility: and (viii) Stability of value. 

Of all things tried so far, the precious metals (gold and silver) have 
been found best to fulfil these requirements. 

A Itandard coin is (i) 80 coin of which the contents are defined by law; 
(ll) it. face value il the same as its intrinsic value; (iii) it is unlimited 
legal tender; (iv) it is freely coined; and (v) .all values are expressed in 
terms of it. 

Token coin. are (i) limited legal tender; (ii) not freely coined; and 
(iii) . their intrinsic value is amaller than' their face value. They succeed in 
maintaining the artificial value given to them because they are required 
for small payments and are il8ued in limited quantitie •• 

Standard coins and token coins are both stamped by the Government. 
In th~ case of standard coins the Government also' guarantees the weight 

. and the fineness of thll metal used. 
Free coinage means the right of any holder of bullion to have it con

verted into (or exchanged for) standard coins at a Jized rate and without 
any limit 01 amount. . 

Coinage is gratuitoUl when there ia no charge levied for conversion of 
bullion into coin at the mint. 

Seigneurage generally means the charge, if any, levied on coinage. 
Sometimes the terIll 'seigneurage' is used only if the charge is higher than 
the actual cost of coinage, the term 'brassage' or 'mintage' being used 
when the charge just covers the actual cost. The remedy allowance or 
tolerance 01 the mint is the variation permitted by law from the weight 
and fineness of 80 standard coin when freshly issued. 

The mint price means the rate at which standard coin is given for 
bullion at the mint. 

14 
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DeblUement means the deliberate and illici~ reduction of quantity or 
proportion of fine metal in the atandard coin-an activity a' one time 
indulged in even by Governments (generally by needy and unscrupuloua 
sovereigns) but now confined to crooks and swindlers. 

When any kind of money is said to be legal lender (or full or tm/imilell 
legal tender), it means that it can be legally used for the final discharge 
of bbligations without limit of amount. When it is Baid to be Imutell 
legal tender, it means that nobody can legally be compelled to accept i' • 
for payments beyond a certain amount stated by law. 

Gresham's LaID etates that when good and bad money are cireulatin .. 
together, the bad money eventually .drives the good money aut of cir
culation. The law applies not. only in the case of good and bad coin. of 
the same metal but also to conditions arising under bimetallism and wben 
a depreciated paper money is circulating side by side with metallic mOlley. 

Gresham's Law holds good Bubject to the following qualifications: 
(i) It acts only when a large number of people discover tbat Borne 

monei is bad and same good, and desire to abstract the good nlOney from 
circulation for mare profitable nses. 

(ii) Both good and bad money may continue together if the total 611ppiy 
of money is sufficiently limited. 

(iii) The law assumes that there is no difficulty about the bad money 
being accepted as a medium of exchange. 

Under mOliometallism standard coins only of some one selected met "I 
are.in circulation. We have bimetallism when there are .tandard COUll (,f 
two metals (gold and silver) in circulation~ with a fixed legal ralio of 
value between them. Under the Paper or Managed Currency Standar,i 
only paper is in circulation without any guarantee of convertibility at a 
fixed rate into the standard metal or standard coins_ 

A country is said to be on the Gold Standard when all value. are 
measured in gold and the standard monetary unit is always ruaintailJeti 
at a certain defined value in gold. 

A Gold Standard with actual gold coins in circulation is called tbe 
Gold Currency Standard. Under the. Gold Bullion Standard no gold coins 
are in circulation,. but alI legal tender currency (e.g. Bank of England 
notes in England) is convertible into gold (not in the form of coins but 
of bars) at a fixed rate. Gold is similarly convertible into legal tender 
currency, and export and import of gold are unrestricted as under the 
Gold Currency Standard. 

Under the Gold Exchange Standard. the internal currency eonsists or 
cheap tokens of silver or paper. The internal curreney is maintained at 
a certain fixed value in terms of gold by providing for its convertibility 
into gold exchange, i.e. bills and drafts on a foreign centre where the 
gold standacd is in effective operation. Arrangements are also made for 
converting gold into local currency. 

Quite a number of countries are at present off the Gold Standard. I~ 
has, however, broken down not becanse of its inherent defects but owing 
to certain exceptional circumstances and owing to the failure on the part 
of certain important countries to fnlfi1 ~ conditions for its successful 
functioning. The Gold Standard, in spite of its difficultieeand inconve-
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niences, i. Btill the mos\ satisfactory and the least risky system of all 
and it is possible to make it more elastic and less costly, e.g. by dispensing 
with . gold in circulation, by decreasing the proportion of the metallic 
rese"e and by active cooperation among the Central Banks .of the world. 
The principal [Qerit of the Gold Standard is its simplicity and the protection 
it affords against the evil of inflation. 

Bimetalliam had a long innings in Europt! for about 200 years, till 
Budden changes affecting the production . of the precious metals since the 
middle of the nineteenth century began to subject the system to violent 
diRturbance. Gresham's Law 'came into operation and now silver and then 
gold began to disappear from circulation. The. efforts ~f . the countries of 
the Latin Union to maintain both the metals in circulation proved. un
availing. Bimetallism was finally abandoned by prac~icallyevery country
a process which was powerfulIy helped by the example of England; France 
and other members of the Latin Union adopted what" iii known as the 
Limping Standard. Bimetallism in practice works out as an alternating 
standard of silver or' gold. International bimetallism is theoretically a 
workable proposition and would ensure even a greater stability' of pricea 
than under the Gold Standard. But owing to the opposition of some 
important countries like England and Germany and of the banking' world 
i' has not so far been found feasible to give a trial to bimetallism on an 
international scale. If tbe necessary inte,national cooperation is forth
coming, an even more promising experiment than bimetallism would be 
.ome sort of sn International Managed Paper Currency Standard. 

At present most of the important modern nations have a Managed Paper 
Currencll Standard. It is cheap and itl quantity and therefore its value 
are more susceptible to conscious regulation than is the case with the 
precious metals. But it is liable to be a curse if the' temptation to over
issue is not firmly resisted. This applies particularly when we 'have fiaL 
or inconvertible paper money. In the case o~ fiduciary or convertible 
paper money, the principal precaution against its depreciation is to main
tain a sufficiently strong reserve for ensuring convertibility. Danger signals 
of inflation and depreciation of paper money are (i) a premium on gold. 
(ii) a riB~ in the rate of exchange (unfavourable exchange), (iii) external 
drain of gold, (iv) rise of prices, and (v) two sets of prices-one in gold, 
Which. is lower, and the other in paper, which is higher. 

The nils 0/ depreciation are (i) undeserved and nnexpected losses arid 
gains to different classes of people, (ii) 'nncertainty in business and in 
internation&l • trade ana in all . kinds of contracts based on money. and 
(iii) private and publio' extravagancil. It is possible to have an inexpensive 
and sanely regulated system 01 paper money. Bu' the pitfalls are·80 
numerous and the memories of monetary chaos due to over-issue and inflation 
of the war and post.-war period are still so vivid that even' U1e mos' 
advanced .among the western nations are likely for some·· iime to come 
to prerer the 8arety of the Gold Sta.ndard to the possibly 8uperior advantagea 
of a cautious and wisely regulated system of. paper money; 

n is often necessary to find out the extent of change in the' "al"" 0/ 
tnon'lI during a given period. The device of inti,s .umber.' is used for 
this purpo~e. It can be depended upon to give an approximately rorrec:& 
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measur" cif the change, provided· we are careful to select commoditiel 
(i) sufficiently numerous to represent general consumption, and (ii) not 
belouging to the same group. 

Generally speaking also it is better to use wholesale rather thau retail 
prices. When the commodities selected are given weights expressing their 
relative importance, we get weighted indez number,. 

The Quantity Theory of Money states that the level of prices varie. 
in direct proportion to changes in the qnantity of money. This ia true 
subject to the following qualifications and assumptions, that: 

(i) Money is used at every exchange of goods; 
(ii) Money is nsed only for exchange and only such money il takeu 

Into account; 
(iii) AU the money in existence is offered against all the gooda pro· 

duced for sale; 
(iv) Money includes not only metallic money but all the credit instru

?Dents which do money-work; 
(v) Quantity of· money means the physical quantity combined with 

rapidity cif circulation; and 
(vi) The level of prices (or the value of money) is determined not 

ohly by its quantity (supply) but also by the various factora governing 
the demand for it (e.g. volume of transactions, etc.). (Tbe elasticity of 
demand for money is always equal to unity.) 

The truth 'of the Quantity Theory is illustrated by the price changes in 
recent times. 

:As ·in· the case of other commodities, the cost of the production of the 
precious metals is one of the factors governing their value and the value 
of the .money which may happen to be based on them. But owing to 
the huge volume of precious metals already in existence, the position a. 
regards their supply in any given year does not appreciably affect the value 
of the total .stock, though in the long· run the cumulative effect of the 
yearly ,supplies will make itself felt. 

A rise oj price, is favourable to debtors, producers and merchants; and 
unfavourable to creditorS, wage-earners, and those with fixed money income •. 
A fall oj price, exactly reverses this position. 

Wage·earners, however, may stand to lose on the whole by falling prices 
if this serionsly diminishes profits and enterprise, and therefore the volume 
of employment available. 

The question whether complete stability oj price, is desirable Deed not 
be as,ked, because such a thing is unattainable in a changing .0rId. Violen~ 
tluctuations are, however, unquestionably harmful. Several plans have 
been proposed for achieving at least relative stability. Probably the best 
results will be obtained by an International Gold Standard and close and 
systematic cooperation among the Central Banks of the world. Present con
ditions. are, however, not very favourable for such cooperation. (Violent 
price changes are always bad. If the alternative is between gradually 
rising prices and gradually falling prices, we should be inclined to favour 
the former because they act as an incentive to economic activity.) 

Apart from comparative price stability, other minor e.sentiau of 4 ,ound 
fIUlrut4ry 8ystem are certainty, simplicity, elasticity and economy. 



CHAPTER XI 

EXCHANGE: CREDIT AND BANKING 

CREDIT 

§t. Nature and characteristics of credit.-Among 
civilized men economic transactions are largely ba.sed on 
mutual credit or 'faith. Many people, for example, entrust 
their money to banks in the faith that when they want it 
back, the banks will be willing and able to return it. Again, 
a very large volume of buying and selling takes place not on 
a basis of cash but of credit (that is, a promise to pay in 
future). The. shopkeeper allows us to run up bills because 
he has confidence that we shall discharge the bills at a., future 
date. Banks very often advance money to business people 
and others in different ways, usually against some security. 
but always in the expectation that ~he borrower himself or 
someone else will be willing and able to fulfil the promise of 
future payment. In a. well-constituted State, the aid of law 
also ca.n be invoked, if necessary. to enforce the fulfilment 
of these promises-implied or explicit. This preparedness 
to trust each other and the fact that it is in most cases justi
fied has most important economic consequences, as we shall 
see presently. 

Credit involves a. temporary transfer of wealth. In .this 
way some person or body of persons acquires the right to 
enjoy wealth the ultima.te economic title to which belongs 
to someone else. Credit may. of course, take the form of a 
loan of concrete goods or the temporary transfer of a. mere 
right or privilege. But in most modern instances of credi~ 
the thing lent is money. so that credit becomes a. contract 
for the future delivery of money by the borrower to the 
lender. It is evident that the lender or creditor necessarily 
exposes himself to a. ce~ain am~unt of risk. because his con
fidence in the probity or solvency of the borrower may prove 
to be misplaced and the borrower may fail to meet his 
obligations at the stipulated date. . 

We may now give a. more formal, definition of credit. 

f
credit is an exchange or transac.tion which consists in th~ 

temporary transfer of the usance of wealth in. the form of 
concrete goods or a fund of capital or a. mere right or 
privilege. The essence of credit is the right of enjoying 
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something, in most cases, money, the ultimate economic title 
to which belongs to another.'l Credit, as pointed out above, 
nowadays is virtually a contract for the future delivery of 
money. Time and confidence are the two essential features 
of credit. 

§2. Producthre and unproductin ·credit • .:....According to 
the use made of credit we distinguish between productive 
credit and unproductive (or consumption) credit. For 
example, when the Indian peasant borrows for marria.ge 
expenditure, credit is used unproductively. But if he borrows 
for land improvement or for meeting cultivation expenses, 
credit is productively used. In the modern economic organ
ization credit is mostly used for productive purposes. The 
principal unproductive use of credit today is when huge war 
loans are· contracted by the State. 
, §3. Credit instruments.-The promise to pay in future 
takes various forms, which include verbal and book credits. 2 

The principal credit instruments are promissory notes, 
cheques and bills of exchange. 

A promissory note is a. written promise by the debtor to 
pay a certain sum of money to the creditor, either on demand 
or at the expiration of a specified period. The creditor 
or the 'payee' can endorse (sign) the note and thus make it 
negotiable or transferable. 1£ there is one endorsement on 
the note it is called double-name paper, because both the 
maker (the original debtor) and endorser are responsible. 
Many of the loans granted to ryots in India by money
lenders are supported by such promissory notes. Another 
important class of promissory notes comprises the currency 
notes issued either by the Government (as in India until 
recently) or by some authorized institution like the Bank of 
England in Great Britain. These notes are payable on demand 
and form part of the regular legal-tender currency of most 
countries. Promissory notes are also extensively used in 
connexion with the inland or internal trade of a country, and 
are included in 'commercial paper'. (See Fig. 14.) 

Next we have cheques. A cheque is a written order 
signed by a depositor-an individual or a firm-on his bank, 

1 Seligman, op. cit., p. 496. 
: 'Verbal credit· is a loan granted on the mere verbal promise of the 

borrower to make payment at a certain 'time. 'Book credit' (or 'book 
debts') is the cre.dit granted and entered in the books Oedgers} of the 
creditor. It is credit on account. The Emtry in the ledger is an evidence 
'of the credit granted. There is no such evidence for verbal credit unless 
there is a third party 8S a witness. 
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ordering the bank, on demand, to pay a. certain sum of money 
to a third person or to the drawer himself, or his order, or 
to the bearer. Sometimes a cheque is crossed, i.e. two lines 
are drawn obliquely across the cheque (see Fig. 15). Like 
the ordinary cheque, the crossed cheque is also drawn upon 
a bank, but it can be paid only to the bank to whom it is 
crossed. The name of the bank, in whose favour it is crossed, 
is sometimes written between the two lines drawn obliquely 
across the cheque. Such a cheque is generally carried to 
account and is safer than the ordinary cheque; even if it is 
stolen, it is of no use to a thief since only the bank in whose 
favour it is crossed can obtain payment on it. A cheque 
drawn by one bank upon another is known as ban1.er'8 
draft. 

A bill of exchange 1 is an order by one person or firm 
(called 'drawer') drawn on another person (a. firm or a. 
bank, called 'drawee') instructing the latter to pay a 
certain sum of money for value received to a. third party or 
to the drawer (called 'payee'). But, unlike a cheque, a bill 
of exchange is not necessarily payable on demand or at sight, 
but at some future date, it may be after thirty days, or 
sixty days, or ninety days, but generally not longer than 
six months. It is called a 'sight bill' if the payment is to 
be made as soon as the drawee has seen it (i.e. on demand). 
If the payment is to be made at the expiration of a fixed 
period it is called a. 'time (usance) bill'. The person on 
whom the bill is drawn may either accept the bill by signing 
it as 'Accepted' or decline to make payment (signing 'Pro
tested'). The acceptor becomes legally liable to make the 
payment due on the bill. If the drawer and the drawee are 
in the same country the bill is called a domestic bill; if in 
different countries, it is called a foreign bill (an export or 
import bill).2 Fig. 16 is a specimen of a bill of exchange, 
the acceptance being written across the bill by the 'drawee'. 

§4. How credit economizes the use of metallic currency. 
-The element of trust involved in a cheque or bill of 
exchange is greater than in a Government or Bank note. The 
~ote is as good as cash because it can generally be converted 
mto cash: the State or a State-authorized bank undertakes 
the responsibility for conversion. The note is also ]ega] 

I A hundi is a variety of the domestie bill of exchange: see Pan II. 
cb. vi. §17. 

, See ch. xii. §U. 
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tender, which the cheque or bill of exchange is not. A vast 
volume of transactions is conducted by means of cheques and 
bills of exchange, and a great economy in the use of the 
precious metals as currency results. This is facilitated by 
two. devices. In the first place, both cheques and bills of 
exchange (as also promissory notes) are negotiable, i.e. they 
can be transferred by the payee or the person in whose favour 
they are drawn by endorsement to another person. In the 
case of cheques made payable to the bearer ('bearer cheques' 
as they are called), the transfer is effected merely by delivery 
from hand to hand as in the case of a bank note. Thus 
before a. cheque or a bill of exchange is finalIy cashed or 
'retired', it rrpy have passed a number of times from hand 
to hand, being used like money for discharge of obligations. 
Cash or use of actual money is thus dispensed with so far 
as the intermediate transactions are concerned. Secondly, 
there is the device of the 'clearing house', which is described 
below. 

§5. Clearing house system.-In most of the big bank
ing centres like London, New York, Calcutta and Bombay. 
there is an institution called the clearing house, on which 
are represented the principal banks in the centre. This 
organization performs the function of offsetting cross (contra 
or mutua\) obligations in the form of cheques on each other 
received by the various banks in the course of their day's 
transactions. The leading bank of the place (generalIy. the 
Central Bank) presides over the clearing house and acts as a 
banker's. bank, and as the other banks keep an account with 
it, it can adjust in its books the defiCit against or balance 
in favour of the various member banks· after offsetting the 
different claims of the banks amongst themselves. The 
member banks usually keep certain balances with the Central 
Dank and pay the difference by a draft on the latter. Thus 
the necessary adjustments are effected by book entries with
out any cash changing hands. In the London clearing house, 
for example, barely 1 % of the cheoues is actually cashed. 

§ 6. Economic functions of· credit.-(i) The principal use 
of credit is that it enables men of enterprise and initiative 
to embark upon lar~e-scale ventures on borrowed capital •. It 
mobilizes the existing capital; i.e. 'makes its more .effective 
u~e - possiOTe. ~t--enables· production to be initiated long iI1 
adVance- of demand, that is. in advance of the sale of the pro
d\1ct to· the consumer. (ii) It transfers capital from those 
who cannot or do not wish to use it themselves to those 
who have the desire and the capacity to use it profitablY'. 
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Naturally, those business men who are known to be compe
tent obtain credit more easily than those of unproven ability. 
Credit thus exercises a. selective influence and encourages the 
survival of the fittest amongst the industrialists and business 
people. It is clearly advantageous to the community that 
capital should flow into the hands most capable of using it 
well. Further, some businesses are liable to come to a. stand
still unless through credit a continuous supply of capital is 
ensured. Credit may also be said to promote the progress of 
invention because the introduction of inventions and new 
processes requires capital, the supply of which is facilitated 
by credit. Credit is to be distinguished from capital in the 
same manner that money is distinguished from capita\. Both 
money and credit stand for purchasing power, and whether 
they represent or stand for capital or not depends on whether 
they are spent on the capital necessary for further production 
or on objects of immediate consumption. 

(iii) Thirdly, as already seen, credit enables considerable 
economies in the use of gold (metallic money) to be effected, 
and provides convenient media of excha.nge, such as bank 
notes, cheques and bills of exchange. 

§7. Abuses of credit.-Like every human device credit 
is liable to be abused. If the borrower uses credit recklessly 
and wastefully he inflicts ruin both upon himself and on the 
lender. Moreover, there is the danger that credit may be 
issued to excess by the banks (who are the principal dealers 
in credit today) so that the economic stability of society is 
endangered and speculation encouraged. Overproduction 
may ensue as one of the evil results. The unwise use of 
credit may also enable the weakness of business concerns to 
be concealed for quite a. long time, making the inevitable 
crash all the more disastrous when it comes. Hence the need 
for careful regulation. 

BANKING 

§8. Utility of banking.-BankinO' occupies a most 
important position in the modern eco~omic world. Banks 
are dispensers of credit, and we have already examined the 
numerous ways in which credit serves the community and 
keeps the wheels of commerce and industry revolving. By 
offering opportunities for investment and safe custody of 
depOsits, banks stimulate the habit of thrift or saving, and 
discourage hoarding or an unproduCtive use of surplus wealth, 
thu·s promoting investment and the growth of capital. A 
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wise banking policy may go a long way towards mitigating 
the shocks of an economic crisis. While all these advantages 
can be reaped from a sound banking organization wisely 
conducted, a banking system, if badly constructed and badly 
handled, is - capable of inflicting great ha.rm on trade and 
industry and of seriously impeding economic progress. 

§9. Banking: deflnltlon and functions.-Banking means 
the l2usiness oL.d.eaJiIl~ ..iILgedits.....!Lnd a bank means an 
institution whose main business is receiving deposits from 
the public and on the basis of them making advances and 
loans in such a. manner as to make a profit for itself. 1 

The functions of banks.-Modern banks perform a variety 
of functions, some of which are given below: 

(i) Various kinds of money dealings, such as money
changing, shipment of money or bullion, purchase and sale 
of bullion. 

(ii) Receiving of deposits.-This is considered in greater 
detail below. I 

(iii) Discounting (i.e. purchasing at present worth) 
commercial paper (e.g. bills of ~xchange and promissory 
notes).! 

(iv) Granting loans in other ways either by advance 
against securities or by way of overdraft," mortgage loans, or 
by purchase of shares in industrial companies. 

(v) Issue of bank notes.-This function, as we shall see 
later,· is nowadays virtually restricted to the Central Bank 
of Issue. In the eighteenth century it was regarded as an 
essential function of all banks. 

(vi) Dealings in foreign exchange.' 
(vii) Issue of securities (e.g. bonds or shares for joint

stock companies). 
(viii) Performing agency functions on behalf of clients, 

such as (a) safe custody, sale or purchase of securities; 
(b) safe custody of other valuables; (c) collection of dividends 
and interest for clients; (d) acting as correspondents and 
clearing agents for other banks; (e) issuing letters of credit 
to travellers; (I> acting as trustees, executors, attorneys; 
(g) serving as bankers to joint-stock companies; (h) the 
Central Bank of a country acts as the agent to the 

, 'Thll term bank is ordinarily applied to an institution which receives 
aeposits of money or of credit and which seeks profits through the extension 
or salll of its own credit. '-E. E. Agger. Chgoniaed Bonking. p. 19. 

I See § §1l-19. • See §13. • See §13. 
I §15. • See ch. xii. § §13-18. 
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Government and performs banking functions for the 
Government. 1 

§10 .. Some features of modern banking.-(i) Banking 
specialization.-It must not be imagined, however, tha~ all 
these functions are performed by every bank. There 1S a. 
division of labour and specialization here as elsewhere. Thus 
what are known as commercial banks accept deposits for 
sb.ort periods and lend credit also for short periods (for the 
current finance of trade and industry) in England, the 
U.S.A. and India. As distinguished from these, there 
are the industrial banks, like those in Japan, which 
extend long-term finance, i.e. lend money for long period" 
to industrial concerns and· raise their working capital 
by debentures. Some banks, as in Germany, are of the 
mi:x;ed type and combine ordinary commercial banking with 
industrial finance. Certain banks specialize in land mort
gage banking, some in savings banking, some in cooperative 
banking, some in the financing of the foreign trade or foreign 
exchanges. The .Central Banks are in a class by themselves. 
They are generally empowered to issue paper currency and 
their outlook is national and different from that of the 
ordinary banks, which are ordinary profit-making concerns. 

(ii) . Bank amalgamations .-Another . striking feature of
1 modern banking organization is the process of bank amalga

mations under the stimulus of much the same forces, 
(namely, desire to avoid competition and ensure economies) 
as promote large-scale production, large-scale manag-ement 
and combinations. Thus England has its ':aiz..Eive' (Bar
clays, Llovds, Midland, National Provincial aiid"'WCstminster 
banks). The advantages of amalgamation are efficient organ
ization and the control of banking through hig-hly-paid 
expert managers, the centralization of reserves, cheaper and 
wider banking facilities, and services throughout the country 
and the world. As usual certain disadvantaO'es show them
selves if the process of amalgamation is c~ied too far, so 
that the whole organization becomes unwieldy, cumbersome 
and excessively centralized and leads to the neO'lect of local 
~tere~ts. Financial resources may also come t~ be central
lzed ill the hands of a single orO'anization with all the 
attendant evils o~ unchallenged mo;opoly. It is, therefore, 
felt that something must be done to check amakamation 
beyond a certain stage. In Great Britain,. as reco~mended 
by a Committee of Inquiry in 1918, the sanction of the 

I R"e §l9. 
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Treasury is now necessary for further a.malgamations. The 
iol1owlDg may, be mentioned a~ striking instances of amalga
mations which have recently ~ccurred in India (a) amalga
mation of the three Presidency Banks into the Impe~a.l Bank 
of Inwa (1921>, and (b) of the Central Bank of India with 
the Tata Industrial Bank (1923). 

(iii) Branch Banking versus Independent Unit Banking. 
-In this connexion, a word or two may be said about two 
rival systems ,of banking: branch banking and unit bank
ing. Under the branch banking system there is a small 
number of very large banks, each having numerous branches. 
Where the rival system obtains, as in the U.S.A., there are 
a great many small .independent banks. Branch banking has 
made great strides in England, Australia, Canada'and France. 
On the other hand, the U.S.A. is the home of the indepen· 
dent. uri it banking system, branch banking being restricted 
01: prohibited there by law. In India, we are following the 
branch banking system, the Imperial Bank of India having 
mllch the largest number of branches, while other joint-stock 
banks, such as the Central Bank of India, follow the same 
system. In favour of branch banliing, it can be said that 
it enables funds to be transferred froni one branch to 
another according to the needs of the different localities 
served by them. A more even distribution of risks as. between 
various types of enterprise, and cheap and widespread bank
ing facilities are other a.dvantages. Its principa;! defects are 
the possibility of monopolistic control, excessive centralization 
ot authority at headquarters; and neglect of local interests. 
Money collected from one bra.nch may- be sent to headquarters 
or another branch. The local manager may be shifted' about 
fiom branch to branch sa that he does not get an opportunity 
of studying thoroughly the' conditions and' needs of any 
particular locality. ' , , 

§ 11. The principal operations of a commercial bank: 
Deposit banking.-We shall now discuss in greater detail the 
princip.al functions or operations of modern commercial banks. 

Deposit banking.-The first business of a bank is to 
recei\'e deposits from the public in order to increase its work
ing capital beyond its own share capital, for the purpose of 
making loans and investments. It pays a lower rate 
of interest on the deposits which it receives than what it 
charges in its turn to its customers who borrow from it. This 
difference constitutes its profit. 

At one time the chief function of a banker was money
changing. This was necessary ~ecause there were numerous 
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kinds of coins, domestic and foreign, in circula~ion'. In 
the seventeenth century i gol,dsmithif in England undettook 
this business, as did the Bank of Amiterdam at a'll earlier 
period. The shroffs, or indigenous bankers itt India. per
formed .a similar function in the pre-British period. Tb'e next 
stage was deposit banking. People placed their coins far sale 
custody with the goldsmiths, who gave written acknowledge
ments for them. At first they allowed oral transfers of such 
deposits .and later accepted written orders which, as time 
went on, came to have more and more of the characteristics 
of modern cheques. The goldsmiths used a. part of this money 
to make advances. Sometimes, as in England, the reigning 
monarchs took advantage of this facility ana borrowed money. 
on interest-bearing securities. Similarly in India, the indi
genous bankers used to receive deposits from th~ .public Cor 
sll.fe custody. They also served as S.tate fina.nciers. In 
England, owing to the repUdiation of his debts to the gold
smiths by Charles II, the old system received a rude shock. 
It was partly the exigencies of the State (the war expendittlre 
of William lID and partly the rise of England as a commer
cial nation that led to the establishment of the Bank of 
England in 1694 by Act of Parliament. For all practical 
purposes this may be regarded as the starting-pornt of modern 
banking. Deposit ba.nking gradually developed, and along 
with it the cheque system which has already been explained, 
Bll.nk deposits, originally confined to coins, gradually took. 
the form of bank notes in the eighteenth century, and later 
of cheques sent toll. bank by its customers to be carried 
to their account. In the nineteenth century, the note-issue 
function gradually receded into the background, and deposit 
banking made a great advance. Note issue came to be 
restricted to a few banks, and in several countries is confined 
to Central Banks of Issue. 1 

We may point out here that there, are two kinds of 
deposit: (i) deposits of money (cash or claims to cash), left 
with a. bank by depositors, and (ii) deposits of credits, issued 
by the. bank to its clients ~ainst suitable security. The 
latter kind of deposits have come into great prominence 
today. Busines~ men great,y prefer to have lDeans of pay
ment made available to them by deposit credits. That is, 
when loans are granted to business men, they generally take 
the form of current account deposits in the name of the 
borrowers, which they can draw upon by means of cheques 

I See 114. 
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as need • arises." WhetL~r )ieposits consist of money in cash 
or 'of ~ cr~dits.~ the Qank. "ia .~lways bonnd to pay in money, 
whenever call,ed upon'q. do ·so ~ and it must therefore maintain 
a ll'uffiC~t cash reserV'e to meet all demands. As we shall 
s¢e ·1ater on,l part pf this reserve is generally kept as a 
deIJosit with the Central Bank, which thus comes to hold 

.• the·banking r~serves of the country as a whole. In a few 
·countries like the U.S.A. the law prescribes a statutory 
minimum ca.sh reserve against the deposit liabilities of banks. 
Banks, like insurance companies, work on the principle that 
at .any given time claims for payment are made only in 
respect of a certain fairly calculable proportion of the depo
·siti, so that a surplus is available which they can invest or 

.. lend at interest to their clients and thus make a profit. 
. § 12. ~Classea of deposits.-There are three main classes 

. of deposit accounts': (i) Deposits on current account which 
can be withdrawn by the depositor on demand without any 
'pr~vious notice. Therefore on such accounts the banks 
usually allow little or no interest. Indeed, if the deposits 
fall below a certain minimum they generally charge a certain 
commission. TbeseajjCounts can be operated by means of 
cheques. •. 

(ii) Deposits on fixed account . ....:.These are kept with the 
banks for fixed periods ranging from one month to twelve 
months and in some cases for some years. In the case of 

·these dep,psits the blUlks get not~e of withdrawal and are 
ready to pay interest, because they can be investe"d more 

. .freely than deposits on current account, the rate of interest 
varying directly with the length of the period of deposit. The 
longer the period, the hi,g-her the rate of interest allowed. 

(iii) Deposits on saDings account.-Special facilities are 
given by commercial banks to attract such deposits. There 
are also special savings banks (e.g. Postal Savings Banks in 
India) which accept very small sums, allow interest, and per
mit withdrawal on a limited scale (say twice in a week). 
This variety of deposit banking suits the middle and the 
lower middle classes and promotes the habit of thrift. It is 
particularly useful in rural areas. 

'l'he cheque system and clearing houses.-These are 
intimately connected with deposit banJ..;ng a.nd have already 
been described while discussing the instruments of credit and 
the uses of credit.-

, See §19. 

15 
• See § §3-5. 
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§13. Loans and advances.-We shall now proceed to 
explain the principal types of loans advanced by .b~nks to 
their clients, varying in their forms and conditlOns of 
interest. 1 

(i) Loans against specific promises to pay.-The 
simplest form of loan is the 'clean' advance on the personal 
note of the borrower, called the single~name .paper. When 
such a. note is endorsed by a friend or business associate of 
the borrower, it is called a two-name paper. Such endorse
ments may be multiplied, thus adding to the value of the 
security. 

(ii) Collateral loans.-These are advanced against pro
missory notes supported by the pledging of stock or bonds, 
called in this connexion, 'stock exchange collateral'. These 
are usually easily marketable bonds, certificates of stock, etc. 
The stock exchange offers an open market for certain listed 
(approved) securities. It is obvious that such loans are more 
acceptable to banks than where the security is only personal. 

(iii) Discounting of commercial paper.-Discounting of 
commercial paper, promissory notes, and bills of exchange if! 
the most acceptable form of investment for banks. The risk 
is comparatively small, since such loans are advanced against 
paper which 'originates in the buying and selling of actual 
goods. A sells goods to B and usually draws a bill on B, 
for which a bank pays cash to him and ultimately recovers 
the amount from B, who in the meanwhile has sold the goods 
and is in a position to meet his liability. The security there
fore is tangible and substantial. Such paper is discounted or 
purchased by the bank at its face value less interest on the 
principal at the current rate till the time when the bill falls 
due. Such commercial paper is usually short-term paper, 
ordinarily running for periods not exceeding three months, 
and as such is very welcome to commercial bankS who cannot 
afford to invest their funds (mainly drawn from short-term 
deposits) for long periods. 

(iv) OfJerdraft.-This form of loan arises when a deposi
tor is allowed to draw by cheque beyond the deposit amount 
to his credit at the bank up to a certain stated limit, security 
being generally required in the case of large amounts. 

(v) Cash credit.-'This consists of an open credit or 
drawing account granted by the bank to someone vouched 
for by at least two "cautionez:s" or sureties' (Seligman). 
The customer draws on the bank in small instalments and 

I Agger, op. cit., pp. 44, 48; and Seligman, op. cit., pp. 506-10. 
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pay; interest on the amount actually drawn. This type of 
loan suits small merchants, farmers and artisans. The system 
of cash credit is best developed in Scotland, and is also 
extensively used in India.. 

Bank loan~ according to conditions of payment.-(i) • Call' 
or Demand loans, issued generally on security, are repayable 
at the option of the bank as well as at the option of the 
borrower at any time. 

(ii) Short-term loans mature within thirty, sixty or 
ninety days, and enable the bank to have its resources as 
completely under its control as possible. 

(iii) Long-term loans for six months and more are made 
more frequently by private bankers, trust companies, and 
investment or industrial banks whose obligations to depositors 
do not usually call for repayment on demand. 

The prudent banker brings about such a. combination of 
these various kinds of loans as will'secure for him the largest 
average rate ~f interest, without so tying up his funds that 
they cannot be quickly converted into cash for meeting 
emergencies. I .. • 

§ 14. The Importance of adequate cash reserYes and the 
need for regulation of banks.-The· maintenance' of suffiCient 
cash reserves is the ,very ABC of sorindbanking. The 
chief danger to a bank is insolvency arising from (ailure 
promptly to honour its obligations, whicn in the case of' a 
commercial bank are for the most pint demand liabilities, i.e. 
liabilities which'must be met as soon as demand is made. 
It is, however, the experience of most countries that ba.nks 
learn this salutary lesson only after a reckless disregard of 
it has actually caused a. series of 'disasterS.' Often tney 
cannot resist the temptation of earning high dividends for 
their shareholderS by making large alid risky investments' at 
the cost of safety. The progress of banking'largely depends 
upon public confidence, which is a. plant of slow growth~ 
Unfortunately, in a time of crisis the public do not discrimi
nate between a; Bound bank and an unsound' one. One. bank 
failure may be sufficient to create a widespread panic and 
bring a. large number of ba~ks. into trouble by cauSing a 
general run on them. The SlDS of one badly managed' bank 
are thus visited on the heads of the good banks. Particular 
ca.re is. therefore, necessary to secure prudent and cautious 

• Banks also inves~ a part of their working capital in Government.. 
Municipal, Trust and other semi-public securities which can easily be real
ized in CIlBe of emergency. 
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management. It may also further be argued that banking 
is really a. kind of public trust in the management of which 
anything like profiteering should be discouraged. On these 
gr_ounds is based the case for the regulation of banks. One 
important method of regulation that is suggested is to 
impose an obligation upon banks to hold a certain minimum 
proportionate cash reserve as in the case of the American 
National and Federal Reserve banks. Other regulations lay 
down that loans should be granted only for certain specific 
purposes and only on certain conditions regarding the nature 
of security, specify the maximum period for which loans may 
be advanced, and insist on publicity of accounts and periodical 
inspection as further safeguards. The principal argument in 
favour of 'free' banking is the importance of elasticity in 
the supply of money and credit, the need for which is liable 
to considerable variations particularly in agricultural commu
nities. Moreover, a statutory minimum reserve would in 
practice tend to be the maximum reserve and would lessen 
the sense of responsibility of directors arid mana~ers. This 
would also be the result of other restrictions. The general 
feeling, however, is that regulation of this type is on the 
whole useful and desirable. Latterly there is in evidence Ii 

tendency to bring banking under greater State control, as in 
the U.S.A., and there is even a movement for nationalization 
or socialization of banking, for instance in the United King
dom. The need for regulation of banks and of prescribin~ a 
statutory minimum reserve is all the greater in a country like 
India where modern banking is still in its infancy. It is 
not easy to determine the minimum reserve, although an 
orthodox banking maxim prescribes thirty-three per cent as 
the minimum 'apprehension reserve'-any lessening of which 
would create doubt in the public mind regarding the 
solvency of the bank. Each country must make up its mind 
regarding the percentage appropriate to its own conditions, 
and the conditions may differ Dot only as between one COUD
try and another but also as between different localities of the 
same count.ry .. The. eXperience of bankers is obviously a 
valuable guIde In thIS connexion. 

§15. Issue of ba.nk notes.-We have already explained 
the cha~acter of bank notes1 and pointed out that though in 
the earher stages of modern banking development the issue 
of ba:nk notes wa~ considered indispensable for the growth of 
banking, the rapId development of deposit banking and the 

See ch. :E, §22. 
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preference of the business community for deposit credits 
made the issue of bank notes less necessary. So also a better 
appreciation of the necessity of regulating the issue of bank 
notes resulted in the curtailment of the right of issue, which 
was at first entirely free. .l!'ree competition among banks in 
the matter of note issue came to be looked upon as undesir
able both as leading to the evils of diversity and multiplicity 
of notes and of the abuses of overissue. A virtual monopoly 
of issue in favour of either a, State bank (as in Russia and 
Finland), or of a private bank (as ill England, France, 
Germany and India) is now the system adopted in most 
countries. Even in the U.S.A., where a. number of banks 
were at one time allowed to issue notes, the right is now 
being centralized in the hands of a dozen banks, called 
Federal Reserve Banks, by the Federal Reserve Act of 1913. 

§ 16. Regulation of note issue: Currency School and 
Banking School.-The unsatisfactory position of English 
currency about the middle of the nineteenth century, and the 
numerous failures among banks and business houses, made 
everyone alive to the necessity of regulating the issue of 
bank notes in the interests of the public. But widely differ
ent opinions were held as to the best method of doing so. 
The Currency School and the Banking School represented two 
extreme views on this matter, and before the passing of the 
Bank Charter Act of 1844, a great controversy raged between 
these two schools. 

The Currency School held that a bank note should be 
regarded as a. bullion certificate ana should be issued only 
against a. backing of gold to the full value of the note or, 
at any rate, of a. very large holding of gold, the fiduciary or 
uncovered issue being strictly limited. If this were not done, 
there would be overissue of bank notes with all its resultant 
evils. In the view of the Currency School, a bank note was 
to be regarded as a. substitute for metallic currency rather 
than as a pure credit ·instrument. It is obvious that this 
ultra-cautious policy would ensure safety, but only at the cost 
of elasticity and economy, making it most difficult to expand 
the note issue to meet an emergency. To insist on a hundred 
per cent reserve is expensive and unnecess8.ry. .' 
. - The Banking School, on the other hand, held that the 
question of gold reserves should be left to the discretion of 
the banks themselves. In their own interest they would 
avoid overissue of notes. Even if there was by any 
chance an excess beyond trade requirements, this would 
soon be returned to the banks. Large gold reserves 
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were therefore not necessary to secure the convertibility 
of the notes. 

The principal merit of the banking theory is that it 
provides for elasticity and economy in the note issue. On the 
other hand, human nature being what it is we cannot entirely 
depend upon the banks and their sense of responsibility. 
Complete freedom in this matter would result in speculative 
transactions being financed by an uncontrolled issue of notes. 
Moreover, a considerable overissue of notes may occur with
out anyone being aware of it for a long time. It was 
precisely because all these evils had manifested themselves 
on an alarming scale under the old system-which left 
ma.tters entirely to the discretion of the bankers-that there 
was a general outcry against the continuance of a laissez-faire 
policy. It is thus not surprising that the Currency School 
triumphed ultimately and its recommendations were incorpo
rated in the Bank Charter Act of 1844. This is, however, 
not to say that the currency school did not err on the side 
of excessive ca.ution. The best policy really lies midway 
between the positions adopted by the advocates of these two 
rival principles, and its aim should be to combine safety and 
stability with elasticity and economy. 

§ 17. Principal methods of regulating note Issue.-Four 
principal methods of regulating note issue may be dis
tinguished : 

(i) The fixed fiduciary issue system which has been 
a"dopted by England under the Bank Charter Act of 1844 
and retained under the Currency and Bank Notes Act of 
1928. The Bank of England is authorized to issue its own 
notes against securities to an amount fixed by statute. This 
authorized fiduciary issue was originally fixed at £14,000,000. 
When the right of note issue enjoyed by the country banks 
lapsed, a proportion of their right to issue notes devolved 
upon the Bank of England. In this manner the fiduciary 
issue rose to £19,750,000 in 1923. This was the maximum 
allowed by the Charter Act of 1844. 1 This limit has now 
been fixed at £260,000,000, under the Currency and Bank 
Notes .Act of 1928, which also amalgamated the Treasury 
Notes Issued by the British Government during the war with 

I The process of compiete centralization of note issue in the hands or 
the Bank, contemplated hy the Charter Act of 1844, was completed when 
the last of the other banks lost ita privilege on amalgamation with Lloyd. 
Bank in 19!IL 
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the Bank of England notes, the Bank being made responsible 
for the payment of this amalgamated issue. 

Any additional notes over and above. this fixed fiduciary 
limit have to be secured by a. gold backing of 100%. The 
Act of 1844 required the separa.tion of the business of note 
issue and of banking into two separate departments-the 
Issue Department and the Banking Department. The Issue 
Department dealt exclusively with the issue and redemption 
of notes and held the gold reserves as well as the fiduciary 
reserve. The Banking Department was concerned with the 

- discount, credit and banking business generally. Thus not 
a. single note could be issued by the bank except against gold 
after the fiduciary limit was reached. If for example more 
currency was needed to meet a, severe monetary crisis, the 
only course open was to suspelld the Bank Act (as was 
done in the crises of 1847, 1857 and 1866), thus enabling the 
bank to increase its fiduciary issue of notes. The violation 
of the Act had to be condoned by obtaining a subsequent 
indemnity from Parliament. This gave occasion to the gibe 
that the Bank Charter Act of 1844 ,became useful only when 
it was suspended I There can be no doubt that under the Act 
of 1844 safety was purchased at the expense of elasticity. 
If the British banking system as a whole has worked well 
in spite of this Act it is because· of the rapid development of 
joint-stock banking and the use of the cheque as the chief 
medium of exchange. 

While the Act of 1928 retains the principle of maximum 
fiduciary note issue, it makes the clumsy procedure of sus
pension unnecessary by authorizing the Treasury to allow 
the bank to exceed the limit of £260,000,000. The sanction 
80 given, however, is to be communicated to Parliament, 
and the permission is restricted to a period of six months, 
which may however be extended to a further period of six 
months. The British note issue has. thus been made some
what more elastic in times of emergency. But as far as the 
normal expansion of trade and business is concerned, the 
cheque system will continue to be as indispensable as before 
the war. Before 1920, the principle of a. fixed fiduciary 
reserve underlying the Bank Charter Act of 1844 was 
adopted in India., when Government paper currency was 
introduced in 1861. 1 . 

(ii) Proportional r8S8rfJ8 system.-This is the system 
now prevalent in the continent of Europe, the U.S.A. <under 

• See Part n. ch. vi, §7. 
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the )federal Reserve System of 1913), South Africa and India. 
Under this system, the notes are secured by a. minimum per
centage of gold and gold securities laid down by statute. This 
percentage is 40% under the Federal Reserve System, in Ger
many, in South Africa and India, and 35% in Prance. These 
minima may however be disregarded for short periods ·with 
the consent of the Government on condition that the issuing 
bank pays a tax reckoned on the amount of the deficiency, 
the rate of the tax being made to rise steeply as the deficiency 
rises. All these precautions are intended to discourage 
excessive issue of notes. The principal merit of the propor
tional reserve system is that it is elastic. The expa.nsion 
and contraction do not take place at the same rate as increa.se 
~r decrease of the gold reserve, as in the case of the fixed 
fiduciary issue, but at a greater rate. Thus suppose the 
proportion of the gold reserve is 40%, then for every increase 
of 40 in the gold reserve, the permissible expansion of. note 
issue will be 100. Similarly a contraction of gold reserve 
by 40 will cause contraction of note issue by 100: expansion 
I1S well as contraction are much more substantial than under 
the fixed fiduciary system. Usually the Central Banks work
ing under this system maintain a reserve ratio fa.r above the 
legal minimum. The Hilton-Young Currency Commission of 
1925-6 recommended this system for India, and it has 
accordingly been embodied in the Reserve Bank of India Act 
of 1934. 

(iii) Maximum issue.-Under this system, the maximum 
amount of notes that may be issued by the Central Bank is 
presc.ribed by law. This was the French system before 1928, 
the maximum originally fixed being 350,000,000 francs. This 
maximum was raised several times, particularly during the 
war. Except for this restriCtion the Bank of France wa~ 
allowed complete discretion and no reserve was made com
pulsory by law. The French system was the nearest 
approach in theory to the banking principle. although in 
practice the Bank of France held superlatively large cash 
reserves. The French system reversed what is commonly 
regarded as the sound principle of regulation, namely, allow
ing freedom as regards the total amount of notes, but 
restricting fiduciary issue by requiring a minimum reserve 
of gold to be held. It has been supplanted in France since 
1928 (~ith the restoration of the Gold Standard) by the 
proportIOnal reserve system, a 35% gold reserve beinIY now 
prescribed by law. " 

(iv) The bond (security) deposit system.-This was the 
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system of regula.tion of note issue which operated in the 
United States before the passing of the Federal Reserve Act 
of 1913. The National Banks were given the privilege of 
note issue (there being several thousands of them) subject to 
the following conditions: they could issue notes only against 
the deposit of U.S.A. bonds with the Treasury;" they were 
required to keep a 5% cash reserve in the same Treasury 
as 0. Redemption Fund and to pa.y a tax of !% on the value 
of the notes issued; they were not to issue notes in excess 
of their capital. This system made the note issue rigid by 
making it dependent upon the price of bonds and their 
supply. At the same time the note issue remained decen
tralized, i.e. in the hands of a large number of banks 
scattered up and down the country. . 

The Federal Reserve Act of 1913 contemplated the 
eventual replacement of National Bank notes by the Federal 
Reserve Bank notes. This Act established twelve regional 
Federal Reserve Banks in the principal towns federated under 
the control of a Federal Reserve Board. The Board could 
Ilouthorize the Reserve Banks to i!lsue notes called Federal 
Reserve Notes which were made by law the obligation of the 
United States and were redeemable at the United States 
Treasury at the holder's option. These banks had to deposit 
with the Board commercial paper as security against the 
notes, a.n"d themselves to keep a reserve of 40% in gold, 
which could be reduced on payment of a graduated tax on 
the deficiency. This new note issue was expected to provide 
for the seasonal demand for currency and to be useful in 
meeting a. crisis. Thus the American banking system has 
largely come into line with the centralized banking systems 
in European countries. Of course, there is not a single 
central bank, but a dozen. This is partly due to the jealousy 
of the Federal Government and partly to the large size of 
the country.1 

§ 18. Central banking problems.-This leads us to one of 
the most discussed 9.uestions of the "day, the question of 
central banking. The International Fina.ncial Conference, 
which met at Brussels in 1920, passed a. resolution that in 
countries where there is no Central Bank of Issue, one 
should be established. Underlying this resolution is the idea 
that there is a close connexion between the maintenance of 
financial stability a.nd a. centra.l banking organization. 
Already before the war several European countries had 

, For the Indian paper currency system. see Part n. ch. vi, § §7-8. 
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developed a strong central system, as in England, France, 
Germany and Switzerland. The United States, the home of 
decentralized banking, adopted the new system under the 
Federal Reserve Act of 1913. After the war several new 
Central Banks have been established in countries that previ
ously formed part of the Austrian and Russian empires, in 
certain of the Balkan countries, in Central a.nd South 
American States and in South Africa, New Zealand and 
Canada,l and India has recently (April 1935) established a 
Reserve Bank. There is no uniformity regarding their consti· 
tution. Some are private banks as in Britain, America., 
France and India, while some are State banks as in Russia 
and Finland. It is, however, generally thought desirable to 
keep Central Banks free from political influence. 

§19. Functions of Central Banks.-(i) The Central 
Bank is mainly a 12g,nkers' bank. It offers rediscounting 
facilities to its member-banks and thus makes credit available 
to them. In some countries it also serves as the custodian 
of the country's banking reserves, the smaller member-banks 
-either as a matter of convention as in England or as a. 
matter of law as in the U.S.A. or Indi~keeping a certain 
percentage of their deposits with the Central Bank. Thlltt 
the latter is distinct from the ordinary commercial banks and 
its policy is directed not so much to making profits and main
taining . its own solvency, as to regulating the credit 
machinery. and maintaining the solvency of the banking 
system as a whole. For these reasons Central Banks do not 
usually allow interest on deposits and avoid direct dealings 
with the public, ·in order to avoid competition with commer
cial banks. 

(ii) Bankers to the Government.-The Central Banks 
usually· act as bankers to the Government. The receipt of 
reven1l:e, Government disbursements and borrowing operations 
all bemg conducted on a large scale, influence the money 
market. Until recently the Indian Government conducted 
important foreign exchange operations in conn ex ion with the 
remittance of Home charges. It is most desirable that one 
and the same authority should control the bankinrr transac
tions on. behalf of the Government as well as the money 
market lD general. The Reserve Bank has now to do this 
and control both currency and credit. 

(iii) Note issue and regulation 0/ credit.-Since the 
Central Bank has to supply the market with cash or take 

1 See C. H. Kisch and W. A. Elkin, Centrol Bonk., p. 9. 
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bills or securities off its hands, it is very desirable that it 
should have ~he monopoly of note issue. We have already 
examined the principal methods of regulation of note issue 
and seen that notes are issued against gold (or silver) , 
Government securities or commercial bills. The withdrawal 
of notes, resulting in the contraction of currency, is effected 
by the sale of these assets in the reserve. The principal 
legal tender currency today in countries like England is the 
bank note. 

(iv) Stability of foreign exchanges.-The Central Bank 
is 8.1S0 responsible for maintaining the stability of the exter
nal value of the currency unit. It has to arrange to buy or 
sell foreign exchange or gold so as to control directly the 
exchange rates or change its bank rate (see §20 below) so 
as to produce an indirect effect on the rates of foreign. 
exchange. 

(v) Internal stability.-One of the recognized functions 
of a Central Bank today is to keep the internal price level 
stable by a proper regulation of the volume of currency and 
credit, and we have already stressed the imporlance of this 
function. 1 

(vi) Other miscellaneous functions relate to the provision 
of credit facilities to agriculture, trade and industry. These 
tasks are usually not performed directly by the Central Bank 
but through the member-banks. 

§ 20. Credit policy of Central Banks.-The principal 
weapons in the hands of the Central Bank for carrying out 
its great responsibilities are (i) appropriate changes in its 
official rate of discount (bank rate), and (ii) open-market 
operations. 

(i) Bank rate policy.-A Central Bank is liable to meet 
both external and internal drains on its reserve, and seeks 
to protect its reserve by raising its official rate for the dis
counting of bills. A rise in the bank rate is followed by 
other banks raising their rate of discount also, so that there 
is a. decrease in the volume of bills presented for discount 
and of fresh loans. A rise in the discount rate is also followed 
by a. rise in the rates of interest on deposits, and consequent 
increase in sa.ving and decrease in spending. A high rate in 
the money market induces temporary investment of floating 
funds from abroad and thus may cause an inflow of gold. 
The prices of stocks and shares fall, as they are offered for 
sale in increasing quantity either to meet demand for payment 

I See 'ch. x, §36. 



236 INTRODUCTION TO ECONOMICS 

or for transferring the proceeds to the more profitable 
discount market. Speculation is discouraged, profit margins 
being lowered by the rise in the bank rate. The general effect 
of a. rise in the bank rate is to lower prices by restricting the 
volume of credit, by stimulating deposits of cash, and by 
forcing realization of goods and stocks. This general fall in 
prices encourages exports (since foreigners are tempted to 
make purchases in a cheap market) and discourages imports 
(since it is not profitable to sell in a falling market). In the 
case of a country like England, occupying a strong position in 
the international short-term loan market, the raising of the 
bank rate is very effective in preventing' the outflow of gold 
by checking the volume of fresh loans granted to foreigners. 

The lowering of the bank rate has opposite effects. It 
leads to a fall in the market rate, lowers the deposit rate, 
increases borrowing, raises the prices of commodities and 
securities, encourages the transfer of foreign balances abroad, 
contracts the exports and expands the imports. A low bank 
rate (e.g. in the United Kingdom, the U.S.A. and India 
today) generally creates easy money conditions and is made 
possible by a plentiful supply of money. 

(ii) Open-market operations.-Either as an alternative 
to changing the bank rate or as a supplementary measure to 
make the bank rate policy more effective, a Central Bank 
may conduct what are called open-market operations. These 
consist in the Central Bank directly (i.e. over the heads of 
member-banks) selling and buying securities, bills and Govern
ment stock in the open market. Thus if it desires to create 
tight money conditions and check speculation, it will sell 
securities to the public for cash and thus decrease its supply 
in the market; and if it wishes to encourage easy money 
conditions, it will buy securities from the public and thus 
expand currency and credit and put additional funds into the 
market. The Reserve Bank of India has been equipped with 
the power of conducting such open-market operations. 1 

§21. The Bank for International settlements.-Since 
the war the need for cooperation among the leading Central 
Banks of the world regarding monetary policy is being
increasingly felt. Such a policy is likely to be easier now 
that the Bank for International Settlements has been esta
blished since 1930 at Basel (under the famous Young Plan) 
to control the German Reparations payments. It is, how
ever, contemplated by its statutes that the bank should 

I See Part II, ch. vi. §19. 
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develop into 0. Central Bank for the Central Banks of the 
world. The relations between the Bank for International 
Settlements and the Central Banks are reciprocal. For 
example, the former may hold the gold deposits of the latter 
and vice versa. It remains to be Been how far the idea 
will work. The failure of the World Economic and Mone
tary Conference of 1933 and the division of countries into 
various monetary groupsl today does not seem to justify any 
high hopes of interna.tional cooperation in the near future. 

SUMMARY 

CREDIT 

Many economio transactions in modern civilized societies are based on 
trust or credit. Credit is commonly opposed to cash. Things or rights 
to things are transferred in exchange for a promise to pay in future. 
'rhere are various forms of credit instruments in use, e.g. promissory 
notes (including Government currency and bank notes), cheques and bills 
ot exchlinge. All ot them serve to economize the use of the precious 
metals as money. The cheque system is specially effective in this connexion 
when associated with clearing.house arrangements. Credit is vital to large· 
scale transactions in commerce and industry. If properly organized, it 
discriminates in favour of the more competent business men and against 
the Icss competent. This is to the advantage of the community. So far as 
credit is used for increasing capital equipment, it may be said to stand 
for capital. Credit requires careful regulation; otherwise it will give rise 
to various evils like speculation and over· production. 

BANKING 

Banks are the principal managers and dispensers of credit. Their credit 
is mainly based on the deposits which they receive, and may take various 
forms such as discounting, issuing of notes, and granting loans. Ordinary 
commercial banks can give only short·term loans. 

Industrial banks and land mortgage banks are special types of banking 
institutions which undertake to provide long·term finance. The tendency 
towards amalgamation has recently been on the increase in banking, with 
advantages and dangers similar to those experienced Crom the formation 
of trusts and combines in industry. 

It may almost be said that branch banking is a corollary of amalga. 
mation. An even distribution of risks and funda is its principal merit. 
Monopolistio control and neglect of local interests is its principal danger. 
Receiving of deposits of various classes such as current, fixed and savings 
deposits is one of the main functions of a commercial bank. Issue of 
notes is no longer one of the ordinary functions of such a bank. 

I e.g. the Sterling area, the Gold bloc and the Dollar group. 
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'Loans create deposits.' This statement has reference to the common 
practice by which banks lend, i.e. by allowing the borrower to behave 
like" a depositor. If a bank agrees to advance a loan of Rs. 10,000 to X, 
it usually does this by crediting the amount to the account of X, who can 
thereafter draw upon it by means of cheques like any ordinary depositor. 

To suit different needs banks advance loans in different ways (e.g. 
loans on collateral security, discounting of commercial paper, overdrafts. 
cash credit). The prudent banker combines these different methods of in· 
vesting his funds in such a manner as to secure the largest profit on hi. 
transactions while at the same time maintaining himself in a state of 
preparedness for meeting all reasonably calculable emergencies. 

The effects of recklessness or bad management in one bank often epread 
far and wide, inflicting injury even on other sound banks, as well as on 
society in general. Different lI\ethods of regulating banks have therefore 
come into use (e.g. laying down a minimum proportion of cash reserves, 
restriction of· loans to spe~ified purposes, publicity of accounts, periodical 
inspection). 

The i.<sue oj bank 1wte8 is nowadays a function of a State bank or a 
private bank closely associated with and controlled by the State. 

For preventing the evil of an overissue of notes, some restriction on 
the power of issuing notes is necessary. But the restriction should not be 
so great as to make the system too rigid. The Bank Charter Act of 1844. 
which in its amended form still regulates note issue in England, errs on 
the side of excessiVE! caution. It requires that all addition to notes beyond 
a fixed fiduciary limit must be fully backed by gold. The proportional 
reserve system, as opposed to the fixed fiduciary reserve system, makea 
the supply' of notes more elastic. 

The need for the establishment of Central Bank8 in the principal coun
tries of the world is now generally recognized in order to secure financial 
stability. Central Banks are described as bankers' banks. They are ex
pected to supply the credit needs of tbe other banks; they are the 
custodians of the country's banking reserves; and they see to it that tbese 
reserVes do not get unduly depleted. Their policy is guided by national 
considerations rather than considerations of profit. They perform various 
banking and agency functions for Governments, and they are generally 
assigned the function of note issue to make their control over currency 
and credit effective. One of the important aims of central banking policy 
is to secure internal stability of prices by a regulation of the volume of 
currency and credit. The principal weapons in the hands of a Central Bank 
for carrying out its responsibilities are (i) the bank rate policy, and (ii)" 
open-market operations. Through. a higb bank rate, money. is rendered 
scarce in the market, and abundant through a low bank rate. The 8ame 
ends are also achieved by the Central Bank through open-market operations. 
i.e. through the sale or purchase of securities: the former serves to draw 
ott funds from the market, and thE! latter to put more funds into the money 
market. 

The Bank jor International Settlements is a kind of Central Bank f~ 
the Central Banks and is intended to facilitate international cooperation 
in monetary and financial matters. 



CHAPTER XII 

EXCHANGE: INTERNATIONAL TRADE 

§ 1. Intematlonal trade compared with domestic trade.
International exchange, it might be urged, is in its essence 
not different from the domestic exchanges which take place 
within a -nation. Although we have got into the habit of 
talking of India.'s trade with England or Germany's trade 
with Russia, and so on, the bargains are not normally 
between one country as a whole and another, but between 
one individual or firm in a. country with another individual 
or firm in a. foreign country. The parties, no doubt, do 
not belong to the same country, but this does not alter 
the fact that the principles underlying the e:1change are 
fundamentally the same as if it had occurred between people 
living in the same country. Both the parties to theexcbange 
enter into it voluntarily and each believes that on the whole 
he gains by it. Otherwise, why should he enter into the 
transaction at all? 

There are, however, certain features which distinguish 
international from domestic trade. The' most important 
difference is that the forces of supply and demand do not 
operate so freely in determining international as in determin
ing internal exchange. 

Within any given country labourers move from place to 
place with comparative ease, and this movement helps to 
bring about a. certain uniformity in the level of wages through
out the country. But people do not move so freely from one 
country tao another.' In order to take advantage of higher 
wages, it would be most unusual if an Indian la.bourer, for 
instance. were to transfer himself to South America.. Various 
things come in the way of such free movement-attachment 
to one's own country, difficulties of language. differences as 
regards legal practice and as regards social and political 
customs and institutions. What holds good of labour also 
applies to capital. though in a smaller degree.2 The habit 
of investing abroad has grown in recent times. But even 
now people generally prefer to invest their money in their 
own country a.nd require a. special inducement to invest it 

I Bee ch. vi, §8. • See ch. vii. §lL 
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abroad. The result is that considerable differences may per
sist in profits earned by capital as between one country and 
another. Within the same country, on the other hand, 
profits tend to approximate to the same level from place to 
place, and from industry to industry. 

_\gain, trade between different countries is hampered by 
the existence of import duties, whereas normally we do not 
ha-ve to pay a uuty when we send commodities from olle 
place to another within the same country. 

Another complication is that different currency systems 
prevail in the different countries. Payments in connexion 
with international trade involve the conversion of one cur
rency into another, and give rise to the special set of problems 
dealt with under Foreign Exchanges. 1 But the principal 
characteristic which makes it necessary to treat international 
exchange separately is the immobility of capital and labour 
between different countries. It may indeed happen some
times that within the same country there may be parts of 
it between which there is no free flow of capital and labour. 
When this is the case, economically speaking the trade be
tween such parts is to be explained in terms of international 
trade. Similarly it may happen that two countries which 
are politically independent may develop a system of absolutely 
unhampered trade and there may be none of the usual 
barriers-political, social, legal or linguistic-impeding the 
free movement of labour and capital. In this case the trade 
between the two countries is of the nature of internal rather 
than international exchange. Nations are economically 
foreign to one another only in proportion as hindrances exist 
to the free passage of capital and labour from one to the 
other. 

§2. Theory of comparative costs.-Suppose there are two 
countries A and B. In A, one unit of capital and labour 
(productive power) will make, let us sav, lOx or 2Oy. Let 
us suppose that in B, one unit of productive power will make 
lOx .or l5y. Then if each country devotes one unit of pro
ductive power to each of the commodities x and y, the total 
product will be 20x and 35y (lOx. + 20y in A plus lOx + l5y 
m B=20x+35y). But if each is to devote its efforts to the 
prod~ction of that commodity in which it has the greatest 
relative advantage, then A will devote its two units of pro
ductive power to making y, and B will devote two units of 
producti-ve power to making x. The total combined product 

• §§1~21. 
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in this ca!!e will be 20x + 4Oy, i.e. 5y more than before. It 
is therefore advantageous for both A and B that A should 
make only y and B should make only x, and that A should 
exchange some of its 11 for some of B's x. The bala.nce of 
advantage that emerges from this interna.tional exchange is, 
as we saw, 5y in our example. But we have yet to answer 
an important question. How is this 5y divided between A 
and B? The answer to this question is that the division 
will be in proportion to the intensity of reciprocal demand. 
In other words, it will become a question whether B's need 
for y is greater than A's need for x. If it is greater, then 
A will benefit more than B from this specialization in pro· 
duction followed by international exchange. Clearly, how· 
ever, the terms of exchange would not go beyond what each 
country can do by itself. For instance, taking the figures 
in the above example, A will not consent to part with more 
than 2y for Ix. Beca.use if necessary it can itself make 
Ix with the capital and labour it requires for making 2y. 
B in its turn will not consent to receive less than Ib in 
exchange for Ix. Because with the capital and labour it 
requires for making Ix it can itself make l!y. The terms 
of the exchange will thus fluctuate between l!y and 2y for 
lx. This is what is meant by saying that international 
values or terms of international exchange are determined 
according to the principle of comparative cost. 

It is helpful to regard interna.tional trade as a developed 
form of barter. The exports of a. country are the price it 
has to pay for its imports. Looking at the question in this 
manner we see at once the fallacy of regarding a decline in 
exports unfavourably and rejoicin2' when exports increase. 
This is one of those false mercantilist notions which appear 
again and again in popular arguments. A decline in exports 
is in itself not an evil.un]ess it causes a. decline in imports 
also. If imports remain the same or increase, while exports 
decrease. there is nothing to be sorry for. On the contrary, 
we ought to congratulate ourselves that for our imports we 
have to pay a. smaller price than before in the shape of 
exports. 

§3. Exports pay for Imports.-Since international trade 
is essentially of the nature of barter, 'it follows that if we 
import goods (and services) of a certain value from foreign 
countries we must in the 10n2' run export goods (and services) 
of an equivalent value in payment for our imports. 

The words 'in the ]on2' run' must be noted carefully. 
Because some of the international -exchanges may.be on the 

16 
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basis of credit and since payment is thus often postponed, 
it is not necessary that at any given time or in any given 
period there should be an exact correspondence between the 
value of things imported and the value of things exported. 
But this gap must eventually be bridged when payment of 
what is originally bought on credit does take place. 

Similarly, when one country, or the inhabitants of one 
country, grant a loan to another country or its inhabitants, 
the exports of the former necessarily are greater tOT the time 
thaQ. its imports to the extent of the loan. But later on, 
when the interest and principal of the loan are being paid, 
this will make the imports of the creditor country greater 
in value than its exports. 

There are a . few exceptions to the statement that export~ 
must (sooner or later) balance imports. Some payments 
may be made from one country into another for which, from 
the nature of the case, there can be no corresponding tan
gible return. The following are among the items falling 
under the category: payments received by students studying 
abroad, money which tourists take out of their country and 
spend in countries which they visit, money sent by people 
residing abroad to their families or friends in their own 
country, tributes or indemnities (e.g. German Reparations) 
exacted by one country from another. 

Of the goods and services exchanged between people of 
different countries, not all are officially recorded. If there
fore we relied only on what is officially recorded (i.e. visible 
exports and imports) we should be omitting many items of 
actual export and import: we should be omitting the invisible 
exports and imports. In order to prepare a complete balance 
sheet in respect of a country's transactions with the outside 
world, we must supplement the official records by the best 
estimates we can obtain of the so-called invisible items. By 
'invisible' we simply mean 'not officially recorded'. -

.The follo~illg list will give an idea of the many factors 
WhICh enter mto a complete balance sheet of international 
payments: (i) merchandise; (ii) treasure; (iii) business ser
vices rendered by one country to another, e.g. transport 
services (which lead to payments of shipping freights, port 
dues) , banking and financial services, insurance sen-ices: 
(iv) interest on loans advanced by one country to another and 
profits on capital invested in foreign countries; (v) Govern
mental expenditure in other countries in respect of diplomatic 
and 'consular services, Home charges in the case of India. 
Reparations; (vi) transactions in connexion with the repay-
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ment of loans made by one country to another; and 
(vii) funds brought in by immigrants and returned emigrants, 
remittances by emigrants, charitable and educational dona
tions sent from one country to another, expenses of 
tourists, travellers in foreign lands and of students studying 
abroad. 

Of these, some items, e.g. (i) and (ii), are officially record
ed and are therefore visible, while others like (iii) to (vii) are 
not recorded and are therefore 'invisible'. 

§4. The balance of trade and balance of account· (of 
payments).-In the light of what has been said above, the 
distinction 'between the balance of trade and balance of 
accounts may now Dee:iPlained~-When we take into con
sideration onIytne-nSiDle-expoils and imports, we get the 
concept of the 'balance of trade', If the exports exceed the 
imports, we speak of a 'favourable balance of trade; and if 
the imports exceed the exports, we speak of an unfavourable 
or adverse balance of trade. 

But we have already seen that there are besides the ",isible 
items many in",isible items-on the' credit or the debit side. 
When we take into accourinhe invisible as well as the visible 
items we get an idea. of the balance of accounts or balance 
of payments, as distinguished from the balance of trade. It 
is wrong to suppose that a favourable balance of trade shows 
that all is well with the country and that an unfavourable 
balance is always a. matter for anxiety. England, for 
example, has usually an adverse visible trade balaii~T.e. 
her imports exceed her exports, and apparently this indicates 
that England is a. debtor country. But if we go deeper into 
the matter and ~llow lor) her vari~us, invisibl~ (;lxports (or 
credit items) sucll as her shippmg ServICeS, the sale of her 
ships abroad, and the services she performs lor loreigners 
in connexion with banking, insurance. etc., we __ ~hall find 
that the gap between imports ,and exports is considerably 
narro~ed. We must also remember "that part--orher-fulports 
represents payments in connexion with British capital lent 
abroad. 

The case of India. is very different. In normal years, we 
have a. lavourable balance of trade. I But India is really a 
debtor country, as can be seen by ta.king into consideration 
her various invisible imports (or 'debit itemsrsuch-as-(iJiri
terest on loans raised abroad: (ii) repayments of loans previ
ously incurred: (iii) remittances abroad by European 

, See Part II. ch. v. §16. 
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merchants, lawyers, Government officers in India, etc.; (iv) 
profits of foreign banks and insurance companies, freight 
charges paid to foreign shipping companies; (v) Ho~e 
charges, i.e. expenditure on Government account abroad (lD' 
England) in connexion with furlough, pay, pensions of officers 
and stores purchased by the Government of India; and (vi) 
remittances to Indian students studying abroad. 

During the last few years our export trade in merchandise 
has declined, and exports of gold from India have largely 
helped in adjusting our balance of payments. 1 

§5. Advantages of international trade.-(i) International 
trade enables a country to obtain commodities which it could 
not produce at all or could produce only with great difficulty. 
Thus England secures tea, sugar and cotton in this manner. 
Similarly, any deficiency of the home supply of a commodity 
(e.g. food grains as in the case of England) can be met by 
foreign imports. 

(ii) It brings about a more efficient employment of the 
productive forces of the world, since each country employs 
itself in producing those things in respect of which its capital 
and labour are relatively most efficient. Thus a country is 
enabled to obtain many commodities more cheaply than if 
it were to produce everything itself. The doctrine of com· 
parative cost explains how this advantage is reaped. 

(iii) International trade enables a country fully to exploit 
its natural resources which would remain un exploited in the 
absence of outlets abroad, e.g. jute, raw and manufactured, 
is produced in India largely for export. 

(iv) International trade, by extending the size of the 
market, and promoting division of labour and rationalization 
of industry, tends to lower the costs or production. 

(v) There are certain cultura.I and moral advantages 
which follow from international trade. History proves 
foreign commerce to have been a great instrument of civiliza
tion. The different nations come into constant contact wiUJ 
one another in the course of international trade, and cannot 
help learning from one another. .Certain desirable points of 
character may also be ·developed in this manner. 

(vi) International tra~, according to the classical free 
trade school represented by Mill, is a principal guarantee of 
the peace of the world, as international commerce first taught 
nations to look upon the wealth and prosperity of other 
nations as the direct source of their own wealth and progress. 

I See Pari II, ch. v, §20. 
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Unfortunately, this belief has been apparently shattered by 
the war of 1914-18 which seems to show that foreign coin
merce emphasizes international rivalries instead of promoting 
\VorId peace. Nevertheless, there is no doubt that if the 
habit of taking long-period views becomes more common, 
people will see more readily the essential truth in Mill's 
argument. Even now enlightened opinion is on the side of 
0. maximum development of international exchange. Hence 
efforts are being made to secure the removal of tariffs, quotas 
and exchange restrictions, which in recent years have seriously 
restricted international trade. 

§6. Possible dlsadnntages of intemational trade.-(i) In
ternational trade may sometimes lead to the sacrifice of the 
greater interest of the future to the smaller interest of the 
present. Certain valuable natural resources which may be 
limited and which require to be tapped economically may be 
exploited too rapidly and wastefully for purposes of export. 
As the American economist Carey said, a country which 
exports mainly raw materials may be said in a sense to export 
its land itself. , 

(ii) International trade may make a country dependent 
upon other countries and expose it to serious risk, if owing 
to war or other causes its trade abroad is cut off. This 
dependence is IL grave matter iIi the case of essential requi
sites like food supply and means of defence. I 

(iii) International trade may seriously disturb the 
distribution of labour and capital in a country, especially 
when foreign goods a.re 'dumped' into it at impossibly low 
prices. 

(iv) International trade may often result in the impor
tation of cheap but worthless and even harmful products, the 
consumer not being always the best judge of his own 
interests. 

(v)' Unfettered foreign trade may adversely affect either 
the agricultural' or the manufacturing groups of industries 
and thus lead to a. one-sided development of the economic 
life of the nation. Thus England has sacrificed her agri
culture and India. has become predominantly agricultural. A 
certain degree of diversification of the national industries is 
to be desired both in the interests of 1\ more stable economiC' 
life and its beneficial effects on national character. 

On a. balance, however, we may say without hesitation 
that the advantages of international trade far outweigh the 

• See § 9 (iii). ' 
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possible disadvantages and that it is quite feasible to mml
mize the disadvantages by a suitable regulation of foreign 
commerce. 

§7. Free Trade versus Protection.-Free trade implies 
freedom of international trade from restrictions. It is not 
incompatible with the levy of low revenue duties either on 
exports or imports to meet the demands of the national 
exchequer. Protection, on the other hand, implies a. deli
berate regulation of foreign trade in order to protect home 
industries from foreign competition and stimulate their 
growth. This is usually effected by levying protective import 
duties, although export duties may also enter into the scheme 
of protection. Other methods are: (i) grant of a bounty to 
the home industry on the basis of production, (ii) fixing of 
quotas or definite amounts or proportions of the imports of a 
commodity from a foreign country in relation to home pro
duction (as in the case of cotton piece-goods imported into 
India from Japan), and (iii) trade agreements or commercial 
treaties on the basis of reciprocal concessions. 

Today, practically the whole world has become strongly 
protectionist in sentiment as well as in actual commercial 
policy. Even England, which was until recently a pas3ionate 
adherent of free trade, has gone over to the protectionist 
camp. The world seems to be reverting to the old mercan
tilist policy of the seventeenth and eighteenth centuries, 
when foreign trade was subjected to all sorts of restrictions. 
The growth of a strong feeling of economic nationalism, 
especially during the post-war period, the discredit into which 
laissez-faire philosophy has fallen, and the increased scramble 
among nations for world markets, have all resulted in the 
adoption of a high tariff policy, especially in order to combat 
the consequences of currency depreciation in foreign coun
tries, the growth of dumping, and the world economiC! 
depression of recent years. 

§8. Arguments in favour of free trade.-The free traders 
make no difference between foreign and domestic trade. 
Their main argument is simply a corollary from the principle 
of division of labour (in this case international division of 
labour). In their view free trade is calculated to secure 
'(i) the greatest mass of goods in the world as a whole, and 
(ii) the maximum amount of immediate comfort for each 
consumer' . It ensures the flow of the resources of a. country 
into those channels where they can be employed to the 
greatest advantage. It thus prevents dissipation of these 
resources, and their artificial diversion to relatively un profit-
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able industries which results from protection. The real 
rewards of both capital and labour tend to be greater under 
free trade than under protection. 

Free traders also hold that tariff wars lead to military 
wars and thus protection is viewed as a. menace to world 
peace.1 

§9. The case tor protection.-(i) Infant industries 
argument.-One of the principal objections to the doctrine 
of free trade urged by the protectionists is that, while laying 
emphasis on the well-being of the world as a whole, it tends 
to throw into the background the idea of the nation as a 
unit 'with interests often at variance with those of other 
nations. A free exchange of goods may be positively harm
ful to economically backward countries like India, prevent
ing them from ever producing those commodities in respect 
of which they may have the greatest potential advantages. 
The actual superiority of other countries is often to be attri
buted merely to the earlier start they have made, and is not 
always based on superior natural advantages. A country may 
enjoy very great natural advantages but may be unable to 
exploit them for lack of skill, experience or capitalistic enter
prise, or of well-organized transport and credit, which are 
essential for modern industrial development. In order that 
all these deficiencies should be made good, industries may 
have to be protected from foreign competition, because other
wise they will not be able to make a beginning and continue 
to exist for a sufficiently long time to develop all the elements 
of efficiency without which competition on equal terms with 
foreign goods would be impossible. 

All these considerations have gained additional weight 
from the fact that competition of established industries in 
foreign countries has in these modern days become particu
larly intense owing to the organization of industry in the 
form of powerful combinations, the recent improvements in 
transport, low freights, the system of export bounties, etc. 
The case for providing artificial props to young industries 
('the crutches to teach the new manufacturers to walk' as 
Colbert called protective duties) in industrially backward 
countries like India, is thus very strong. When these 
industries develop nnder the stimulus of protection, the hope 
is that they will eventually be able to dispense with all 
artificial aids, and that the loss entailed (in the form of high 
prices to consumers) during the initial stages of development 

I See §5 (vi). 
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will be more than covered by the ultimate advantage to the 
nation. 

(ii) Diversification of industry.-As already mentioned 
above, the development of varied forms of industry is in itself 
a desirable goal as it affords a field for the employment of 
different grades of skill, and exercises a salutary influence 
on national character. A country with a predominantly 
agricultural popUlation tends to be on the whole unprogressive 
and uuduly conservative in outlook. Moreover, the economic 
life of a mainly agricultural country is apt to be excessively 
unstable, and in a country like India the vagaries of the 
monsoon make the instability all the greater, exposing the 
country from time to time to the danger of famines. The 
possession of diverse industries would make its economic life 
broad-based and relatively more stable. 

(iii) National self-sufficiency.-Protection is also advo
cated an the ground that it can be used for making a country 
economically self-sufficient, especially in regard to key 
industries (e.g. steel, iron, food-producing industries) which 
are indispensable for the prosperity of other industries and 
national safety. Dependence upon foreign countries in these 
matters is most undesirable as the war emphatically showed 
in the case of both England and India. It should, however, 
be remembered that economically it is better for all the 
nations to widen the scope of international commerce as far as 
possible instead of restricting it by protection or otherwise. l 

Self-sufficiency is in itself not the ideally desirable thing that 
people often take it to be. A hermit nation is not any more 
worthy of admiration than a hermit individual. Of course, 
economic considerations have sometimes to yield to other 
considerations. In the interests of national safety, as argued 
above, a nation may have to produce certain things it8elf 
irrespective of cost instead of following the economically 
profitable course of buying them from foreign nations. But 
it is not the part of wisdom for a nation to organize its 
normal economic life on a war-time basis. 

(iv) Other arguments.-The policy of protection is also 
defended by a host of other arguments. Some of these are, 
however, clearly fallacious, althourTh they are frequently 
urged. It is. for example, often "asserted that protection 
increases employment. This Can be disproved on theoretical 
grounds, as well as by an appeal to facts. In so far as pro
tection causes a diversion of the nation's energies to 

I See §S. 
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production for which it is not fitted by nature, it must lead 
to a. shrinkage of the national dividend, which after all is 
the ultimate source out of which employment can be provided. 
For a similar reason it is fallacious to argue that protection 
raises the scale of wages. This fallacy is often due to failure 
to distinguish between nominal and real wages. Wages may 
be nominally high. But prices are also likely to be high 
in a protectionist country, and the labourers may after all not 
be better off than in the free trade countries. A judicial and 
fair-minded examination of the actual conditions in free trade 
and protectionist countries does not support the notion that 
protection affords any special security against unemployment 
or that it guarantees high wages. 

§lO. Limitations of protection.-Protectionists often 
make light of the sacrifice involved in protective duties, by 
airily asserting that after all it is the foreigner who pays the 
duties. This shows deplorable lack of logic. If the home 
consumer does noi bear the burden of the duties, this means 
that there is no rise in the price of the article taxed. But 
in this case the protective duty has failed to protect. The 
whole difficulty of the home producer is that owing to foreign 
competition he has to fix his prices at a lower level than is 
profita.ble. He asks for a protective duty because through it 
be wishes to compel the foreign producer to quote a higher 
price. 

Protection, if it is discriminate, may ultimately increase 
the wealth and taxable capacity of the people, and the public 
revenues may benefit. But protectionists sometimes talk as 
if this must be the immediate effect of protection, which
again is illogical. Because if protection is successful, it must 
progressively diminish foreign imports, making the yield of 
the protective "duties less and less. Whatever the other ad
vantages of protection may be, a direct and immedia.te 
increase of public revenues is not an advantage to be con
fidently expected. 

From all this discussion it should ha.ve been clear that 
great care and caution is necessary in the application ~f the 
remedy of·protection. If blindly applied it will prop up a 
host of weak and feeble industries, misdirecting the flow of 
n country's capital and labour into unsuitable channels, and 
by removing the healthy stimulus of foreign comPetition it 
will encoura~e inefficiency in production. 

Another great da~ger connected with protectionism is that 
of political corruption which may be used by a powerful 
industry' {or- secunng-protectiou for itself, or its continuance 
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even after it has ceased to be necessary. Open public inquiries 
into claims by the different industries for protection by an 
impartial tribunal on which all interests-especially those 
who are going to be hit directly if the protection asked for 
is granted-may help to mitigate the evil somewhat. But 
nobody should imagine that the danger is unreal or negligible. 

Protection can be legitimately given in certain special 
circumstances, e.g. for safeguarding a country against dump
ing. Less commonly it is also advocated for retaliatory 
purposes for securing removal or reduction of import duties 
levied by foreign countries and for regUlating foreign trade 
on a reciprocity basis. We may here explain briefly what 
is meant by dumping. 

§11. Dumping.-People often refer to any kind of 
severe competition from abroad as dumping. But in its 
more accepted and technical sense, it means the sale of 
imported goods at a price lower than the prevailing market 
price in the country of production or origin. This may be 
due to accidental over-production or the deliberate action of 
strongly monopolized foreign industries. Generally these 
industries are protected in their own country. They find it 
advantageous to produce on a large scale in order that their 
costs may be reduced. But only a limited amount of the 
total production is sold at very high prices in the sheltered 
home market, and the rest is disposed of in foreign markets 
at very low prices. In the post-war period, specially marked 
by a. scramble among nations for. foreign markets, dumping 
has been extensively practised. Currency or exchange 
depreciation, which temporarily stimulates the exports of a 
country, has also come into prominence as a method deliber
ately adopted by certain nations in the interests of their 
export trade. India has recently suffered at the hands of 
Japan in both these ways. 

§12. Drawbacks of protection.-The safest approach to 
protection is to consider it as at best a necessary evil-a'! a 
kind of purgatory through which a nation has to pass before 
reaching" the heaven of full industrial development and 
economic prosperity. Unless it is properly regulated, both 
as reg-ards the selection of suitable industries to be protected 
and the rate and period of protection, it will prove unduly 
costly and will bring more harm than good. Protection in 
other words should be discriminate. 1 

1 See Part II, cb. iv. H. for discriminate protection in India. 
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Under certain circumstances a. policy of protection may 
be necessary in spite of its disadvantages. But that it is 
attended with serious disadvantages must be clea.rly recog
nized, so that instead of looking upon it as an unfailing and 
irreproachable remedy for industrial backwardness, we should 
accept it with due caution and becoming hesita.tion. 

In the first place, protection will necessarily increase the 
cost of living and the consumers will suffer. Industries 
which are not protected will also suffer owing to increase of 
expenses, e.g. wages will tend to be higher because of the 
increased cost of living. Also the articles receiving protection 
may be such as are in regular use in other industries. The 
considera.tion that protection means increased cost of living 
shoulaliavespecial weight in India where the average con
sumer is extremely poor. 

FOREIGN EXCHANGES 

§13. Deflnltlon.-By'foreign exchanges' we understand 
the system by which the obligations, arising out of commerce 
and other international dealings are discharged and the 
mechanism by which the money of one country is converted 
for this purpose into the money of another country through 
bills of exchange, drafts, etc., 

§l4. How Is money remitted from one country to 
another?-There is no essential difference between the 
mechanism of internal and international trade except that in 
international trade the creditor must ultimll.tely be paid in 
his own money by his foreign debtor. -- - , 

Let us take a. simple illustration. Let us suppose that 
a Bombay merchant A has sold 100 bales of cotton of the 
aggregate value of Rs. 10,000 va.lued at £750 at the current 
rate of exchange (Is. 6d. per rupee, i.e. £l=Rs. 13-5-4) 
to a merchant in London, B. Similarly, let us assume that 
another London merchant 0 has shipped cotton piece-goods 
of the same value (£750) to a. Bombay merchant D. Now 
it is obvious that instead of B sending gold to. A in India, 
and D in India. similarly remitting gold to 0 in London, it 
would be much more economical, safer and more convenient, 
if an arrangement could be made under which D in India 
paid to A living in the sa.me country, and similarly B in 
England paid to 0 resident in the same country. Actually. 
however, it is not easy for the two parties D and A in 
Bombay and Band 0 in London directly to meet eacq 
other and settle with each other. The amounts involved 
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in the several transactions may not be identical, the 
period for which credit is allowed may not be the same, and 
they may not possess adequate knowledge regarding each 
other's standing. A system has, however, developed under 
which in each country, through banks and exchange dealers, 
the exporters can arrange to receive payments for the goods 
exported and the importers to remit payment abroad for 
goods imported. Thus our Bombay exporter A would walk 
into the office of an exchange bank and sell his export bill 
drawn in sterling upon his debtor B and get the equivalent 
amount of rupees at the current rate of exchange,! the neces
sary deductions being made for interest on the bill during itll 
currency, etc. The bank will then send this bill to its branch 
in London, where on the due date the money will be collected 
from B. In the same way, the London exporter C may sell 
his export bill drawn upon D in Bombay to a Lond6n bank, 
which sends it to its branch in Bombay for collection; or our 
Bombay importer D may alternatively buy a draft or T. T. 
(Telegraphic Transfer) in case of urgency from an exchange 
bank in Bombay, and send it to his creditor C in London, 
just as the London importer B may buy a draft on Bombay 
from a London bank and send it to his creditor A in Bom
bay. Thus a large volume of international credits and debits 
is settled by export bills, drafts and telegraphic transfers 
without any gold being actually exported or imported. 

§15. The mint par of exchange.-Now the next question 
is, at what rates are the export bills, drafts and telegraphic 
transfers sold and bought by banks? The rate of exchange 
means the price of the different foreign currencies in terms 
of the local currency. Thus speaking of the rate of exchange 
in Bombay, we say that Re. 1=18. 6d. or 18. 61d., or 18. 5!d. 
as the case may be. This indicates the relation at any given 
time between our rupee (Iocal currency) and the British 
pound sterlin~. According to the rate that may be current, 
the bank will determine what it will pay for an export bill 
purchased by it or what it will charge for a draft or telegraphic 
transfer. 

Now these rates (as in the case of commodity markets) 
vary according to the supply of foreign exchange (bills or 
drafts) and the ·demand for it, which in their turn are 
governed by the volume of the international credit and debit 
items respectively of a. country. When two countries have 

1 Sometimes he may also sell forll-ard to the bank, i.e. in advance of 
his goods being exported. 
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the lame metallic standard (Gold Standard or Silver Stan
dard) we can speak of the mint par 0/ exchange between 
them, which is the fixed intrinsic value of the currency unit 
of one country expressed in terms of the currency of another 
which has the same metal as its standard of value. The 
value of the currency unit is taken to depend on the quantity 
of pure metal that it contains as fixed by law, and the mint 
par tells us how much of the other country's currency con
tains the identical quantity of the same pure metal. Thus 
during the pre-war period or the period from 1925-31, the 
mint par of exchange between London a.nd New York was 
£1 = $4'8665, i.e. the sovereign contained as much fine gold 
(113'0016 grains) as 4·86 dollars (each dollar containing 
23'22 grains of fine gold). The mint part of exchange thus 
supplies the basis of the rate of exchanges between two 
countries with the same metallic standard. Obviously there 
is no fixed mint par of exchange between a Gold Standard 
country like England (before 1931) and a. Silver Standard 
country like India. (before 1893). Here the foreign exchange 
rates are determined by the relative market values of silver 
and gold, which are constantly fluctuating. 

§ 16. Specie (gold) polnts.-When two countries are on 
an e/fectifJe gold standard, the exchange between them 
fluctuates only within narrow limits. The student should 
remember that under an e/fectifJe gold standard, the currency 
authority sees to it that gold is available to anybody who 
asks for it at one uniform f'ate, in return for legal tender. 
Thus in pre-war England, legal tender money (e.g. Bank of 
England notes) could always be converted into gold at the 
fixed rate of 113'00016 grains of fine gold for £1. The same 
amount of gold could also be had in the United States for 
$4'8665 in legal tender money. Thus before the war the 
gold points for IJOndon in relation to New York were $4'8365 
(export point) and $4'8965 (import point), the cost of remit
ting specie being a.bout $0'03 (either way), and the mint par 
of exchange' being $4'8665 to the pound. If for a. bill on 
New York, less than $4'8365 was obtainable for .£1, the 
would-be London buyer (Le. importer) of the' bill would prefer 
to turn his .£1 into gold and ship it to New York, where it 
would fetch $4'8665 (mint par). That is, for an outlay of £1 
plus $0'03 he gets a. command in New York over $4'8665; or 
which comes to the same thing, for £1 he gets $4'8365 
in New York ($0'03 being the cost of sending £1 worth of 
gold to New York). For a. similar reason, a. would-be London 
seller (i.e. exporter) of a New York bill would not offer more 
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than $4·8965 for £1 in London, because it would be less 
expensive for him to receive $4·8665 worth of gold from 
his debtor which would fetch £1 in London. The total 
outlay in this case would be not more than $4·8665 + 0·03 
(i.e. the cost of importing gold to London) = $4·8965. These 
gold points are determined, as hinted above, mainly by the 
cost of moving gold in either direction between the two coun
tries concerned. As this cost (packing, freight, insurance 
charges, commission, interest, etc.) is very small, the devi
ations of the market exchange rates from the mint parity 
are also very small. Exchange is said to be at the gold or 
specie export point, when it is cheaper to ship gold to pny 
foreign creditors than to buy bills on a foreign centre from 
a bank. Similarly, exchange is said to be at the gold or 
specie import point, when it is cheaper for a creditor to send 
for specie (gold) from abroad than accept a lower price (in his 
currency) for his export bill. It is obvious that exchange 
will reach the outgoing specie export point when the inter
national debits exceed the credits, and similarly it will reach 
the incoming specie or gold import point, when the credits 
exceed the debits in value. 

§17. Favourable and unfavourable exchange.-When 
the international debits of a country exceed its credits, the 
rate of exchange, i.e. the local price of the export bill, will 
rise above mint par (exchange will be at a premium), since 
the supply of these bills will fall short of the demand for 
them. Exchange is then said to be unfavourable to the 
debtor country, as more of local currency must be paid for a 
certain amount of foreign money; or, what amounts to the 
same thing, less foreign currency will be available for a given 
amount of local currency. It is also considered unfavourable 
because it may indicate the need for exporting gold from the 
country to correct the adverse balance of accounts. Ex
~hange in such a case is obviously unfavourable to the 
Importer, who has to pay more in terms of his own currency. 
But for .the same reason it is favourable to the exporter 
who .receIves more. of the local currency. Thus if the rupee
sterhng exchang~ IS Is. 4d. rather than Is. 6d., it is favour
able to the Indian exporter, since he gets Rs. 15 for £1 
worth of goods sold abroad. But it is adverse to the importer 
since he has to pay Rs. 15 for £1 worth of goods imported; 
whereas he would have to pay only Rs. 13-5-4 if the exchange 
were Is. 6d. In this way the advantages to exporters are 
counteracted by the disadvantages to importers, and it cannot 
be said that an 'unfavourable' exchange is necessarily in-
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JurlouS and a 'favourable' exchange necessarily beneficial to 
the country as a whole. 

When the credits exceed the debits, the rate of exchange 
will faU below mint par in terms of local currency (exchange 
will be at a discount), since the supply of export bills is 
larger than the demand for them. Exchange in this case is 
sa.id to be favourable to the creditor country, since less of the 
local currency needs to be paid for foreign currency (or what 
amounts to the same thing, more foreign currency is avail
able for a given amount of local currency). It is also 
favourable in the sense that it may cause an inflow of gold 
from abroad for liquidating the favourable balance of 
accounts. Exchange in this case is obviously favourable to 
the importer since he has to pay less of his currency, but 
for the same reason it is unfavoura.ble to the exporter who 
receives less value in terms of his own currency. Thus if 
the rupee-sterling exchange is Is. 6d. per rupee instead of . 
Is. 4d., it is favourable to the importer, who now pays only 
Rs. 13-5-4 for £1 worth of goods (instead of Rs. 15), but 
is unfavourable to the exporter who receives less than before 
for his exports. 

The terms 'favourable' or • unfavourable , are thus some
what misleading. In the course of international trade some
times we are bound to have a 'temporary excess of exports 
and at other times an excess of imports. In the former case 
exchange will tend to be favourable, and in the latter case, 
unfavourable. There is generally speaking no occasion for 
rejoicings or regrets in all this. The terms favourable and 
unfavourable a.re reminiscent of the mercantilist way of 
thinking, which is not our present way. The mercantilist 
policy welcomed an excess of exports over imports because 
this showed that the nation was selling more than it was 
buying, and this was regarded as a. very desirable state of 
things. It also led to an inflow of gold into the country. 
nnd the mercantilists.attached great importance to gold. 

§ 18. Different classes of exchange rates.-The rates 
quoted at any time for foreign exchanges vary to some extent 
according to the convenience offered by the various forms of 
remittance. (i)Thus if immediate payment is required we 
can buy (at a. somewhat higher price than ordinary bills) 
telegraphic transfers (T. T.) or cables. Other things being 
the same, the telegraphic transfer (or cable) Tate is the 
highest or dearest rate and the long Tafel the cheapest rate 

• See (iv). 
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(in local currency), since there is no waiting required in the 
former case (and therefore no interest is lost and no risk in
volved in waiting is incurred). For a consideration, we can 
get an exchange bank to telegraph their agents at the foreign 
centre, so that payment is effected at once to the desired 
parties. (ii) Sight rates [Demand Draft <D.D.) or cheque 
rates] refer to drafts or bills drawn on demand and bills having 
only three days to run before maturity. (iii) Short sight fate" 
are quoted for bills having up to ten days to run before they 
fall due for payment. (iv) The long exchange is the rate 
(luoted for bills having three months or more to run. 

§ 19. Modes of exchange quotations.-U nfortunately, 
there is no uniform mode of exchange quotations followed by 
all countries, and thus a great deal of unnecessary confusion 
is caused, especially when the expressions 'rising' and 'falling 
exchanges' are used. There are two principal modes of 
exchange quotations: (i) One method is to take the local 
currency as a fixed unit. Thus as between the rupee and 
sterling, the rupee is taken as fixed and sterling as Variabl~ 
and we say, e.g. that the rupee is equal to 18. 6d. (or mor 
or less in sterling). We might as well have said tha 
£l=Rs. 13-5-4 (or more or less rupees). It is simply a 
matter of convention that the first method of quoting i,\ 
adopted. (ii) In quoting the exchange with Japan, according 
to the established convention, the foreign currency is taken 
as fixed, the unit adopted being 100 yens, and we say that 
100 yens is equal to so many rupees (Rs. 78 on 21 May 
1936) and to so many more or less rup~es according to the 
exchange fluctuations between India and Japan. The 
exchange in India on New York also is expressed as $100 
equal to so many rupees (Rs. 267 on 21 May 1936). In 
America, this second method is consistently followed. The 
foreign currency unit is kept fixed and is always expressed 
in terms of local currency (i.e. in dollars). Apart from the 
merit of consistency, this plan makes for the proper use and 
understanding of the expressions 'exchange at a premium' 
and 'exchange at a discount'. 

§20. PUl'chasing power parity.-In the pre-war period. 
as most of the important tradin~ nations of the world were 
on an effective Gold Standard, fluctuations in exchanges be
tween them were restricted to a. narrow range on either side 
of the mint par of exchange. Many countries are not on 
a Gold Standard now, and more will probably be forced to 
abandon it, because those that are sticking to the Gold Stan
dard find themselves faced with exceptional difficulties in the 
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competitive struggle (or world markets. and in lifting' ~hem
selves out of thepresept economic depression. In these 
Circumstances it is no longer possible to explain exchange 
fluctuations with reference to mint parity. A substitute has 
however been found in the new purchasing power parity 
theory associated with the name of the Swedish economist 
Cassel. According to this theory the fundamental factor, 
which in the long run determines the rate of exchange be
tween any two countries, 'is not the relative amount bought 
and sold across the national frontiers in a given period (i.e. 
the trade balance), but it is the price levels in these countries 
which are the cause of these trade movements.'l The old 
mint parity itself ma.y be said to have measured the relative 
purchasing powers' of the various Gold Currency Standards, 
,since gold, owing to its free international' movement, tended 
,to acquire the same value all over the Gold' Standard area. 
If, that is to say, the pound sterling in the pre-war period 
.was equal to $4'8665, this was because the pound on the one 
,hand and, $4·8665 on the ;other, had the same gold value. 
Their purchasing power over gold ~as . identical and this gold 
in its turn purchased: the same' quantity of goods and services 
,in all the Gold Standard· countries. But with 'the advent of 
inconvertible Paper (Cw-rency) Standards during the war and 
the varying degrees of inflation which occurred in the differ
ent countries, there was a. greater rise in the general price 
level in some countries than in others. The purchasing 
power of these several, monetary units fell more in some 
countries and less in others, and the fluctuations in the rates 

'9f exchange became very violent. Cut adrift from the old 
.mint parity, they appeared to be entirely arbitrltI'y. In the 
old days we could say that exchange fluctuations were 
restrained by the mint parity. In terms of the new doctrine 
we now say that the determining influence is the, respective 
purchasing powers of the various currencies in 'terms of goods 
and services, or rather that this regulating influence of rela
tive prices is and has always been operative ; only , in the 
old days, we were content to state the purchasing power 
parity of currencies with reference to gold directly and with 
reference to goods and services only' by implication, and 
inference. ,The theory of purchasing powef, parity may be 
explained in the words of Dr Cassel himself,. ,'Given a 
normal freedom of trade between two countries. A and B. a, 

I See T. E. Gregory, Foreign E;,;changel be/Of'II. during and ofUr 11&. 
War; p. 80. 

17 
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rate of exchange will establish itself between them, and this 
rate will, smaller fluctuations apart, remain unaltered as long 
as no alteration in the purchasing power of either currency 
is made and no special hindrances are imposed upon trade. 
But as soon as inflation takes place in the money oC A, and 
the purchasing power of this money is, thereCore, diminished. 
the value of the A-money in B must necessarily be reduced 
in the same proportion. And if the B-money is inflated and 
its purchasing power is lowered, the valuation of A-money 
in B will clearly increase in the same proportion. If. for 
example, the inflation in A has been in the proportion of 320 
to 100, and the inflation in B has been in the proportion of 
240 to 100, the new rate of exchange will be three-Courths of 
the old (say mint par) rate. Hence the following rule: 
When two currencies have been inflated, the new normal rate 
of exchange will be equal to the old (mint parity) rate multi
plied by the quotient between the degrees of inflation of both 
countries. There will of course always be fluctuations Crom 
this new normal rate, and in a period oC transition these 
fluctuations are rather apt to be wide. But the rate calcu
lated in the way indicated must be regarded as the 
new parity between the currencies. This parity may be 
called the purchasing power parity, as it is determined 
by the quotient of the purchasing powers of the different 
currencies. '1 

The following illustration~ makes the idea quite clear. 
Suppose that as compared with 1913, which is taken as the 
base year, prices in the United Kingdom have risen to an 
index of 150 and that French prices have risen to an index 
of 300. If the pre-war rate of exchange were 25 francs to 
the pound, the new normal will be 50 Crancs to the pound. 
Thus: 

300 present francs = 
= 
= 

50 present Crancs = 

100 pre-war francs 
4 pre-war pounds 
6 present pounds 
1 present pound = Purchasing 

Power Parity. 

If the actual exchange rate differs from the purchasing 
power parity thus arrived at, then we are justified in inferring 
that equilibrium is not established and that, in the course of 

I G. Cassel, 1I1oney and FMeign Excliange alter 1914. p. 140. 
• See D. T. Jack, The RestMation 0/ European Currencies, pp. 15-16. 
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time, forces will come into play to bring the actual excha.nge 
rate and the purchasing power parity closer together. 

Suppose in the above example, the actual exchange 
between the franc and sterling does not coincide with the 
calculated parity and tha.t the pound instead of being quoted 
at 50 francs, is quoted at 55 francs. In that case, French 
products will be cheap to British purchasers and British goods 
will be dear to French purchasers. A British merchant by 
spending £100 could obtain 5,500 francs, a.nd with that Iilum 
in francs he could buy French goods, which when sold in 
England, could fetch £110. Conversely a French merchant 
could only get £100 for 5,500 francs and for that sum would 
merely be able to purchase British goods to the value of 

.5,000 francs. British imports from France would thus receive 
a. stimulus and British exports would be checked. The 
increased demand for francs arising in this manner would 
raise the value of the French currency until the exchange 
Rettled at about 50 francs. 

§ 21. Limitations of the doctrine.-There are various 
difficulties in applying the doctrine in practice. In the first 
place, the only way of measuring price levels in the different 
countries is by using index numbers, and index numbers are 
by no means a.ccurate and infallible guides and might easily 
lead one astray. Special caution is necessary in using them 
for the purpose of comparing the range of price levels in two 
or more countries over a particular period, because the figures 
fire compiled in different ways in different countries. More
over, the basic year selected ma.y not be equally suitable in 
all the cases concerned. For example, there may have been 
some local peculiarity in the circumstances of the basic year 
for a particular set of index numbers, or the character of the 
production ma.y have changed during the perio"d in one or 
more of the countries. As regards the statistical employment 
of the doctrine of purchasing power parity, the employment 
of index numbers implies the important assumption that 
changes in the prices of goods entering international trade 
have been followed by similar changes in the prices of all 
other goods. As J. M. Keynes has put it: 'The theory does 
not provide a. simple or ready-made measure of the "true" 
value of the exchanges. When it is restricted to foreign
trade goods, it is little better than a truism. When it is not 
so restricted, the conception of purchasing power parity 
becomes much more interesting, but it is no longer an 
accurate forecaster of the course of the foreign exchan/!es.· 

. The theory can supply only a very approximate guidance, and 
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its practical utility is of a strictly limited character. It indio 
cates the limits for the fluctuations of foreign exchanges, but 
not in the precise manner that was possible when the Gold 
Standard was in general use. 

SUMMARY 

International trade results mostly from individual voluntary bargains 
entered into by people resident in one country with people resident in 
other countries.. Problems of international trade have to be treated sepa
rately from problems of internal exchange because labour and capital do 
not move freely from one country to another as they do from place to 
place in the S8me country. The existence of tariffs and the fact that the 
currency systems of, different countries vary also raise special question. 
which have not to be faced in internal exchanges. Tbe character and 
the terms of international exchange are determined in accordance with 
the principle of comparative cost. Nations engage their capital Bnd laoonr 
in those industries with regard to which they have the highest relative 
advantage over other nations. More wealth is thus produced and becomes 
available to the countries dealing with. one another in the course of inter· 
national commerce. However, although all derive a benefit, the benefit i. 
not uniform. The proportion in which the benefit of international trade 
is distributed among the parties depends on their relative intensity of 
demand for each other's goods. 

'Exports pay /or import8.' This proposition is subject to the following 
explanations: 

(i) Sometimes imports may be greater than exports, because payment 
is postpoDed. 

(ii) International leans /or the ti17Ul ,tend to increase the imports of 
the borrowing country without an immediate equivalent increase of export.. 

(iii) When the process of repayment begins the position is reversed, 
and the, borro~ing country's exports tend to be in excess of ita imports. 

(iv) Under exports and imports, all items:-l'isible lind inl)isible-officia\l1 
"ecorded or 'not, are to be included. 

IDternatioD&1 trade brings within oUr reach utilities not otherwise attain· 
able, ensures the most efficient employment of the productive resources of 
the world and the full exploitation of natural resources, makes production 
more econemic by enlarging its scale, and is one of the most potent instru
ments fer the spread of cnlture and civilizatien. Properly appreciatedil 
ought also to act as a' pewerful preventive of internatienal warfare. 

On the other han~, it may lead to too rapid an exhaustion of the 
lIatural reseurces of a country, and endanger national sceurity, by festering 
a habit of dependence OD other nations for essential requisites. It may 
snbject a country to violent economic dislocation due to dumping. It ,may 
lead to the importation of shoddy or harmful articles. And. finally it may 
calise economic development to be too one-sided. These evila, however, 
can largely be prevented by' the regulation of international commerce, and 
the presumption is in favour of promoting ita utmost expansion. TW. 
general attitude is not· inconsisteDt with the policy of discriminat4 pro-
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tec/ion. Some departure from free trade or protection is justifiable on 
certain special economic or political -grounds, e.g. (i) for -the temporary< 
protection of infant industries, (ii) for securing a certain amount of diversi
fication of industry, (iii) for the development of important key industries. 
and (iv) al a temporary remedy against dumping. (v) Protection is also 
sometimes advocated as a negotiatory factor or an instrument of retaliation. 
It is, however, risky to engage in tariff wars. 

Protection is a remedy which is not to be applied light-heartedly bllt 
with dlle care and caution. It increases the cost of living and may calise 
a shrinkage of the public revenues. It should not be use1l so as to ell
courage inefficiency in production, and steps should be taken to minilllize 
Olle of the greatest evils associated with it, namely, political corruption. 

FORI!lON EXCHANGES 

By foreign exchanges we understand the system by which internatiollul 
obligations arising in the course of trade and other transactions sre dis
charged. This is mainly done through bills and other instruments of 
exclll~ngo on foreign centres, and the theory of foreign exchange explains 
the laws governing the value of these bills and instruments, i.e. the vallie 
of one national currency in terms of other national currencies. So long 
as tho principal currencies of the world were on a gold basis these 
relativll values depended very closely on the amount of gold which the 
currency unit of each country could be converted into. Fluctuations of 
exchanges depended mainly on the cost of seniling gold as compared to 
the COBt of remitting money in the form- of a bill of exchange. Now that 
the Gold Standard hal been largely abandoned, the limits of fluctuations 
in foreign exchanges, formerly indicated by the gold points. have become less 
easily calculable. In terms of the doctrine of pu,chasing powe, parity we 
have now to be content with saying that at any given time the rates of 
exchange will tend to be such that at those rates the internal and external 
plIl'chasing power of any currency will be the same. In order to make 
calclllations on this basis we have necessarily to employ index numbers 
which, however, can give us only approximate indications and not precise 
information as to thll limits within which exchanges will fiuctuste. These 
limits again are liable to change from time to time with changes in tho 
purchasing power of the respective currencies. When the Gold Standard 
WBS gcncrally prevalent, the gold value of every currency unit was definitely 
and lin alterably fixed. Now we have to faU back on the power of each 
currency to purchase commodities and services, and this is not fixed. The 
centre round which the foreign exchanges will move will thus be constantly 
shifting. 

Th., terms '!allourabl,' and 'un!allou,able' exchange are harmless enougl1 
if they are stripped of their mercantilist associations. The value of one's 
currency is likely to rise and faU in terms of other currencies in accordance 
with changes in supply and demand or temporary excess of exports or 
imports. From a banking point of view, however, it may sometimes be 
desirable to correct an unfavourable exchange if there is a danger of it.s 

. callsing so much gold to leave the country as seriously to deplete the 
banking reserves, bringing about too great a contraction of credit. 
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The price of bills and other instruments of exchange nominaJly of the 
same amount varies in accordance with various conditions such as their 
period of maturity. etc. 

All countries do not adopt the same uniform f1Iethod oj quoting 
exchanges. In some cases the local currency unit is taken as fixed and 
the foreign currency units as the variable. In other cases thll reverse 
process is adopted. For various reasons it is better to follow the second 
method. 



CHAPTER xm 
DISTRIBUTION: RENT 

§ 1. The national dlyldend theory of distribution of 
wealth.-Before embarking upon a detailed discussion of the 
theory and problems of distribution it is convenient to give 
0. brief preliminary view of distribution of wealth. 

Distribution of wealth, as we know, means the apportion
mentoJ the aggregate of goods and services, among the owners 
of the four factors of production who have collaborated in 
the process of their production. The study of distribution 
involves the consideration of the following three main 
questions: 

(i) How much is there to be distributed '1 
(ii) Among what factors is the joint product to be 

divided? 
(iii) What determines the share of each factor '1 

In what he calls the national dividend theory, Marshall 
furnishes a. succinct answer to all these three questions on the 
following lines. 1 

§2. How much is there to be dlstributed?-'The Labour 
ILnd the Capital of a country acting on its natural resources 
produce annually a certain net nggregate of commodities, 
material and immateria.l, including services of all kinds. This 
is the true annual income or revenue of the country or the 
National Dividend.' The national dividend is thus the heap 
01' pool of goods and services of every kind produced annually 
in the country. Into this pool, we may imagine, are thrown 
the contributions of all the productive agents in society. The 
national dividend can be measured by the money value of the 
gross produce of society, from which are to be deducted (i) 
tho value of the raw and half-finished commodities used, and 
(ii) the replacement fund necessary for repairing and replacing 
plant and machinery. The need for making this allowance 
is indicated by the word 'net' in 'Marshall's statement. The 
net income due on account of foreign investments must be 
reckoned in as an addition to the n'ational dividend. Its net 
aggregate amount determines what is available for distribution 
and sets a. limit to the shares received by the various agents 
of production. 

1 Marshall, E,'onomic, 0/ Intlrut,,,. pp. 259-3. 
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§3. Among what factors Is the Joint product to be 
dhrided?-'The National Dividend is at once the aggregate 
net product of, and the sole source of :payment for, all the 
agents of production within the country. It is divided up 
into the earnings of labour; interest of· capital; producer's 
surplus or rent of land' and lastly the profit of business enter
prise. 'It constitutes the whole of them, and the whole of 
it is distributed among. them; the larger it is, the larger, other 
things being equal, will be the share of each of them.' It 
should be noted that the problem of distribution is envisageci 
here as one of func#gJ1JJLdi~tribution and not of personal dis
tribution. That"is, we have to -explain the four main streams 
into which the national dividend flows, reaching the four 
main social groups of labourers, capitalists, landlords· and 
entrepreneurs. It is not possible to ascertain and explain the 
income that accrues to each man, woman and child. Indi
viduals are aggregated into appropriate classes or groups 
corresponding to the four factors of production. 

§4. What determines the share of each factor?-This 
last is the IDQst fundamental and controversial problem. 
Matshall's general answer to this question is as follows: 

'It (the national dividend) is distributed among theni 
(i.e. the agents of production), speaking generally, in propor
tion ·to the need which people have for their several services. 
i.e. not the total need, but the marginal need. By this is 
meant the need at that point, at which people are indifferent 
whether they purchase a little more of the services (or fruits 
of the services) of one agent, or devote their further resources 
to purchasing the services (or the fruits of the services) o~ 
other agents. Other things being equal,eac;h agent is likely 
to increase .the faster, the larger the share which it gets, 
unless indeed it is not capable of being increased at all (e.g. 
land). But every such· increase will do something towards 
filling up the more urgent needs for that agent; and will 
thus lessen the marginal need for it, and lower the price 
at which it enn find a market. That is to say, an incr.ease 
in the proportionate share, or rate of remuneration of every 
agent .is likely to bring into play forces, that will reduce 
that share, and leave a larger proportionate share of the 
dividend to be shared among others.' . 

Each factor of production thus draws from the national 
divide~d a . reward in the measure of its respective marginal 
efficiency, allowing for the possibility, within ceDtain limits. 
of substitutioD.of one factor. for another. To quote Marshall 
once again: 'Every agent of production, land, machinery, 



" "DISTRIBUTION ~ BENT 265. 

skilled rabout, unskilled labour, etc., tends to be applied in 
production as far as it profitably can, be. If employers and; 
other b)lsiness ,men; think that they can get a better result 
by using.a little more of anyone agent they, will do so.' 

. The. national dividend ,theory of .distril?ution is thus an 
application of the general theory of value to the problems 
of distribution'. ,The shares of the factors of production are 
regaided as the prices paid for their (marginal) services' 
determined by demand in relation to supply as in the case' 
of the values of ox:dinary commodities. Nevertheless we 
cannot identify ~he theory of distribution with the general 
theory of value. On the demand side, the analogy appears 
to be complete. The price paid to an agent of production 
is determined by its marginal utility or service as in the case: 
of ordinary commodities. But there are certain peculiarities 
on the supply side. For example, one agent of production 
(land) has no supply price, in the sense that its supply is fixed 
and is not therefore' directly affected by changes in its share 
(rent). Ag,ain, the supply prices of the other factors of pro~ 
duction, "especially of labour, cannot be calculated as precisely 
as the supply prices (cost of production) of commodities. It 
is, therefore, necessary to study the theory of distribution 
separately, instead of disposing of it by stating that it is 
just another illustration of the general theory of value. 

§5. Nature of' distribution of wealth.":-We have said 
that the aggregate of goods and services is divided among 
the va.rious factors of production. In actual practice, how~ 
ever, Tents, wages, interest and profits are ordinarily paid 
in the form of money. But then the money merely repre
sents 'a. certain claim on the goods and services which we 
can purchase with it. So that our proposition stands; its 
-essential truth is not affected by the intervention of money. 
Moreover, we know that sometimes payment is made in kind 
for the various kinds of effort required for' the production of 
wealth. For example, labourers may get their wages partly 
or whOlly in the form of grain, clothes, etc. Here the Indian 
student will naturally be reminded of the praCtice, still pre
valent to some extent in this country, by which the different 
tillage' servants and artisans are assigned a certain proportion 
of the produce raised in the village. 1 ' 

We might as well deal here with another little difficulty. 
Some of, the payments representing 'the shares of the various 
fadors of production are paid, before the process of production 

, 
• See PartOn, 'ch. ii, §§~4. 
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is complete. How then can we say that the different sha\"(~~ 
come out of the goods and services produced by the coopem-' 
tion of the four agents of production? This objection, . 
however, is superficial. Wages, for example, are no doubt 
paid in advance. But in order that the labourers should be 
continuously employed and paid, the employer must be able 
to put the goods produced by the help of the labourers on 
the market and sell them profitably. If this cannot be done, 
he will sooner vOr later close down his establishment and dis
miss the workers. In this sense the real source of the wabO'es . ~ 

is the wealth produced by the cooperatlOn of labour. What 
holdi good of wages also holds good of the other shares 
or kinds of income, namely, rent, interest and profits. They 
are all derived, let us repeat, from the aggregate of goods 
and services brought into existence by the combined effort 
of those who provide land, labour, capital and organizing 
ability. 

It is obvious that the shares allotted to these agents of 
production are not equal. They depend on a series of 
bargains which the organizer or employer (who takes the 
initiative and is the most active of all the agents of pro
duction) strikes with the other three agents of production. 
The bargains are freely entered into by the parties concerned 
and are not forced on them by some outside power like the 
Government. What determines the terms of these bargains 
and what determines the profit which the employer him sell 
earns? These are the questions which we have to deal with. 
In other words, we have to examine the forces and the causes 
underlying rent, interest, wages and profits. 

)0. §6. Private property as the basis of distribution • ...,... 
Before discussing more in detail each of these four kinds of 
income it will be convenient to study the institution of private 
property, which may be regarded as the basis of the existing 
system of distribution. It underlies the whole of our present 
scheme of distribution of wealth. It is the mainspring of 
modern economic life and the bete noire of the socialist, who 
regards it as the prime cause of whatever is irrational and 
unjust in the present system of distribution. 

§7. Evolution of private property.-In the earliest 
stages of civilization there was of course neither communal 
nor private property, as men lived from hand to mouth. The 
idea of group property'&rose gradually when, for example, 
packs of savage men came to regard certain preserves as their 
own." The earliest forms of private property were probably 
certain moveable objects like personal ornaments and 



DISTRIBUTION: RENT 267 

S":eapons which were looked upon as an extension of person
;,nlity. Domestication of animals in the pastoral stage led to 
an extension of private property in herds or flocks and even 
in women, children and slaves, who were now required to 
look after the cattle. The land or pastures belonged to the 
group under tribal customs. Private property had its origin 
in 'user' and 'seizure' but had a social sanction because by 
encouraging thrift and energy in the individual it ultimately 
led to group welfare. 1 

• 

The transition to the agricultural stage, with its fixed 
abodes and settled life, greatly extended the scope of private 
property, especially in immoveables, fixed abodes and .ulti
mately land. Nevertheless, private property in land was 
°lliow to develop and passed through several sta.ges such as 
temporary allotments of arable land, the "open-field' system 
with its communal practices, superimposition of feudal or 
overlord rights upon the rights of the village community, etc. 
In some cases, as generally on the continent of Europe, the 
overlord was eventually swep't away to make room for the 
peasant proprietor. In other countries like England, he 
managed to deprive the tenants of their customary rights and 
to concentrate large estates of land in his own hands. At 
firlift there was no freedom to dispose of land, but later full 
rights in this respect were acquired. The old communal 
restrictions on land (e.g. common rotation of crops) were now 
abandoned, and the landed proprietor was allowed to develop 
his land in the way he thought best without in any way 
being bound by what others did. It was recognized that this 
was after all the best policy from the standpoint of social 
weICare and that the spur of private property was essential 
to' call forth the best efforts of private enterprise for utilizing 

'0. limited supply of land in the most effective manner possible 
so as to meet the needs of a. growing population. There 
were also several other social and political uses of strength
eningthe rights of private property in. land. With the 
Industrial Revolution other forms of wealth came into pro-
minence, and the scope of private property was extended to 
such things as coal-mines, factories, patents and copyrights, 
shares and bonds, in facb to all exchangeable things. At the 
same time the number 'of possible property-owners was en
larged. In addition to the sovereign,J.Qe Church, the family 
and individuals (including women oIIl'li<l children), joint-stock 
companies. trusts and other 'institutions were also allowed to 

, See Seligman, op. cit., pp. 125-6. 
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hold private property. Thus today the field of corporate 
property has become very extensive. 

§8. Attributes of private property.-The following rights 
are implied in the concept of private property: (i) of use, 
(ii) of gift, (iii) of disposition by contract, and (iv) of bequest. 
These may be briefly explained : 

(i) The use or exploitation of private property was the 
earliest right to be recognized, but is subject to the eminent 
domain of the. State which has the power to acquire private 
property for public purposes (e.g. for laying out a. railway 
track or constructing public buildings), or to secure the 
workers' safety, etc. 

(ii) The right of gift is now recognized as an extension 
of the right of use. It is subject in some countries to certaill 
old feudal l·estrictions. . 

(iii) The owner of property has the right to dispose of 
it by selling, or mortgaging, or letting it. This right was 
not allowed so long as property was owned by the family 
as a whole, as is the case even now with regard to ancestral 
family property in India. . 

(iv) The right of bequest, i.e. the right to regulate by 
B will the succession to property after the owner's death, has 
developed slo'Yly. This again is defended on the ground that 
it is necessary for securing efficient production and for pre
venting extravagance during the lifetime of the owner. The 
right of bequest by the testator and the right of inheritance 
by the survivors are fundamentally opposed. The modern 
tendency has been to widen the right of bequest and curtail 
inheritance. In order that the right of bequest should not 
be exercised to the detriment of the children, it is sometimes 
limited in their favour (as in France). In India. it can be 
exercised only as regards self-acquired property and not 
ancestrai property. . . 

§9. Inheritance.-Inheritance of property has been 
opposed on the following grounds: (i) It encourages idleness 
because it makes possible the acquisition of wealth without 
having to labour for it. (ii) It undermines parental authority 
and leaves no scope for judicious distribution of property 
among the inheritors according to their needs and deserts. 
(iii) In India equal inheritance of landed property has led 
to the evil of excessive .subdivision of holdings. (iv) It leads 
to l\.nd emphasizes inequality of wealth distribution. 

On the other side it is argued that the law of inheritance 
is based on the natural expectations of children or near rela-
tions for support. . 
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On balance,the ,right .of .bequest is more easily defens
ible than inheritance. though both need to be limited more 
or less in the general, social interest-inheritance needing 
more limitations than bequest. John Stuart Mill favours 
limitation on the ground that the State is really a partner 
in private business. It provides security and protection and 
has therefore a just economic claim to property left by 0. 

deceased persoil. State appropriation of at least a part of 
the property, on a progressive .scale, especially in the case 
of the more distant relations, has been advocated in many 
countries. In England, there has been a. great development 
of progressive inheritance taxes, and death duties ra.nging 
from ,15%, to 25% are levied by the State. 

§10. Theories of private property.-What constitutes the 
bas!s of private property has been the subject of much 
controversy. .. 

,(i) The occupation (possession) theory may explain the 
origin of the present' legal title to certain forms of property, 
but cannot .be used as a. justification of private property 
except in the case of previously pnoccupied or unutilized 
wealth. 

(ii)The naturaZ right theory regards private property as 
part of the law of nature. 'Natural' or 'inalienable' rights 
nre vague' terms arid on analysiA fail to provide' an adequate 
A'ro!lnd for private property~ Perhaps what is suggested is 
that private property is an indispensable condition of full 
self-realization of the individual, and as such should be 
sanctioned by law. 

(iii) 'The labour theory.-The classical economists argued 
that every person had a right to the product of his own labour. 
This certainly appears plausible on economic grounds, for no 
one would exert himself to the best of his ability unless lIe 
were assured of the fruits of his labour. But even this theory 
is not free from difficulties. Land in its original condition 
is a free gift of nature and therefore the labour basis is not 
available here. In 'fact all 'material objects contain an 
element of nature, and nothing is the' result of labour alone. 
Then again inherited property cannot be justified on the 
labour basis. Further, under the complex modern system of 
division of labour, it is impossible to. separate the specific 
produce of the labour of a {larticular individual from the total 
value of the product. ' 

(iv) The contract basis which states that men have a 
right to expect fulfilment of the contracts made with them, 
has therefore been suggested. It is in a. way onlj"the modern 
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development of the labour theory. Under the wage system 
men contract with each other for a certain payment in ex
change for a certain amount of work. Contract then becomes 
the basis of distribution, and confers the same sanctity as 
was given by labour to the right of property in the result. 1 

(v) The legal theory.-Under this theory, it is held that 
whatever is recognized as such by law is rightfully private 
property. This is not an economic basis. 'The legal theory 
tells us w\at property is, not what it should be' (Seligman). 

(vi) The social utility or utilitarian theory.-Defenders of 
private property nowadays rely mainly on the argument that 
it is a necessary instrument for securing the best utilization 
of natural resources. The greatest possible effort and enter
prise on the part of individuals will be .forthcoming only if 
the inducement of private accumulation of wealth and pro
perty is held out. It is clear, however, that if we a.ccept 
this basis, we must also accept certain limitations of private 
property suggested by the same consideration of ultimate 
social benefit. Thus it may not be socially desirable to leave 
everybody free to use his property as he likes. From this 
point of view, a check on absentee landlordism may seem 
to be called for, as also on the process of subdivision of land. 
Private property rights in certain national assets like forests, 
mines and railways must also be suitably limited. Private 
property in such things as highways and docks has by exper
ience been proved to be .pighly undesirable. Similarly, it 
is no longer a question that property in human beingR 
(slavery) is economically as well' as morally to be condemned. 
Copyrights and patents may be necessary, but their period 
must not be unduly lq'llg. All this, however, does not mean 
that the only way to-prevent abuses of private property is 
to abolish it altogether. 2 Such an extreme remedy is likely 
to be worse than the disease. In the meanwhile, through 
the progressive enlargement of the economic functions of the 
State, the manipulation of the taxation system, the provi
sion of free education and other facilities intended to equal
ize opportunity for all, through legislation in the shape of 
Fa;ctory Laws and Tenancy Laws, the principal abuses of 
pnvate property are being increasingly brought under 
control. 

We shall now undertake a detailed treatment of the four 
main shares in the national dividend: rent, wages, interest 
and profits. 

# 

I 1. A. Todd, The Science 0/ Pricell. p. 168. • See §20. 
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RENT 

§11. Economic rent and contract rent.-In popular 
pa.rlance the term 'rent' is used to mean a sum paid by one 
person to another for the lease of land. This contract rent, 
as it may be called, often includes, besides economic or pure 
rent,! other elements such as interest on capital invested by 
the landlord in his land and farm buildings, and charges of 
supervision. Moreover, influences other than competition, 
which is assumed to be the basis of economic rent, may affect 
contract rent. Thus rent actually paid may be more than 
the economic rent, e.g. when there is monopoly in land or 
when there are no alternative occupations; or it may be less 
because it is customary or because considerations of a philan
thropic nature may influence the landlord in dealing with 
his tenantry. 

§12. Preliminary analysls.-As a preliminary to an 
analysis of economic rent, it is desirable tha~ we should 
remind ourselves of the wide sense which we attach in 
economics to 'land', the income from which we call 'rent'. 
Land means all those utilities which nature supplies free 
but in limited quantities. It isiinportant to bear in mind 
the fact that land is limited in quantity. If the demand for 
cloth increases, more cloth can.be produced. And this can 
happen to an unlimited extent relatively to man's power of 
consumption. Greater effort stimulated by a greater demand 
will call forth a. greater supply. 'iJut this does not apply to 
land. No matter how much the demand may increase, its 
supply remains the same. Particularly is this the case in 
old countries like India. where practically all the cultivable 
land is occupied. I 

Besides being limited in quantity, land varie!J_ i~_quality. 
Some lands are more fertile than others. The most fertile 
lands are naturally the first to be occupied and cultivated. 
When population increases, however, recourse must be had 
to inferior lands, or the superior lands must be more 
intensively cultivated. 

I See §13. 
I It will be noticed that after asking the reader not to forget ~be wide 

sense in which the term 'land' is used in economics. we are gradually 
sliding baCk to the more common meaning of the teftI\. There is really 
no harm in doing this, because it will be found that although the ex
position of the theory of rent is most easily understood with reference to 
land in the ordinary popular s~e of the term. its application can be 
extended. to any 9ther thing included in the wider signification of land. 
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As we shall see presently, the theory of rent, first clearly 
formulated by Ricardo, is based on the assumption that the 
more fertile lands are cultivated first. Carey, an American 
economist, objected to this assumption (and therefore to the 
theory which was based on it) that it was historically untrue. 
He argued that 'in every quarter of the world cultivation has 
commenced on the sides of the hills where the soil was 
poorest, and where the na.tural advantages of fertility were 
the least'. But this objection loses its force, if the term 
'fertility' is understood to include not only the physical and 
chemical properties of the soil but also other elements such 
as accessibility. Land very rich so far as physical and 
chemical properties are concerned, may be situated in the 
midst of a jungle infested by wild animals and may be 
disease-ridden. So long as these handicaps remain, people 
will prefer other land even though it may be naturally less 
fertile. The most 'fertile' land, therefore, means the land 
wMsh, in any given ~et of _ci~cumstances, is best ada'pted f~ 
cultivl1tion--:inaTsTalculated fo"yiera,- i1lf things considered, 
the best return lor 'tlie -available capitararfa ~abo\J.r. In other 
'words, we widen' the conception of fertility so as to include 
such elements as accessibility to marKets;- safety to healtl~, 
a.nd security. Fertility is relative to time, place and circum
'stances, and all that is necessary for our purpose is to 
recognize that, at any given time, taking into aCcount all 
circumstances, certain lands appear more desirable, and 
certa.in others, less desirable. It is not claimed that the 
grading of land in this manner, which is appropriate to one 
period and set of circumstances, will hold for all time and in 
spite of any change in circumstances. 

§13. The Ricardian theory ofrent.-Now we may 
proceed to state the theory of rent on the lines of Ricardo. 
Let us suppose that the land in a given country falls into 
grades A~ Band C: A being the most fertile, B less fertile, 
and C the least fertile. A will be cultivated first, and then 
when population increases and the demand for food with it, 
B will be brought under cultivation, and when there is a 
further increase in population, C will also come under culti
vation. Let us suppose that capital and labour worth 
Rs. 10,000 is spent on land belonging to grade A and that 
the yield is 100,000 seers of wheat. 'More wheat is required 
for a growing population, so that gradually capital and labour 
worth another Rs. 10,000 is employed on land of the B grade. 
This grade being inferior to A, the yield is only 80,000 seers. 
The community grows further in numbers. and requires 
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more than the total of 180,000 seers realized from A and B, 
und therefore 0 is taken under cultivation and a further dose 
of capital, say, another Rs. 10,OOO-worth, is applied to it. 
o being the worst grade of all three, the yield is now only 
liO ,000 seers. But according to our ~beBi!L this additionl!l 
50,000 seers is ill e 9..ujred. Now all this wheat being 
a e same quality must sell at the same price. Possessors 
of A would demand at least, Re. 1 for 10 seers, though they 
would welcome any higher price than this. Similarly, 
owners of B would be prepared to accept Re. 1 for 8 seers, 
though, of course, they would also welcome any higher price 
.t,hat they could get. The minimum price which would suit 
growers on 0 would .be Re. 1 for 5 seers. It is obvious that 
out of these three possible prices the only one that will suit 
all the growers is the last. This price is necessary if 0 is 
to remain continuously under cultivation. (And 0 must 
remain under 'cultivation; otherwise the. demand of the com
munity for fOQd is not satisfied.) At the price of Re. 1 for 
5 seers, all the expenses of production on land 0 will be 
just covered. 1 The owners would get the full value at current 
rates of the different kinds of effort employed (including 
wages of the ordinary labour and of mana.gement plus interest 
on the capital) aggregating to Rs. 10,000. At the uniform 
price of Re. 1 for 5 seers B will realize Rs. 16,000, that is, 
Rs. 6,000 more than O. A will realize Rs. 20,000, that is, 
Rs. 10,000 more than O. In this example, 0 is the worst 
land in use. It is called marginal land or land 0 margina 
teifiljtll. Lands B and l' a ove t e margm an are 
ca e super-marginal lands. 0 yields. just enough to cover 
all expenses and no surplus or rent. It is also known as 
the no-rent Ian • -

. surplus or rent is obtained on Band A. The rent on 
B may be expressed either as 30,000 seers of wheat (80,000 
minus 50,000=30.000), or as Rs. 6,000 (that is,thfl value of 
30,000 seers at the market rate). The rent on A is 50,000 
seers of wheat (100,000 minus 50,000=50,000), or Rs. 10,000 
(that is, the market value of this extra 50,000 seers). Rent 

1 The student must not make the common mistake of snpposing that 
it would not be profitable to cultivate C. if the price is Re. 1 for 6 seers. 
It wou/tf be profitable in the seuse that labour, capital and organization 
would all get their normal remuneration out of this price. But no "neamed 
surplus over and above this would be available. as in the case of the 
~uperior grades of land. 

18 
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on the superior lands is thus measured from the marginal 
or no-rent land upwards. It expresses the differential advan
tage of the superior lands over -the marginal land. Rent is 
also an unearned sur lus or an unearned increment as It 18 

sometlllles ca e. toes no represen e reward to any 
special kind of effort or capacity. The lands A, B, C are 
assumed to be cultivated in the same manner and with equal 
efficiency. A and B, however, being superior in fertility 
yield a surplus over C. The same truth is expressed by 
saying that rent arises from the operation of the Law of 
Diminishing Returns. 

Man's desire for more and more food compels him to 
resort to worse and still worse lands. This is the same 
thing as saying that the returns to successive doses of capital 
and labour go on diminishing. As we have seen, the Law 
of Diminishing Returns has an extensive aspect, and up to 
the present our exposition of the theory of rent has had 
reference to this extensive aspect. However, rent can also 
be seen to follow from the Law of Diminishing Returns in 
its intensive aspect. If more wheat is wanted we have to 
pass on from the superior to the inferior land. But another 
way is to cultivate the same land more and more intensively. 
Thus in the above example instead of fresh doses of 
Rs. 10,000-worth of labour and capital being applied to pro
gressively inferior lands, we may suppose them to be applied 
to the same (superior) land. Then the first Rs. 10,000 
applied to A yields 100,000 seers, the next Rs. 10,000 yields 
80,000 seers, and the third dose of Rs. 10,000 yields 50,000 
seers. Here again the price must be uniform and it must 
be 5 seers per rupee; otherwise why should the farmer proceed 
with the cultivation at progressively increasing expense? 
Here the third Rs. 10,000 is designated as the marginal do:.>e 
of capital and labour. As compared with this, a surplus is 
realized on the first and second doses, and this surplus is 
rent. The above reasoning is illustrated in Fig. 17. 
. The rectangles I, IT .. and ill represent the yield respec

tIvely to the first, second and third application of capital and 
labour worth Rs. 10,000, either to different lands A, B, C, 
in decreasing order of fertility, or intensively to the same 
land A, each succeeding dose of capital and labour yielding 
a smaller return than the previous one. The shaded portions 
of the rectangles I and IT represent the rent or surplus pro
duce on lands A and B, or on the first two doses applied tv 
land A. Land C, or the third dose applied to land .1, does 
not yield any.ren!. 
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§14. Rent does not enter into prlce.-This should not be 
difficult to understand, if we remember that the price is 
determined by the cost of production of the mltrginal land, 
and that marginal land is no-rent land. In.the example we 

RENT, NIl;; 

50,000 
SEERS 

I II m 
o A B rC X 

APPl.IC,ATION OF CAPITAL AND LABoUR 

FIG. 17.-DIAGRAM ILLUST.RATING HOW RENT ARISES FROM THE 
OPERATION OF THE LAW OF DIMINISHING RETURNS 

have used above, we saw how the price was Re.1 for 5 seers, 
because the expenses of production on marginal land C were 
.Rs. 10,000 for 50,000 seers 'of wheat; Rs. 10,000 here in
cluded wages, in'terestand profit but not rent. The demand 
of the community coul~ not be satisfied without bringing a 
under cultivation, and C could not be brought under culti
vation unless the price was such" as covered its cost ,of 
production. This price,. however, is more. ihan necessary to 
cover the cost 'ofproduction bn lands 4 and B and this excess 
emerges as rent in the 'Case of these lands above the margin. 
Rent is a price-determined surplus ;it does not itself deter
mine the price. CIt is the result, not the cause ofpfke.) As 
Ricardo puts it: 'Corn is not high because III rent is paid., but 
rent is paid' because Com is high.' Supposing no rent is 
actually paid for' lands of the grade A and B,' this· would 
simply mean that the surplus would accrue to the· tenants 
instead' of the landlords. But it would not make any differ
enceto the price, which is regulated by the expense9 of 
production on the marginal land. 

§15. Exceptions.-The relation between rent and price 
as discussed above holds good only of. pure.economic 
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differential rent, which is so called because it measures the 
difference between marginal land and land above the ma.rgin. 
Ther.c is, howefJer, a variety called scarcity re!!J and this does 
enter into price. Demand for land may become so intense 
that the farmer may have to pay rent even for the worst 
land. But he is in a position to compensate himself by 
charging a. higher price. The greater intensity of demand 
means the greater ability or willingness of the consumers to 
pay a higher price. 

Again, if land is difJerted from one use to another, rent 
arising in connexion with the first use may form part of the 
price in the second use. Suppose land used for wheat is 
required for cotton. In our example, land B earned some 
rent. Suppose a farmer wants to raise cotton on it. He 
will in that case have to pay the landlord at least as much 
rent as B was ·earning when it was being used for wheat. 
although for cotton it might rank as the worst or the marginal 
land. As we saw, the grading for wheat in order of fertility 
or productivity was: 

11 B C 

The order for cotton might be : 
X y B 

X and Y, let us suppose, were superior lands which were 
already under cotton. Now B is taken up also for cotton; 
and happens to be the worst land in use for that purpose • 
. So the .price of cotton will be influenced by the rent paid 
for B in its use for wheat. 
. . Lastly , as in India, the GOfJernment may lefJY rent 
(assessment) on efJery bit of land in use in a country, whether 

. it is good or bad. The rent thus lefJied on marginal land8 
must enter into Price. It might, however, be pointed out 
that the term rent here is not used in the strict economic 
sense. In reality it is just a. tax, and there is nothing differ
entia.l about it. 

§16. Rent and economic progress.-As economic rent 
,depends on price, it follows that if the price rises, rent will 
rise; and if the price falls, rent will fall. A rise of price may 
be brought about by an increase of demand, so that while 
.additional capital and labour will be applied the yield will 
diminish (the margin of cultivation will be pushed forward, 
I.e. inferior land will come into use or less will be realized 

:trom . further applications of productive effort to the same 
land). A rise of price may also be caused by production 
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becoming more difficult or more costly. A fall in price, on 
the other hand, may be caused by fall in 'demand and there
fore the recession of the margin of cultivation, or by an im
provement in the arts of production. Economic progress will 
lead to rise in rents in so far as it means increase of population 
and increase of demand. It will lead to a fall in rents in 
so far as it is attended with improvements in the arts of 
production. 

Rents in an old country may fall as a result of virgin lands 
in new countries being brought under cultivation. This 
happened in England when new sources of supply became 
available and cheap corn began to be imported from tha 
United States. The margin receded in England as, owing 
to the fall of prices, the less fertile lands ceased to be em
ployed for growing wheat. It is conceivable that a similar 
phenomenon will show itself in India as a result of competi
tion from imports of wheat from a country like Australia. 

§17. Other applications of the theory of rent.-Having 
explained the theory of rent with reference to agricultural 
land, it remains briefly to indicate ,its applications to other 
natural resources. It is a matter of common knowledge 
that business premises on central sites in an industrial and 
commercial city command high rents which diminish as the 
premises are situated farther and farther away from the 
centre. Here the nearness to the central locality corresponds 
to fertility. because nearness confers many advantages, such 
as ability to attract the largest number of customers. The 
buildings further removed from the centre are like the less 
fertile lands. As the demand for business premises increases, 
less and less favourably situated buildings are occupied; or 
alternatively more and more stories may be built on the same 
spot. But this means greater expense and smaller sales, as 
people would naturally buy on the ground floor by preference 
and comparatively few would take the trouble of visiting 
shops on the upper stories. Building more an'd more stories 
is thus analogous to working the same land more and more, 
intensively. I 

§18. Rent of ablUty.-An interesting parallel to economic 
rent emerges when we compare the difference in earnings 
as between one mal) and another, whether in business or in 
any of the professions, owing to difference in inborn ability. 
In so far as the difference in ability is due to (nature; the 

,~-

I The, student should work out for himself similar analogies with refer
ence to mines, fisheries, etc. 
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larger earnings of the man with superior brains are to be 
compared with the higher rents of the more fertile lands. 
The surplus earnings due to greater innate capacity are 
sometimes referred to as rent of ability. 

§19. Quasi-Rent.-We saw above that economic rent 
arises because the supply of la.nd is not variable according 
to demand. This inability to vary supply according to 
demand may, however, be experienced in the case of other 
factors of production also, and so long as it lasts, the yield 
from them, instead of determining price, is dependent on the 
current price, like economic rent. Thus an individual 
employer may introduce a. new method or a llew machine, 
the effect of which is a. considerable lowering of his costs us 
compared to the costs of other employers. When the other 
employers notice this and follow suit there will be a general 
fall in the cost of production, which will ultimately bring 
the price down. This process, however, takes time, and 
in the meanwhile our pioneer employer will earn an excep
tional profit-in excess of the normal profit. This temporary 
difference in earnings arising on account of imperfect elasti
city of supply has been given the name 'quasi-rent' by 
Marshall. It is easy to see that in a dynamic society 
quasi-rent understood in this sense must constantly emerge 
and vanish. Owing to the protection recently given to the 
sugar-manufacturing industry in India, the number of theRe 
manufacturing establishments has grown rapidly, creating n. 
demand for sugar technologists. For some time, therefore, 
those trained as technologists will reap higher rewards than 
are earned by men of similar ability and attainments in other 
.lines. But this can last only until, attracted by the relatively 
higher earnings, more men qualify as technologists, and the 
additional supply will eventually bring down the level of 
earnings to normal. Just as there may be a. temporary short
age of supply, there may also occur a. temporary superfluity 
of supply in relation to demand. A machine may become 
out-of-date. But it may not be practicable to scrap it at 
once and substitute the new machine. In the meanwhile, 
the yield from the old machine may dwindle below normal. 
A similar fate may overtake the earnin.,.s of a profession 
which has become overstocked. If lawy~rs as a class are 
earning less than doctors, this may possibly decrease the 
number of people trained as lawyers amongst the next gene
ration. But pending th~s adjustment, the average remunera
tion in the legal profession will be subnormal. In this case 
the 'quasi-rent' is a negative quantity. Qua,si-rent is so ca]Jed 
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lJecause although like' rent it is differential, unlike rent it is 
not permanent. 

§20. Are rent-receivers social parasites?-According to 
the analysis of economic rent given above, it is a surplus 
over and above the normal returns to all the factors of pro
duction employed. That is why it is called an unearned 
increment. If it is admittedly unearned, why should society 
tolerate it? Why should the benefit, of what is unearned 
accrue to individuals instead of to society in general? It is 
this line of reasoning which makes socialists press for 
nationalization of all land or, failing that, the appropriation 
by the State of the full economic rent. However, if we 
remember the wide meaning attached to the term 'land' and 
also that, as explained.in the previous section, something of 
the nature of rent (quasi-rent) is constantly arising in con
nexion with other factors of production, n!1tionalization 
w(~)Uld logically lead to the virtual extinction of all private 
property. As regards the complete appropriation of economic 
rent by the State, in theory this is entirely unobjectionable. 
Dut in practice we have to set aboul; this business very warily 
l1nd cautiously, because what is nominally co.lled rent may 
actually contain other elements, i.e. interest and profits. In 
any given case it is often extremely difficult, if not impossible, 
to dissociate economic rent from the other elements (which 
are earned, and therefore cannot be appropriated without in
juring production). In some cases the whole of what the 
landlord receives may be made up of other elements than 
l'ent. For example, he may have purchased the la.nd and 
the capitalized value of the economic rent may have been 
included in the price paid to the original owner. Where land,. 
is thus constantly changing hands, the pursuit of economic 
rent for appropriation by the State becomes So very elusive 
;Lf'fair. Injustice is also involved in taxing unearned sur
pluses only in the case of land and exempting other unearned 
incomes. In saying all this we are not suggesting that any 
nction by the Sta.te in the direction suggest~d by the socialists 
is bound to be futile or unjust. Sometimes unearned incre
ment may arise in such unmistakable form, that there need 
be no hesitation on the part of the State to appropriate it. 
Such cases often arise in crowded cities when sites suddenly 
go up in value unexpectedly and without the owners doing 
anything to add to their va.lue. Even here, however, the 
question arises whether some of the owners who were more 
t.han usually shrewd had not intelligently anticipated deve
lopments and deliberately acquired the sites in the expectation 
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of profiting by the transaction. If so, is it equitable to rob 
them of the legitimate rewards of their superior foresight, 
and is it not to the ultimate benefit of society to encourage 
such superior intelligence and foresight? Similarly in the 
matter of nationalization there may be cases where appropri
ation is clearly indicated in the larger interests of society. 
But more harm than good will result by trying to nationalize 
all natural resources. Ultimately the whole argument will be 
Been to turn round the question whether or not we desire to 
maintain in its essentials the present individualistic order of 
society based on private property. 

SUMMARY 

The problem of distribution requires an answer to the following three 
questions: (i) How much is there to be distributed? (ii) Among what 
factors is it distributed? (iii) On what principles is it distributed? 

The answer to (i) is that the aggregate of goods and services produced 
in II year minus the cost of replacement and renewal of capitai is what is 
available for distribution. 

The answer to (ii) is: Land (rent), labour (wages), capital (interest) and 
organization (profits). 

The answer to (iii) can be given on lines of the general theory of value, 
by saying that each factor tends to get a share representing its marginal 
efficiency. The problem of distribution however cannot entirely be merged 
in the general theory of vahle. For example, certain peculiarities of the 
factors of production such as land and labour require and receive special 
discus~lOn under distribution. 

Under our present system, ordinarily the reward to the factors of produc
tion first takes the form of money, which is subsequently exchanged by the 
recipients for such of the available goods and service. as they require. 
Distribution depends on a series of bargains which those who organize 
industry or business enter into with the suppliers of land, labour and capital 
respectively. Payment inay in some cases be in advance of production. But 
it nevertheless comes out of production because it would not be made 
unless it was expected to create assets to justify it. 

Pri"ate property, which is at the foundation of distribution, ha. evolved 
very gradually through the centuries and its scope has greatly extended 
since the Indnstrial Revolution. The concept of private property implies 
the right of use, of gift, of bequest, of disposition by contract and of 
unlimited acquisition .. 

(i) The right of use is subject to the right of the State to compulsory 
acquisition for certain public purposes. 

(ii) The right of gift is merely an extension of the right of ose. 
(iii) The right of disposition is of comparatively recent development and 

did not exist so long as property-was owned by the family as a whole. 
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(iv) Th right of bequest is really in opposition to the right of inherit· 
ance. The modem tendency i8 to limit both these rights-especially the 
right of inheritance-by taxation and otherwise, in the interests of society 
and Bocial justice. 

There are many suggested justifications for the institution of private 
property. However, the only basis nowadays recognized as valid is that of 
'social utility'. But the acceptance of the test of social utility also involves 
acquiescence in various limitations of private property, if these are shown 
to be necessary in the public interest. 

RENT 

Economic rent should be distinguished from contract rent actually paid 
for the Ie lise of land by tenant to landlord. The latter often includes other 
elements such as interest on capital, and may be influenced by monopoly, 
custom and philanthropy. 

'l'he theory 0/ (economic) rent is best illustrated with reference to 
land. At any given time lands are graded intp more paying and less 
paying. We first employ the better lands, and when more of the product 
is required, we obtain it in one of two ways : '(i) either by working the 
same land more intensively, or (ii) by having recourse to inferior lands. 
In either case the return for a given outlay of capital and labour goes 
ott decreasing; or in other words the cost bf production goes on increasing. 
The price obtained must be IUch as to cover the highest cost. Other
wise it would not be incurred. It must cover the cost of cultivation at 
the margin (extensive or intensive). When the price obtained is higher 
than is needed to cover the costs in connexion with the employment of 
capital and labour, a surplus which is called rent is left above the margin. 
So much the landlord can exact from a tenant without trenching on 
the tenant's legitimate profits or remuneration. If he succeeds in extracting 
more, it is called 'rack-renting'. If he takes less, then the rent is to 
that extent enjoyed by the tenant. 

The least profitable land in use is called the marginal or no·rent land. 
Rent is said to be something differential because it measures the differenee 
between income from the marginal land and that from the lands above the 
margin. Being itself the result 0/ price. rent cannot be one of the com· 
ponent elements of price. There are a few apparent exceptions to this, 
namely, (i) scarcity rent, (ii) rent of land in one use when diverted to 
another use, (iii) any tax (like the land revenue which is sometimes described 
as rent paid to the State) levied on all lands good or bad-all these do affect 
price. But these exceptions are only apparent, because all these elements 
entering into price are in reality not economic rent although tht'y may 
be call1ld by the name 'rent'. Economic rent by its very analysis is 
shown to be • pric.-det,rminBd and not a priclI·determining factor. Econo
mic rent mllst no~ be confused with the amount that may be actually 
paid to a landlord by a tenant, because this may be ~ther above or below 
the true economic rent, as hinted above. The payment may also include 
such charges as interest on the capital invest~d by the landlord and so on. 
These items must be deducted from the gross rent in order to arrive at the 
net rent. 
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As economic rent depends on price, it follows that if the price rises, 
rent will rise; and if the price falls, rent will fall. Economic progrf88 will 
lead to rise in rents in so far as it means increase of population and 
increase of demand. It will lead to a fall in rents in so far as it is attended 
with improvements in the arts of production. Rents in an old country may 
fall as a result of virgin lands in new countries being brought under 
cultivation. 

The theory of rent can be shown to apply to other natural resourccs 
like mines. fisheries, building-sites. etc. As lands differ from one another 
in point of fertility so men differ in point of ability. The larger earnings 
of the more capable man as compared with the earnings of the less capable 
man contain an element of rent which may be cal1ed rent 0/ ability. 
Temporary surpluses of the _ character of rent arise because, although the 
supply of other factors of production is not invariable like that of land. 
it is unchangeable for short periods. The name quasi-rent has been given 
to these surpluses. 

It is true that economic rent proper is not earned by those who receive 
it. But receipts cal1ed rent popularly do not always consist of pure 
l'conomic rent and nothing else. Separating economic rent from the other 
dements with which it is generally mingled presents great practical diffi
culties. Nor can nationalization of land be a solution, until we have 
decided the major question as to whether or not we wish to retain in 
substance our present order of SOCiety. 



CHAPTER XIV 

DISTRIBUTION: WAGES 

§1. The wages problem.-The wages problem may 
('onveniently be dealt with under the following headings: 

(i) Definition and scope of wages. 
(ii) Methods of remuneration: time and piece wages. 

(iii) Peculiarities in the action of demand and supply with 
regard to labour. 

. (iv) 'l'he theory of wages considered in its two aspects: 
(a) Relative wages; (b) General wages •. 

§2. Definition and scope of wages.-Wages are the 
remuneration of labour as a factor of production, or the share 
which labour is entitled to receive from the national dividend. 
Commonly by 'wages' we understand the remuneration of 
hired labour. Strictly speaking, however, wages must be 
regarded as the remuneration to labour whether hired OJ; not. 
Even independent workers like peasant proprietors and 
handicraftsmen receive wages. These form part of their 
total returns, although mixed with what they receive 
as interest on capital and as profits for the labo.ur of 
orgo.nization, etc. On the same reasoning, the earnings 
of professional men like barristers and doctors partly 
consist of wages. 

§ 3. Methods of remuneratlon.-There are different 
methods of paying wages. The principal methods are (i) 
time 1cages or time earnings, and (ii) piece wages, or piece
lVork earnings. 

(i) Time wages are a fixed payment which a. person gets 
for labour in any given unit of time, say, per hour, per ,week, 
per fortnight. per month, per' year. Wages in this case are 
determined by the time during which the worker is occupied. 
The output due to the labourer is not measured for calculating 
t.he wages earned. In the Bombay cotton ·mills wages are 
paid once a month. and in Ahmedabad once a. fortnight. 
Ralaried officers in public and private employment generally 
receive wages on a. monthly basis: Casual workers are paid 
daily wages. Farm labourers are sometimes paid on a yearly 
hasis in India. 

(ii) Piece-work wages.-Under the.system of piece-work 
n person receives wages according to the results of his work. 

I 



284 INTRODUCTION TO ECONOMICS 

at certain fixed rates per unit of output, irrespective of the 
time taken by him. For instance, weavers in Bombay mills 
usually receive piece-work wages. Handloom weavers also 
generally receive piece-work wages when yarn is supplied to 
them by outside capitalists. Time-work and piece-work 
wages, however, are not entirely unrelated to each other. 
Even when payment is by time, it is generally understood 
that a certain minimum quantity of work is to be turned out 
during the time taken as the unit; similarly, where payment 
is by output, it is understood that the given piece of work 
should be completed within a reasonable time. 

The method of paying time-wages is the older of the 
two methods and is readily understood by all. It is certain 
and regular in its working and is particularly suitable in 
those trades where the work done cannot be accurately 
measured, as in the work of supervision or repairs: The prin
ciPal defect ofJ;!1~ __ syste~j~~endenc~ to _ ~1~~~~BS o.!!~tb~ 
part of the workers, as there is no !peOla} incentive to work 
hard. Under the system of payment by results, - a good 
w-6tkinan can hope to earn higher wages by showing greate11 
efficiency. The system of piece-work wages is nowadays bein~ 
increasingly applied, making possible a more accurate esti
mate of the cost of labour by the employer. The main derec~ 
of the system is the tendency on the part of the worker t 
do defective work in order to increase his output and thus 
earn high wages. Where, however, methods of production 
are standardized, as in the textile trade, the system of piece
work wages can be used to advantage. Other defects of 
this system are that it is apt to give rise to a. feeling of 
jealousy among the workers and a certain degree of irregu
larity in the earnings.1 

§ 4. Peculiarities of demand and supply with regard to 
labour.-As Marshall points out, certain peculiarities of 
labour on the demand as well as the supply side dis~inguish 
it from ordinary commodities and prevent a. complete 
identification of the theory of wages with the theory of value. 

(i) The first peculiarity is that the worker sells his work 
but retains property in himself; therefore, those who bear the 
expenses of rearing and training him receive but very little 
of the price that is paid for his service in later years. In the 
production of material goods, whoever incurs the expenses of 
production gets his return through the price obtained for 

1 Profit-sharing. already discussed in ch. viii. §lO, maybe regarded aa 
one of the methods of remunerating workers. 



DISTRIBUTJON: WAGES 285 

them. Thus, the investment of capital in the rearing and 
early training of workers is limited not only by the means 
and the foresight of the par~nts, but also by their unselfish
ness. The children of wage-earners have generally to go 
without any special training during their early years, because 
the means of the parents are inadequate as are also their 
ability to realize the future advantages of such training and 
their willingness to sacrifice their own immediate interests for 
the ultimate interests of their children. This evil is cumu
lative and the decline in efficiency will be progressive from 
generation to generation. 

(ii) The second peculiarity arises from the fact that 
labour is inseparable from the labourer. The seller of labour 
must deliver it himself. Mobility of labour and mobility of 
labourer are thus convertible terms. The seller of a com
modity is not in this way inseparable from the commodity 
and the destination of the commodity. For this reason the 
influence of surroundings and associates on the character and 
strength of the wor~er become questions of great importance. 
Certain kinds of work may do great injury to the health and 
character of the worker. 

(iii and iv) The third peculiarity is .that labour cannot be 
stored or held up. Commodities can be held up by the pro
ducer, who may prefer to wait for more favourable prices. 
But a.. labourer cannot thus reserve his labour power. The 
time during which he remains idle is irrevocably lost. From 
this follows the fourth peculiarity, that the seller of labour 
is at a disadvantage in bargaining with the employer. 

(v) Lastly; the growth of new supplies of labour is slow 
because of the time that is required to prepare and train 
labour. This applies particularly to skille"d labour. The 
difficulty of adjusting supply of labour to demand for it is 
also due to the immobility of labour. Earnings in one kind 
of employment may be higher than in another. Nevertheless 
those who are already in a given employment tend to stick 
to it. The relative decline or increase in earnings in a parti
cular occupation may affect the future supply of labour by 
a smaller or larger number of boys being trained for it. 
For the time being the supply available for each occupa
tion is pra.ctically unalterable. Thus increase as well as 
reduction in the available supplies of labour is a slow process 
and often ~gravates unemployment. The result is that the 
supply of labour In a trade in any one generation tends to 
conform to its earnings not in that but in the preceding 
generation. 
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Although we speak of a labour market where labour i~ 
bought and sold as we speak of a market for a commodity, 
there are important differences between the two, which must 
be borne in mind in expounding the theory of general wages. 

THEORY OF WAGES 

A. Relative Wages 

§5. Nominal and real wages.-Wages are not the same 
in different occupations. A High Court Judge, for example, 
receives very much higher wages than a clerk, or a factory 
worker. The causes of these differences fall into two classes: 
(A) those differences that tend to equalize the net advantages 
of different occupations, and (B) those differences of wages 
that cannot thus be explained. 

(A) We shall first consider the distinction between 
nominal and real wages. If we merely consider the reward 
of labour that is received in the form of money, we are think
ing of nominal wages. Real wages, on the other hand, refer 
to the income of the worker in terms of real benefit. (a) To 
arrive at real wages we must first of all consider the pur
chasing power of money. It is easy to see that the real 
benefit to the worker depends not on the money he receives 
but on the amount of goods and services he can purchase 
with it. A rise or fall in the price level, especially as regards 
the goods consumed by the working classes, is clearly signi
ficant from the point of view of the workers' welfare, and 
we have already explained how real wages are found by 
comparing the index numbers of prices (or of the cost of 
the living of the working classes) to the index numbers of 
nominal wages. 1 During the war the cost of living increased 
owing to a sharp rise in prices, and although nominal wages 
also increased, real wages for a time declined as the rise in 
prices was greater than the rise in the nominal wages. Today 
00 the other hand, the fall in the price level and the cost oC 
living being greater than in the nominal wages, real wages of 
labour have in general increased (though the vol\Ille of 
employment has diminished owing to the depression). 

(b) Secondly, we must make allowance for any other 
benefits received by the worker, such as free boarding and 
lodging (for example, in the case of domestic servants) or 
the right of grazing in the case of farm labourers, or the 
pensions received by public officials_ 

• See db. z, §~9. 
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Even after making all "these allowances we shall find that 
the wages in the various occupations differ. The following 
are some of the factors which account for the variations. 

(c) Trade expenses.-Trade expenses are high in some 
occupations. In others there may be no trade expenses or 
they may be comparatively moderate. The carpenter work
-ing on his own account must spend on tools, the barrister 
must maintain an establishment. The factory worker, on 
the other hand, has generally no such expenses. 

(d) Expenses of preparation.-Occupations which require 
1\ long and expensive training (e.g. medicine) will get com
patatively higher rewards, as without them the necessary 
expense and trouble would not be incurred. 

(e) Uncertainty of success.-Ahigher speculative 
reward may really be equivalent to a. smaller but certain 
reward. Some people are attracted "by the possibility of very 
high earnings. Others are attracted by a modest but certain 
income. This" is a. matter of personal idiosyncrasy. It is 
probably true that average profits in business are remarkably 
low because many people who en,ter into it think only of 
the few striking successes and riot of the many failures. 

(I> Irregularity of employment.-The employment of 
'labour is seasonal in some trades (agriculture, building) and 
irreguln.r in others (dockyards, fishing). In such cases the 
high wages during the period of activity are due to the fact 
that there is no work for part "of the year. The average 
wage for the year, however, is not higher than in the cases 
where employment is steady a.n"d continuous (e.g. in textil~ 
mills, railways): 

(g) Oppottunities of supplementary earnings.-These 
must also be considered, especially if we regard the family 
as the wage-earning unit. For example, in agriculture, there 
is scope for employment of women and children as' well as 
adult males and, therefore, the wages of the latter are smaller 
than' those, e.g., of dockyard workers who have no comparable 
opportunities for adding to the family income. 

(IW Strain of work.-The higher remuneration in some 
trades (e.g. metal casting and metal grinding) is due to the 
specially exhausting character of the work. 

(i) Incidental advantages and disadvantages.-At least 
Ilr partial explanation of differences in wages is afforded by the 
consideration tha.t some occupations are na.turally healthy and 
others must necessarily have a prejudicial effect on the 
physique of the workers. The miner working underground 
is naturally at a disadvantage as compared to the farm 
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labourer working in the open air. Again, sometimes it is 
a. question of social status. The so-called soft-handed occu
pations generally enjoy a higher status and attract a large 
number of people even when the wages in the manual 
occupations may be higher. 

The above discussion will have made it clear that in 
comparing the real wages in different occupations we have to 
consider various other factors besides nominal wages. Thus 
only can we get an idea of the 'net advantages' of different 
occupations. 

(B) It must not, however, be supposed that equal net 
advantages always mean equal wages. We must remember 
that even in advanced countries the choice of occupation is 
not entirely free, and that mobility of labour from one occupa
tion to another is far from perfect. Owing to the great in
equalities in wealth-distribution and other hindrances, equality 
of opportunity still remains an aspiration rather than an 
achievement. As Taussig points out, society is thus divided 
into a number of non-competing groups, and wages are not 
wholly determined by 'net advantage'. This applies parti
cularly to a conservative and caste-ridden country like India. 

§O'. Wages of women.-Women's wages are genera.lly 
lower than men's. The causes are their lower physical 
strength, inferior training and efficiency, restricted choice of 
career, and preoccupation with domestic duties. Moreover, 
women workers as a rule have ordinarily only themselves to 
support and often in"deed they are themselves partially sup
"ported by others. 1 Again. women generally possess less 
bargaining power, not only because their choice of occupation 
is more limited than in the case of men, but also because they 
are rarely so well organized as men. One of the results of 
the war has been to throw open to women a large number of 
occupations that were before closed to them. 

B. General Wages 

§7. The Subsistence Theory of Wages.-So far we 
have explained relative wages, or causes of differences in 
wages in different occupations. We will now consider the 
causes which affect the general rate of wa"'es or causes which 
determine the share of labour as a factor ~f production. 

I Recent investigations in England. however. tend to show that the 
number of women workers with dependants is far larger than i. usually 
supposed. Also quite a large proportion of the male workers are ;!bachelors 
or widowers without dependants. 
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The subsistence theory, also called the Iron Law of 
Wages, first propounded by the Physiocrats, states that, just 
as the normal value of a. commodity under free competitjon 
is determined by its cost of production, so the value of the 
commodity, labour, is determined by its cost of production, 
i.e. the minimum subsistence expenses required for the 
support of the; labourer and that of his family in order to 
ensure III continuous supply of labour. If wages exceeded this 
minimum, population WQuid increase and with it the supply 
of labour, until wages were again at bare subsistence level. 
If, on the other hand, wages fell below the level there would 
be a reduction in population and therefore in the supply of 
labour, until wages were again ra.ised to the subsistence limit. 
Thus this theory came to be bound up with the Malthusian 
doctrine of over-population. Lassalle used the subsisten<;:e 
theory in support of the socialistic contention that under 
capitalism wages could not go higher than the subsistence 
level, the employers appropriating the whole of the .surplus 
product created by labour. He gave a new title to the theory, 
namely, the Iron or Brazen Law of Wages,_ because of the 
sU'pposed absolute rigidity of wages. This theory is no It;Jnger 
accepted because we now know by experience that a rise 
in wages is not necessarily ca.n~elled by an increase in popu~ 
lation. Some of it may be a.bsorbed by a. higher standard 
of life being established which will powerfully influence the 
rate of wages in future. Again,it is quite possible that by 
Trade Union action labourers may at least temporarily obtain 
wages higher than the subsistence level. . 

On the other hand. when starvation is the only alternative, 
wages below subsistence level may be accepted bv the 
workers. Adam Smith, who assents to the sUbsi"stence 
theory, himself asserts that employers Will. giv~ no higher 
wages than their present interests pompel them. Duripg the 
last hundred years or so, real wages have undoubtedly 
increased in the progressive countries qf the west and have 
placed not only necessaries for efficiency but also not. a few 
comforts and even luxuries at the command of. the working 
cla.sses. In the modern statement of the wages problem the 
subsistence theory is tranSforni~d Into the standald (Jf .com
fort theory, wages .beinK !egardedas determIned by the 
standard of living of the particular class to which:g labollrexo 
belongs. This is, however, an ·abandonment 6fthe· subsis~ 
tence theory rather than· an amendment ·of it. :Even in this 
form t.he theory is n6t tree· froIn difficultiea. The conception 
of a. living. wage is very elastic ·and varies considerablyevell 

19 
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as regards workers in similar occupations. Moreover, the 
labourer cannot always stick to his standard of life when 
he has to choose between a lower standard and starvation. 
Further, if we regarded the standard of life as the cause 
and wages as the effect, it would follow that the labourer 
has only to adopt a high standard of living to secure high 
wages. Obviously this is not possible unless his efficiency 
is so increased as to admit of the higb wages. In short. 
the fundamental defect of the theory is that it restricts itself 
to the supply side of the wages problem, ignoring altogether 
the demand side. The cost price of labour is only a factor 
indirectly determining the value of labour, the more positive 
factor in this case-as iIi that of the general theory of value 
-being the demand factor. 

The subsistence theory, however, does contain an element 
of truth. It rightly points out that wages cannot for long 
fall below a. certain minimum limit if the supply of labour is 
to be maintained'. Further, conditions may sometimes arise 
under which wages are largely determined by mere level of 
subsistence, as in India at present. 

§8. The Wages Fund Theory.-This theory applies the 
demand and supply theory of value to wages. It is an im
provement over the subsistence theory in so far as it allows 
for the factor of demand which, as we saw, was neglected 
by the earlier theory. According to this theory, at any given 
time a certain wages fund is available, i.e. adetenninatf 
amount of capital unconditionally destined for the payment 
'of labour. There is similarly a determinate number of 
labourers who must work, whatever the wages. The wages 
fund divided by the number of workers gives us the level of 
wages. The wages fund thus -constitutes the demand for 
labour, and the working population the supply of labour, and 
the former is, distributed among the latter solely onder the 
rule of competition. A natural corollary from this theory is 
that wages can rise only under two conditions: either the 
laboUrers must restrict their numbers, or the wages fund 
must increase. The latter is not controlled by the workers. 
The lot of the workers therefore depends on their numbers. 
Those who, like Mill, while advocating the wages fund theory 
also believed' in the Malthusian -theoty of population, main~ 
tained- t'hat a -rise in wages would in the' end be counteracted 
!>y an, increase in population. It was also argued that Trade 
Unions could not possibly succeed in raising general wages . 

. For.. if wages rose in one industry, they were sure to fall in 
~qt,hel' ,because the total wages fund was fixed. One im-
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portant criticism of this theory is that the wages fund is 
neither fixed n9r unconditionally available for the employ
ment of labour. The amount available for dis.tribution as 
wages depends on the prosperous or depressed condition of 
the industry and the profit -expected. 

Aga4I. it is easy to prove tbat mere' changes in population 
are not followed by corresponding changes in the level of 
wages; Owing to famine or sickness population may decline. 
but it does not follow necessarily that wages will rise. Nor 
does increase in numbers necessarily cause a fall in wages. 
SiJ;nilarly with regard to capital. its supply may increase 
without wages rising. as in nineteenth-century England. 
After a crisis there is usually a glut of capital. Nevertheless 
instead of wages rising. they may fall. 

Dut the most serious defect of tpe theory is that it ignores 
one vital element in the wages problem, namely the .pro
ductivity of lab~ur. Ultima.tely, the wages fund (or circu
lating capital) comes from labour itself. Wages are no doubt 
advanc~d .im~ediately from a reservoir of caeital, but thi~ 
reservolr IS Itself constantly fed by the products' of labolU' 
pouring into it. The greater the 'efficiency of· labour. the 
higher the wages are likely to rise without adversely affecting 
profits. Thus in newly-settled countries one often finds a 
rapid increase of population an~ a. small volume of capital. 
and yet wages as well as profits are high-obviously because 
of the greater pro9.uctiyity of JaEour. A rise in wages does 
not necessarily result in an increased population as has 
already been pointed out. Population may increa.se, but if 
the aggregate wealth increases more than in proportion, 
wages are likely to rise rather than fall. , 

§9. The Marginal Productivity Theory of .wages.-The 
earlier theories already considered were particularly defective 
in t,hat they did not consider the influence of efficiency or 
productivity of labour in determining wages. There are' a 
nUmber: of theories base<1' on this general idea'. 'Walker's 
residual claimant theory, for example, accepts it by implica
tion .. It states that .laboVI is the 'residual claimant' of··what 
remains after . rent. interest, and profit have been· paid. 
Everything that increases production should. therefore, be 
welcome from the standpoint' of labour. This is a sound 
position, but it is more appropriate to call organization rather 
than labour. the residual claimant .. The theory hints at the 
true. explanation of wages without furnishing it· completely .. 

Th& ,marginal productivity theory is much· more satis
factory inthis'respect. .The emphasis ,comes to be shifted 
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from the concept of a 'fixed fund' to that of a 'cont.inuous 
stream' of products turned out by labour, out of which, it 
was argued, wages were paid. A more optimistic turn was 
thus given· to the wages theories, as it was sllown that 
labour's reward depended upon its efficiency and l'aried in 
proportion to it. This new outlook was the result of the 
extraordinary expansion of industry in recent times and of 
increased specialization. It was realized that often it was 
more profitable to employ a highly-paid worker rather than a 
low-paid ·worker. The central idea of the marginal produc
tivity theory of wages is that wages are determined by the 
productivity of labom::. The theory may be stated thus : 

In every business concern there is a point beyond which 
it will not pay the entrepreneur to engage more labourers. 
At this point there is a certain product ascribable to labour. 
Wages tend to be equal to this marginal product, i.e. the 
product of the least productive worker. The last labourer 
employed produces just enough to cover his cost to the 
employer .. All the labourers being assumed to be of the same 
quality, they will all receive the same wages, i.e. the wage 
representing the product of the marginal labourer'. By the 
law of substitution, employers will take on workmen so long 
as wages can be paid from the price of their joint product 
and still leave normal profits and interest on capital. Com
petition will ensure that not less than this marginal product 
will be paid to labour, for then capital would enjoy more than 
marginal gains and would demand more and more labour to 
reap further gains. This competition for labour would raise 
wages until no special gain was to be made by its further 
employment. Themargin!\l productivity theory I explains 
the phenomenon of wages on the same lines as the marginal 
utility theory explains the phenomenon of value in general, 
and needs to be supplemented in the same manner, i.e. by 
bringing the supply side. into equal prominence with the 
demand side. 'Vages, that is to say, _must not only be 
the monetary equivalent of the marginal productivity of 
l~bour but must. also be equal to the cost of production of 
labour as determined by the standard of livin.~_ 'Ve assume 

I. Taussig prefers the term 'discounted marginal product' on the ground 
that not the whole of what labour produces is distributed as wages, bui 
the product of labour minlU a certain discount for interest, etc., as wages 
~r'e paid in advimce of production.-Taussig, op. cit_, vol. n, p. 214. 
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that the labourer is prepared to take whatever action may be 
necessary ,to maintain his standard of living, so that enough 
can be earned for making a certain standard of life possible. 
11 necesaary, he will refuse to marry and bring Pp. a family. 
The 8upp1y of labour will in this way diminish and wages 
will rise until they cover the cost of production (as deter
mined by the standard of living), and at the same time 
express the productivity of labour at the margin. 

In actual experience wages may differ from their level as 
detel'Iilined by strict theory. because tpe, assumptions on 
which the theory rests are incompletely realizedili practice: 
We have to reckon with any number of disturbing influences 
which we cpnvenientIy bring under the term of ',economic 
friction'. These include such things as the imperfect mobi~ 
lity of capital and labopr ,the influence of, custom ~nd law 
and of Trade Union action, and so ,on. The theory, how
ever, ,must not for that reaso!) be dismissed as useless.' It 
is valuable as it gives us a norm towards which wages do in 
tact tend to approximate. ' 

§10. Trade Unions !lnd wages.-;-BeCore the rise of Trade 
Unions workers were at the mercy of employers, ,who, as 
Adam Smith noted, 'are always !lnd everywher~ in aso~tot 
tacit, but constant and uniform combination, not to raise 
the wages of labour above t.lieU: actual rate'. The effect of 
Trade Union organization was to put labourers on Jl. ,level 
with employers in point of bargaining power. It should be 
clearly understood, however, that Trade U mon action can 
help labourers only in getting their due, i.e. the wage as 
determined by the marginal productivity of labour. It 
cannot secure a permanent rise of wages beyond this level 
because in that case the employer will get less than normat 
profits and will stop production, and transfer hi$ capital 
elsewhere. ' 

, Other things being'equ\ll, a strong Trade Union is in a 
better po!;!ition for raising wages when the demand fo;r the 
product is inelastic rather than when it is elastic; because 
in the former case the employer will be able to·tllke the 
higher costin wages out' of higher prices charged' to the 
consumer. ,- , ' 

It 'may sometime's happen that whi)ea. certain'tyPe of 
labour is indispensable for the production of a commodity 
the cost of tbis labour forms but a small proportion of the 
total cost. In this case if the labour is strongly prganized, 
it may succeed in securing a. very high and permanent rjse in 
wages, since the total cost is not thereby aff~ed ,ppreciably. 
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SUMMARY 

Wage. are the remuneration 0/ labour, usualIy of hired labour. Tbe 
term 'wages' in economics has a .wider scope than in popular usage, and 
includes salaries as weII as part of a composite income received by iude. 
pende.nt workers such as the professional classes, peasant proprietors and 
artisans. 

There are two principal methods of remunerating labour: (i) Time wage, 
paid for. labour employed during a fixed unit of time, and (ii) Piec, wage, 
according·to the results of the labour (output). Each method has its own 
advantages and drawbacks. 

Labour shows certain pec~liarities on the demand as well a8 the supply 
side, so that the determination, of wages takes place in a manner different 
from thll . determination of the prices of ordinary commodities. (i) Tbe 
worker sells his work but retains property in himself; (ii) Tlu~ mobility of 
labour and of the labourer are identical; (iii and iv) Labour is perishable; 
the seller of labour cannot hold his work in reserve and is therefore at a 
disadvantage in bargaining; (v) Lastly, the adiustment of supply to demand 
is slow in the case of labour. 

The theory of wages has two aspects (i) Relative wages, and (ii) General 
wages. 

(i) Relatif)e wages.-Wages are different in different occupations partly 
because of the causes underlying the distinction between nominal and real 
wages and partly because of the division of society into more or less non
competing groups. Nominal wages II!ean the money wages. received by the 
labourer, while real wages refer to the real income or real worth of his 
labour in terms of necessaries, comforts and luxuries. Real wages depend 
upon the following factors: the· purchasing power of money, existence of 
other forms of payment besides money payment, differences as regards 
expenses of previous preparation, degree of uncertainty of success, regularity 
or irregularity ·of employment, opportunities of supplemt!ntary earnings, 
atrain and ·stress of work, and incidental advantages or disadvantages (e.g. 
higher or lower social status, etc.) .. 

Society comes to be divided into non-competing groups owing to the 
expenses of education, influence of environment, differences in inborn ability, 
labour n;lOnopolies, general immobility of labour, etc. In the lower groups 
supply or I.abour is in excess of demand and wages are low; in the higher 
groups, wages are higher since the competition is more limited. 

Women· as a rule receive lower wages than men, because of custom, 
lower physical' strength, smaller general efficiency, restricted choiCe of occu
pations,· lack of training, and preoccupation with domestic duties. More
over, women's wages are often of a supplementary character. 

General wage •. -The main theories dealt with are (i) the Subsistence 
l'heory; (ii). the Wages Fund Theory; and (iii) the Marginal Productivity 
Th'!Ory . 

. (i) The .ub.i.tence theory (also called the Iron Law of Wages).-Wages 
according ~ this theory are determined by the cost of subsistence of the 

-labour!lr and ~ family and cannot in the long .run either fall below thi. 
minimum or exceed it. 
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Thi. theory negl~cts the possihility of a check to population in a pro
gressive society in order to maintain a higher standard of life. It is no& 
supported by actual facts, which show an improvement in the stanuard 
of lill! of th worker in the w~st. A modem refined version of the theory 
i. the ,tandard 0/ Com/OTt theorl/ of wages. But in the new as well as in 
the 01U form, the theory is open to the objection that it neglects altogether 
the demand side of the wages problem. 

(ii) The wage. fund theorll.-This was for a long time regarded as the 
classical theory of wages and is a more precise statement of the popular 
law of supply and demand as applied to wages. Wages, according .to this 
theory, depend on thll one hand on the size of the wages fund and on the 
other hand, on the number of workers. There is, however, actually no 
fixed wages fund unconditionally available for being applied to the payment 
of wages. This theory also ignores the factor of productivity or efficiency 
of labour, for labour like capital earns its own remuneration. . 

(iii) Tile marginal pToductil1itll theory.-This theory supplies a serious 
delici~ncy in the earlier theories and duly stresses the influence. of prO" 
ductil1itll of labour. The best known among the various productivity theories 
is the one which applies the concept of marginal utility to labour. If this 
theory is amllnded so as to. briog the supply factor of labour into sufficient 
prominence it may be allowed to pass as the most acceptable theory. We 
must, however, remember that wages a8 actually paid are determined .. "by 
a multitude of factors, such as Trade Union action, public opinion and 
custom. Two limits are suggested to the level of wages, an upper limit 
set by the productivity of ihe worker and a lower one set by. the standard 
of life of the particular grade of wrokeri. Wages vary between these two 
limits according to· the relative bargaining strength of the employer and 
the worker. .. 

Trade Union action can help labour in getting its due share, i.e. wages 
a8 determined by its marginal productivity. It cannot, however, go 
further and lecure • permanent rise of wages beyond the' limit of margmal 
productivity. . 



CHAPTER XV 

DISTRIBUTION: INTEREST AND PROFITS 

INTEREST 

§1. What is interest ?-We have seen how capital HI 

one of the essential factors of production. The share allotted 
to it as its remuneration is called interest, which is generally 
stated as a percentage per annum on the amount lent. Inter
est may 'be described as the price for the use of capital. The 
higher the rate of interest, the greater the supply of 
<;apital and the lower the demand for it; the lower the, 
rate of interest, the smaller the supply and the greater. 
the deII;land. . . 

. §2. How interest is determined;-Interest is determined 
by the interaction of supply and demand in the usual manner . 
. Wehave already examined the forces governing the supply 
of capital. l Thet~tal't1em,and for capital is made up of 
(i) demand for productive pvrposes (e.g. purchase of a plough 
or bullocks for agricultural purposes), and (ii) demand for 
unproduc:tive. _purposes (e.g: . .for meeting the expenses of a 
funeral, . or when the State raises loans for carrying on a 
war) . 

. Bu.t in' normal times, in modern advanced ('Ountrles, 
capital is mostly borrowed for productiye employment and tile 
productivity of capital is thus one of the principal determi
nants of its value, i.e. of the rate of interest. 

Demand Side.-Capital earns interest because more wealth 
can be produced with its aid than without. Borrowers of 
capital are prepared to pay interest because 'they realize its 
utility to themselves. The amount of capital available at 
any given time is limited, and competition among bOJ1fowers 
for this limited amount compels them to pay interest. This 
is the demand side of the matter. 

Supply Side.-The saving of capital, as already shown, 
involves the effort of postponement or waiting. During the 
period that capital is employed in further production of wealth, 
the capitalist denies himself the use of so much wealth in 
immediate consumption. Unless he receives some compen
sation (as interest), he would not undergo whatever sacrifice 

I See ch. vii. §10. 
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is involved in this forbearance. This is the supply side of 
the matter.' 

§3. Marginal theory of nlue and Interest.-Looking 
upon, in~erest as a special case of the problem of value, it 
can be explained in terms of the marginal theory. Among 
the whole bOdy of investors or lenders, there are some who 
are more willing to lend or invest and therefore contented 
with a lower rate of interest; and there are others' who are 
Jess willing and who' therefore require the inducement of a. 
higher 'rate of interest. The aggregate amount of capital 
demanded cannot bEl made up without the cooperation of the· 
less willing as well !LS the .~ore willing. Under these con
ditions, so far ,as. the .supply side is concerned, the marginal 
investor's rate will be the marl.(ef.,.rate of interest. 

Similarly, among the borrowers there are some who are 
more ~nxious to borrow and therefore prepared to pay a. 
higher ra.te of, interest, a'nd there are others who are not quite 
so anxious and 'who will therefore offer a lower rate of 
interest. 'Undei' ·these' conditions, so far as the demand side 
is C'oncerned,the market ra.te of interest will' be fixed bv the 
marginal borrower. . . . 
" The rate of interest will thus represent the coincidence of 
(i) marginal demand' (or marginal utility, or marginal pro
ductivity) with (ii) marginal supply (or marginal cost of 
ptoductionk" , '., ..' .''' ' . '. . 
; ~ §4;.Gross ,interest and net Interest.-We have' already 

learnt that in the same market at the same time there cannot 
be~'mor6 than' one pri&{ for the same commodity. So that 
where ,capital can be easily shifted from one use to another, 
it.()'\lghtto' yield the same intere~t in every use. ~ ,m .one 
case'it yields, 'say, 6% and in another 10%, its supply will 
decrease iIi the' 'first use 'and' increase in ihesecond .. ' The 
ra'te 'wIlt' go up 'in the' first and go down in. the second, and 
eventually a. uniform rate of, say, 7% will be established in 
both the uses. In a.ctual experience"however, we find that 
the yields in different 'kinds of investment va~. This we 

~ . '. --- ; .' . '., . .. . . 

, ~ The 'agio' theory, as propounded by ~he Austrian 'economist, Bohm
Dawer,~, ,emphasize~ the supply. B,idll of interest by s,tat\i!g' that .men. prefer, 
present to !uture goods, ,i.!,. the~!l is, an agio ,on presen~ goods .. ,By lending' 
money, th&y force themselves to wait lor fut~ goods inst~ad of. using 
th,a lI!0ney .onp~sen~ goods. ,!,h~ rate of interest thusmeasQres Ute 'agio' 
or premium on .present goods and ihe discount on futUre goods: This is • 
good enough Ilxpianation of interest ilo far as it goes.' But it d~ not 
go lar--enough beCause it Ignores 'the _demand alde.Interest woold not be 
paid 'unless .the j:llpital on' which'it is paid "were··prodtictiVil .• '. ' 
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explain by saying that the net interest, i.e. the return for the 
use of capital as such, is the same in every case-the variation 
being due to such elements as more or less risk, greater or 
less inconvenience, and more or less labour of management. 
If by investment in Cash .Certificates we get 4 % and on 
bonds issued by a municipality we get 6%, this is because 
the security in the first case is greater than in the second. 
Assuming that the average investor regards investment in 
Cash Certificates as perfectly safe, the 4 % yield on them will 
stand out as net interest. The 6% derived from the muni
cipal loan would be accounted for thus: 

4% net interest 
2 % insurance for risk 

Total ~%. 

The ~ahukar or the pawnbroker lending small amounts to 
numerous clients charges comparatively heavy rates-. An 
important reason for this is the natural desire of the lender 
to recompense himself for the extra risk and the extra worry 
involved in realizing petty amounts from a large number of 
impecunious and improvident borrowers. 

§5. Interest and progress.-It was John Stuart Mill's 
idea that with economic progress, the rate of interest must 
go on progressively_ diminishing, because with increasing 
wealth, saving would be easier and more and more abundant. 
However, progress also means increase in human wants to 
which there is really no limit. To satisfy these wants more 
and more capital will be wanted. We cannot say that the 
demand for capital will grow less fast than its supply, and 
therefore we cannot assert that economic progress must neces
sarily bring about a lowering of the rate of interest. It is 
also clear that a low rate may be due to decline of enterprise 
and a consequent fall in the demand for capital. Periods of 
acute economic depression like the present are often marked 
by low rates of interest. 

Owing to the growth of securitJin modern times, there 
is undoubtedly a. lowering of rates as compared with the 
medieval period. In the old days rates were usurious because 

,. of poor security, and borrowing was made mainly for the 
relief of -distress rather than for productive purposes. 

§6. Ethics of money.lending.-In medieval Europe 
money-lending (usury) was regarded as a deadly sin. This 
was because the borrowers were as a general role men in 
distress, and money-lending .looked like taking an unfair 
advantage of one's fellow-beings who happened to be in diffi-
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cuIties. Religious bigotry further emphasized the ,prejudice 
against money-lending, as the-,lenders were_mainly Jews and 
the borrowers Christia.ns. All this, however, has now 
changed. As money began to be borrowed for purposes of 
commerce and industry in which the borrower made hand
some profits, the prejudice against money-lending gradually 
weakened, until it" has now disappeared altogether. Loans 
are now made mostly for productive purposes and are paid 
for out of the extra. gains which the loans make possible. ~or 
is it any longer true that the class of lenders is mainly com
posed of rich persons and the class of borrowers of poor 
persons deserving of special sympathy and protection. 1 

Even in these 'modem days, however, we find among 
socialists those who are moved to iI,ldignation by the spectacle 
of' a certain number of people living entirely on the interest 
from their investments without doing any work to earn their 
livelihood. But if these people have themselves saved the 
money, they have already undergone a sacrifice in the past 
fot which they are now earning their reward. It may, 
however. be that some of them have not themselves saved 
their wealth but have inherited it from those who had 
acqwred it. Is it right that they should be permitted to 
enjoy the fruit of other people's labour? So long. however, 
as, the institution of private property continues we must 
recognize 'not only the right 6fenjoying the wealth which 
one has acquired oneself but also the right of bequeathing 
this wealth.-

Some socialists would go to the length of proposing the 
complete abolition of private property.' With reference to 
capitalists they urge that as a class capitalists make gains 
wholly disproportionate to any service rendered by them and 
that they 'wield too great aD. influence in society as at present 
organized. This. however. raises the large question of If. 

possible organization of society on a fundamentally different 
plan-a question which cannot be' fully discussed here. We 
have" howeve!', in the' next chapter,' indicated the general 

'. Thil, however,still holds good in the ease of India, where owing to 
the Bmall progress of 'modern industrialism the major portion of the 
borrowing,ia for unproductive purposes and the borrowers 'aa a c1asa ,are 
impecunioua, and ,improvident. But the 6ahl.lkaF- has always baen. regarded 
aa indispensable and is a respected member of the village community. The 
reasons why' he haa to BOIDe extent come into bad odour in ~ent times. 
have been explained in Part II, ~. iii. §IB. ' 

I See ch. xiii, §§S, 9. ' 
• Ch. xvi, . § §17-I9. 
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features of the rival organization as proposed by socia.lists 
and discussed its pros and cons. 

PROFITS 

§ 7·. Analysis of gross profit.-The remuneration to the 
entrepreneur (organizer, enterpriser or venturer) who 
supplies the fourth factor in production, namely organiza
tion, is called profits. The work of organization consists, 
as we have already said, in (i) the efficient grouping of the 
other three factors of production, land, labour and capital, 
and (ii) taking the risks associated with business enterprise. 

In ordinary language, by the term 'profits' we simply 
convey in a loose manner the excess of money retQrn ovcr 
money cost (gross profit). And the money cost may some
times not include all the other elements that Ill.ust strictly 
speaking be allowed for in calculating the amount which 
remains as profits. Those who have organized a business 
and are running all the risks in connexion with it may haye 
themselves contributed some of the necessary (D 'la.nd' 
(natural resources); (ii) capital; and (iii) labour (labour of 
directing. inspecting, management-work for doing whid. 
they migbt have had. to pay a: salary to an outsider). From 
his gross receipts the entrepreneur must deduct the returns 
attributable to (i), (ii) and (iii) because these are not profits 
proper, but rent, interest and wages of management 
respectively. 

"Other items that must be deducted from ·gross profits 
are depreciation, maintenance and insurance (against fire, 
burg-Iary; etc.). " 

§8. Net "or pure profit.-What remains after 1111 these 
deductions are made can alone be called 'profits' (net or 
pure profit), if we wish tonse the term 5cientifically and 
accurately. Profits proper are, as already stated at the very 
outset, a return for the work (whoever does it), of (i) directing 
and organizing the business, and (ii) taking the risk of loss. 
Some risk is of course always inherent in modern business. 
because the goods produced may after all not be wanted by the 
public or the prices may turn out to be lower than expected 
and so on. The entrepreneur can insure his business against 
some of the risks, and in this case, the premia he pays to 
the insurance companies will figure as part of the cost he 
has undergone. But there are alwavs other risks which 
cannot possibly be insured against. The position" of the 
employer is different from that of the owners oftbe other 
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factors which he hires and employs. Whether he gains or 
loses, he has- to pay the rent and interest and wages for the 
use of these factors. He has to pay for the services of these 
factors before he has marketed the goods and knows whether 
he has made a. profit or a. loss. He takes for himself what
ever 8urplus remains after the payments to the other three 
factors have been made. Hence he is sometimes described 
as the residuary legatee. One of the principal things which 
distinguishes profits from payments to land, labour and 
capital, is that, whereas rent, wages and interest are com
paratively fixed and certain, profits are fluctuating, uncertain 
and speculative. 

§9. Profits and cost of productlon.-Do profits enter into 
cost of production and therefore determine the price of 
gOOds? The answer to this is that no.rmal .Erofits or profits 
earned by the representative firm dO enter into the cost of 
production. Average ability of management and other 
average advantages are here assumed. Where the ability or 
other advantages are exceptional, a _surplus over marginal 
profits will be enjoyed. This surplul due to superior capacity, 
Buperior luck or superior opportunity is of the nature of rent. 
We may say that the position of the entrepreneur or firm 
which is below the average has no significance in fixing the 
price because such businesses will sooner or later be pushed 
out in the competition with their better-placed rivals. 

§ lO'. Causes of differences In normal profits.-The vari
ations in profits may be (i) apparent, or (ii) real. They 
are only ap~a.rent when, for example, the comparison is not 
between simIlar things. In one case certain elements which 
really should have been excluded a.s not belonging to profits 
proper may have been included; whereas in the other case 
care may have been taken to separate these elements from 
pure profits. 

(In joint-stock companies we generally find these various 
elements differentiated to a. large extent. So that we ·know 
that what the debenture holders get is pure interest and wh~t 
the ordinary shareholders get is profits. . The directors. get 
wages of management in the form of a regular salary. in 
a.ddition to their sha.re of profits which they get as share
holders.) 

When the profits in one kind 'of business are really 
different from those in another, these differences can gene
rally be referred to differences as regards degree of risk, 
difficulty of management, expenses of preliminary training, 
etc .. 
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§11. The entrepreneur not a E.rasite.~It is a mistake 
to suppose that the entrepreneur is a. kind of parasite on 
industry and that profits are a kind of robbery. Without 
profits there would be no enterprise, and without enterp'ris6 
there would be no progres$. As Nicholson points out: 
'enterprise, in the highest forms; is a combination of· eX7 
ceptional ability with exceptional risk. The ability js of the 
kind that defies definition; it is analogous to the genius of 
the soldier as distinguished from the knowledge of the 
military student. . .. It is enterprise of this kind that has 
played tbe greatest part in economic progress: it is the 
necessary practical complement to the discoveries of the 
creative genius in science.' According to Marshall, society 
on the whole gets the services of entrepreneurs very cheap, 
because although some of them (e.g. Henry Ford) seem to 
make heavy profits, others sustain heavy losses and on an 
average profits are very modest. 

SUMMARY 

IIITBREST 

Interest is the remuneration or thE! price for the services of capital. 
The supply of capital involves the effort of postponement or waiting which 
would not be forthcoming without the inducement of interest. The demaud 
for capital is based upon its uses in production (although lOme of the demaud 
is also for unproductive purposes). The rate of interest represents the coin
cidence of marginal demand for. and marginal supply of, capital. Net 
interest tends to be uniform in all uses of capital. Gross interest is made 
up of net interest plus an addition which may be necessary to cover extra 
risk, labour or inconvenience. 

Econofltio p1"ogre88 is associated with two sets of opposite tendencies: 
one making for a decrease and the other for an increase in the rate of 
interest. By stimulating and facilitating savings and promoting security 
it increases the supply of capital and so far leads toa fall in' the rate of 
interest; while on the other hand, economic -progress implies expansion 
of human wants and therefore an increased demand for capital and a 
higher rate of interest. 

The old medieval prejudice against money-lending gradually ,disappeared 
as 10lj.DS came to be advanced for productive enterprises which paid tbeir 
way. There is today a better appreciation of the need and justification for 
interest. Interest is a necessary and equitable return for the sacrifice 
involved in most saving. Interest' no doubt is often obtained on inherited 
capital, bnt 80 long as we agree that private P~Perty is on the whole 
neCeSsary we mnst tolerate interest being earned on such capital. The view 
~ometitne8 ,expressed by socialists that the interest paid to capital is neces. 
sarily at the cost of labour is nntenable. 
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PROFITS 

Pro/it is the remUJleration to the organizer, being the reward for hia 
work of bringing together and coordinating the other three factors of 
produot.ion and assuming risks which are inseparable. from business. 

Profits as ordinarily UJlderatood are. -groll pro/its. and contain, besides 
puro or net pro/it. other' elemtlnts such as interest on capital, rent on 
land and the wages of labour (superintendence)' supplied by the organizer 
himself. Allowance must also be made for depreciation, maintenal,lce and 
insurance. 

While some risks are insurable and the prl1mia paid to cover them 
appear as part of the costs, other risks must be assumed by' the entre
preneur personslly. He may be. regarded as a 'residuary legatee' entitled 
to the 8urpluI, it any, le.ft after all the other shares (wages, interest snd 
rent) have been paid oil. Profits, therefore, ,unlike the other shares, are 
necessarily fluctuating and uncertain. 

Profit made by the aversge or representative firm may be called normal 
pro/it, This enter. into the cost of production because production would 
not be continuous unless the price covered normal profit as well as other 
costa. Extra profits (i.e. over and above normal profit) made by the 
superior firms, conducted by men of exceptional abilities, are, however, 
of the nature of rent (rent of ability) and do not enter into costs' of pro
duction. 

Some variations in 'profits are apparent. others are real. The former 
arisEl owing to the different methods of calculating profits. The latter are 
the result of varying degrees of risks, difficulties of management, etc. 

For economic progress enterprise is essential; and profits are the indis
pensable reward of it. 



CHAPTER XVI 

DISTRIBUTION: SOME GENERAL PROBLEMS 

§1. Scope of the chapter.-In this chapter it is proposed 
to discuss certain general problems suggested in connexion 
with the distribution of wealth. The problems dealt with 
are as follows: 

(i) Problems of Labour in relation to Capital; 
. (ii) Inequality of wealth and income; and 
(iii) Socialism. 

PROBLEMS OF LABOUR IN REr.ATION TO CAPITAL 

A. Industrial Disputes 

§2. Causes of industrial disputes.:........The three main 
problems of labour that arise in relation to capital in the 
modern economic organization are: (A) Industrial disputes, 
(B) Trade Unions, and (0) Labour legislation. We shall deal 
with them successively, 

Industrial harmony and full cooperation between workers 
and employers, 'the two coefficients in a joint result', are 
essential for ensuring and maintaining industrial prosperity. 
It is, however, a regrettable feature of the present economic 
system that there is growing and serious labour unrest in 
many countries, as shown by the increasing frequency of 
industrial disputes, strikes and lockouts. 

(i) Most of the strikes and lockouts are concerned with 
wages. In the immediate post-war period the rise in prices 
and the cost of living, together with the economic upheaval 
and the general malaise created by the war, produced a. large 
crop of strikes aimed at securing an increase in wages. After 
a short interval of comparative peace, the economic depres
sion since 1929 has again been marked bv a. recrudescence of 
strikes. The employers attempted cuts in wages which were 
keenly resented and resisted by Trade Unions. 

(ii) Another bone of contention between la.bourers and 
employers is the length of the working day. The labourers 
are naturally anxious to make it as short as possible and. 
equally naturally, the employers are anxious to have it as 
long as possible in order to get full value in work for the 
wages paid. The working class ideal is an eight-hour day. 
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In India. also long hours of work have frequently provoked 
strikes and called for the intervention of the State to reduce 
them by legislation. 

(iii) The fear of unemployment or of under-employment 
has often led to opposition on the part of the working classes 
to the introduction of labour-saving devices and of rational
ization of industry, and to the adoption of ca' canny tactics 
(i.e. deliberately doing work slowly so as to make it last 
longer). The right to work or to maintenance is usually an 
important item in the working-class demands. 

(iv) The gT9wing class-consc!l?.usnes8 among the working 
classes and socialistic propaganda nave resulted in their 
pitching their "demands higher and higher. They are no 
longer content with increase in wages. Besides improvement 
in social and economic status, they demand some share in 
the profits and a voice in the management. According to 
Guild Socialism, the ultimate ideal of the working class is 
that the producers or workers in each industry should be 
organized into guilds of producers and should thus control pro
duction. This is the usual meaning. of industrial democracy. 
The Syndicalists and the Marxian Communists represent even 
more extreme forms of working-class a.gi.tation. The example 
of Russia. and the vigorous communist propagan"da in other 
countries constitute at present probably the most powerful 
influences tending to unsettle labour, even in comparatively 
backward countries like India. 

§3. Need for Industrial peace.-We have already stress
ed the importance of industrial harmony for the maintenance 
of industrial prosperity. Frequent stoppages of work caused 
by strikes and lockouts inflict injury on the workers 
as well as on the employers. Workers lose their wages, and 
have to fall back on Trade Union funds, i.e. their own 
money. Nor is the los9 and suffering confined to work
men and employers alone. The disorganization of production 
often causes the m~st serious inconvenience to the genera.l 
public. also, e.g. in the 'case of strikes in public utility 
services like railways. Perhaps the most tragic part of many 
industrial disputes is that when "finally an agreement is arrived 
at, it is generally on the -lines of suggestions made in the 
very beginning of the dispute" so that its unnecessary pro
longation merely adds to the' sacrifice of 0.11 concerned and 
to the feeling of embitterment and hostility: It is, therefore, 

• importanf to take suitable steps (i) to prevent the occurrence 
of industria.l disputes, and (ii) quickly to settle them when 
they do occur. 

20 
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§4. Prevention of industrial disputes.-The existence of 
efficient organizations on either side-sound Trade U niona of 
workers and Employers' Associations, competent to speak for 
their respective sides-will prevent the occurrence of sporadic 
strikes and lockouts and the formulation of grievances after 
rather than before going on strike. 

Another much discussed method in recent years is the 
joint control of industry by workers and employers orga.nized 
into Joint .Councils, such as those established in Great Britain 
on the lines recommended by the Whitley Committee of 1917. 
This committee advocated for each industry (i) Work
shop Committees in individual firms; (ii) District Councill:!; 
and (iii) a Joint (National) Industrial Council for the whole 
industry. 

(i) The Joint Workshop or Works Committees repre
sent workers and employers in an individual establishment 
and are responsible for fixing the conditions under which work 
is carried on. These committees are intended to some extent 
to overcome the disadvantages arising from the fact that 
under modern conditions the old personal relationship between 
operative and employer has disappeared. 

(ii) The District Councils are intended to link up the 
Joint Works Committees with 

(iii) Joint Industrial Councils of employer!:! and employees 
representing the whole industry. The 'Whitley Councils were 
to meet regularly and to discuss not only questions of wages 
and hours, and other conditions under which work is carried 
on, but also broader issues such as education and welfare. 
The whole Whitley scheme is voluntary in character and 
has tended to promote greater harmony with favourable re
actions on production and efficiency. It is, however, handi
capped by two difficulties. First, the scheme being volun
ta~, the agreements entered into by these councils and com
mIttees caJ?-not be legally enforced. Secondly, the organization 
of the WhItley Councils cuts across that of the Trade Unions. 
The latter are . mainly organized by trades and not by 
individual workshops. 

Th~ plan of profit-sharing has already been discussed in 
a. prevlOus chapter. It has not fulfilled its early promise, and 
today the enthusiasm for it has greatly aba.ted. It has been 
adopted, however, on a considerable scale in France. 

§5. Conciliation and arbitration of industrial disputes.
V(e may next consider the machinery for settling industrial 
dlsputes after they occur. In industry as in international 
politics war is coming to be recognized as a last resort, and 
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the need for conciliation and arbitration of disputes is being 
increasingly recognized. 

The essence of conciliation lies in joint conference, and 
success depends on 'the existence of responsible and well
organized associations of .. employers and employees. Adjudi
cation of -a. dispute that has cO!De to a head may be called 
arbitration, which is usually effected by the help of outsiders. 
Conciliation and arbitration may be effected through private 
or public agencies. Again it may be voluntary or compul
sory. Voluntary public arbitration exists in Great Britain, 
and India has followed this example, while the best known 
examples of cO!Dpulsory arbitration are found in New Zealand 
arId Australia. In Great Brita.in the beginnings ofa policy 
of settling industrial disputes can be traced to the Conciliation 
Act of 1896, which was permissive in its character. !Jon
ciliation or Arbitration Boards could be registered on 
application to the Board of Trade, which wlljsempowered to 
appoint conciliators and arbitrators for bringing together the 
parties to the dispute. A further step was taken when 
under the Act of 1911 an Industri~l ,Council,consisting of a 
joint. pan¢ll of twenty-six members equally ;representative of 
employers and labour a.nd a permanent offiCial, 'wall appointed. 
The Council was to inquire into trade disputes and was to 
be regarded as supplementary to' the organization set up by 
the earlier Act. The Industru,l Courts Act of 1919 esta
blished in Great Britama:- miChirierY~fo~' 'the' !voNntary 
arbitra.tion of industrial disputes by setting up a. standing 
Industrial Court consisting of an independent Chairman 'and 
other independent persons and an equal number of l'epre
sentatives of employers and employees, all appointed by the 
Ministry of Labour. Both the parties to a. dispute may by 
mut~al consent refer any dispute to the Court, which after 
making inquiry and taking' evidence, makes iJ. full report. 
But the voluntary princip~ is still observed and the decision 
of the Court is not binding. Pulli~umLni~n is regarded as 
the decisive factor in settling disputes, andthe main function 
of the .Court is to' help the clear framing and dis«ussion of 
the issues regarding costs, profits and wages., 'T.h~ Indian 
Trade Disputes Act of 1929 closely. fo.!!9-'Y,s'Jh~.~English_ 

,.Ill.Odel. - As alrea<ly IIrentioned above, the most. ~butstanding 
examples of compulsory arbitration through the· agency of the 
State are furnished by New Zealand aild Australia. Strikes 
and lockouts are forbidden. - Either employers or employees 
may submit their disputes to the ArbitratianTribunals, whose 
decisions are binding. One or several legally trained. perSOris 
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constitute these tribunals, which may also have some mem
bers who are well acquainted with the particular industries. 

The most serious objection to compulsory arbitra.tion of 
industrial disputes is that it discourages settlement by the 
disputants themselves and encourages the tendency to depend 
upon some external authority for the preservation of peace. 
Compulsory arbitration also does not appear to be suitable 
to a highly industrialized country like England where the 
technique of production is always changing. 

B. Trade Unions 
§6. Trade Union functions.-A modern Trade Union, 

unlike the medieval Craft Guild, is entirely an association 
of wage-earners or workers in the same or allied trades. It 
discharges two main groups of functions. In the first place, 
it serves as a Mutual Benefit or Friendly Society and pays 
allowances to its' members when in difficulties caused by 
sickness, accident, unemployment, superannuation, etc. It 
thus tries to make its members independent of public or 
private charity. . 

A far more important function performed by the Trade 
Union is that it safeguards and promotes the economic 
interests of its members as against employers. Its chief aim 
is to secure for its members higher wages, shorter hours of 
work, safe and pleasant conditions of work, and to defend 
ipdividual workers from arbitrary and unjust treatment by 
their employers. 

The need for combination among workers and for collec
tive bargaining under the modern economic conditions is 
obvious. As Marshall puts it, 'a single large employer is a 
combination in himself', and unless he is met by a combi
nation of workers there is little chance that the worker, bar
gaining in his individual capacity, will secure a fair wage. 
That workers should combine is all the more necessary 
nowadays as employers have their own powerful associations, 
and there is a great deal of justification for the claim made 
by Trade Unions that they make economic friction work for 
the labourer instead of against him. The chief weapon used 
by Trade Unions in discharging this function is the strike. 

Trade Unions also perform a third function, which may 
be called the {lO~~~caLJunction, by financing and runnin~ 
electioneering campaigns for securing the election of their 
own representatives to the legislature. 
'.:: §7 .. The Trade Union mOYement.-The modern Trade 
Union movement is essentially a product of the conditions 
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created by the Industrial Revolution in England. For a. long 
tinie the legal position of Trade Unions was very unsa.tis~ 
factory. The Combination Laws of 1799 and 1800 prohibit
ed all combinations of workers as being criminal conspiracies 
in restraint of trade. Although these restrictions were 
repealed in 1824, Trade Unions still remained unrecognized, 
were without a. proper form or constitution, and liable to be 
sued for loss to the eIDployer ca,used by strikes. The Trade 
Union Act of 1871 removed these handicaps and provided for 
the registration of Trade Unions. The Acts of 1906 and 1913 
further improved their position, so that Trade Union funds 
are now protected from liability for losses caused to employers 
by the action of their members. The position of the British 
Trade Unions has been greatly strengthened in recent yea.rs. 
To no small extent this is due to the whole-hearted manner 
in which they cooperated with the Government during the 
critical period of the war. 

The early Trade Unions were organized on a. craft basis 
(e.g. the Amalgamated Society of Engineers, all its members 
belonging to the same profession though drawn from many 
trades: railway, steel and iron, etc.). The 'Industrial Union' 
has recently come into greater prominence. 1 It has brought 
within its fold all the workers belonging to different grades 
engaged in industry (for example, the Miners' Federation, 
nnd the National Union of Railwaymen in Great Britain). 
The craft union is of a horizontal type and promotes. pro
fessional spirit and solidarity. The danger, however, is that 
the employer may pla.y off one union against another. The 
industrial union is of the vertical type of combination, 'and 
is better fitted to promote workers' interests generally. This 
type is naturally welcomed by the guild socialists who favour 
control of industry by workers. 

Whatever the type of union, there has been a striking 
movement in favour of amalgamations and federa.tions on a 
uational basis. The best known and most effective national 
organization in Great Britain is the Trades Union Congress 
which holds annua.l sessions, its most powerful organ being 
the General Council which has close ties with the British 
Labour Party. 

• The early policy 01 Trade Unions ,.-as to aclmit only skilled workers 
as members. The 'New Unionism', which dates roughly from the end of 
tIle nineteenth century, has brought unskilled persons anel women within 
the scope of Trade Unions. 
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The Trade Union movement in India. is still in a. condi
tion of infancy. Its history and present position are dealt 
with in Part II, Chapter IV. 

§8. The influence of Trade Unions.-The effects of the 
'frade Union movement have been a matter of some 
con troversy . . 

. In favour of the movement it can be said that it is an 
indispensable organization for securing a. fair share of the 
national dividend to the working classes and preventing the 
inequalities of wealth from being cumulative in their effects. I 
By holding out for standard rates of pay, ,Trade Unions pro
tect the workers' standard of living. A well-organized and 
strong Trade Union, conducted with a due sense of respons
ibility, smooths the course of economic activity by effecting 
peaceful settlement of disputes with employers and promoting 
mutual good feeling. It also helps in bringing about peace
fully necessary changes in wages in either direction, and is 
not opposed to the efficient and economical management of 
industry. Trade Unionism, however, must be judged mainly 
by its influence on the character of the workers. J It fOllnd 
many workers debased and oppressed and gave them self
respect and protection, and even today there are a. number 
of 'sweated' trades in which such help is badly needed. Trade 
Unionism strengthens the moral character of workers and 
prorilOtes the necessary esprit de corps among them. These 
influences are reflected in a better standard of industrial effi
ciency and a permanent increase of wages with no adverse 
effects on profits or on industrial enterprise. 

The chief drawback of the movement is tbat, in their 
anxiety to hetter the lot of their members, Trade Unions are 
apt to concentrate on a particular rate of wages and a. parti
cular group. They are inclined to think that higher wages in 
general can be secured by limitation of output and restriction 
of competition. In doing so they clearly overlook the fact 
that ultimately the only source of a larO'e and permanent 
advance in wages is increase in productiv~ efficiency and in 
the. total output of, goods and services.' This explains the 
reluctance, if not the actual hostility, of Trade Unions and 
their leaders to accept labour-saving devices3 and their adop
tion of ell.' canny tactics; the attitude shows that the fallacy 
of a fixed wages fund still has a hold over the workine classes. 

" See Taussig, op. cit., vol. II, pp. 316-7. 
• Marshall, Elements o/'EconomiC8 0/ Indusl,y, p. 388. 
I Taussig, op. cit., vol. II, p. 317. 
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Another complaint against Trade Unions is with regard to 
their policy of restricting membership and attempting to 
establish a. labour monopoly. This tendency is specially 
noticeable in the case of cunions of skilled workers. It is 
sometimes possible for strongly organized Trade Unions to 
secure very high wages for their members in particular trades, 
partly at the cost of the employers and partly at the cost of 
the general community. But this cannot fail ultimately to 
produce adverse reactions on the particular trades themselves. I 
High wages may also compel employers to introduce labour
saving devices to 'Which the workers are naturally opposeJ 
for fear of unemployment. 

Another objection often raised is to the insistence of Trade 
Unions upon a standard minimum wage for all members of 
the union irrespective of the varying efficiency of individual 
members. It is argued that this leads to the minimum wage 
becoming the maximum and prevents masters from giving 
higher wages to the more efficient workers. It may work 
out disadvantageously to workers themselves in some ways 
because, for example, employers wiU not be able to give any 
work to men past their best years on wages below the stand
ard rates, although the men may be glad to accept lower 
wages. At the same time the standard wage constitutes the 
very backbone of the system of collective bargaining and it 
is difficult to see how it could be dispensed with without 
making Trade Unions ineffective.· What should be attempt
ed is fair standardization which furthers social interest, 
while rigid standardization injures it. 

~ further danger is the possibility of militant Trade 
Unionism seeking to paralyse the social and economic life 
of the community by too free a use of the weapon of general 
strike under syndicalist influences (as was threatened in 
England in 1926). This can, however, generally be held in 
check by a well-educated and well-organized public opinion. 

The Trade Union movement has on balance conferred 
large benefits on both the working classes and the geneml 
community, the gains far outweighing the losses. Respons
ible Trade Unions, conducted soberly, can only result in social 
good and deserve the support of the public. 

0, Labour Legislation 
§g. Need for labour legislation.-We have, in this and 

in the previous chapters, made 110 reference to the evilso( 

I See also ch. xiv, §lO. • Todd, op. cit., p. 197. 
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modern industrialism and the factory system. These evils
long hours of work, particularly for children and women, in
sanitary and otherwise unsatisfactory conditions of work in 
the factories, absence of protection against dangerous trades 
and of compensation for injuries received during the course of 
employment, the truck system (paying wages in kin d)-first 
appeared in England in the wake of the Industrial Revolu
tion. They were for a long time left unremedied, because 
in the first place there was widespread public ignorance of 
their existence. Secondly, even when they came to light. 
Parliament was reluctant to intervene owing to the predomi
nance of the laissez-faire philosophy so fervently preached by 
the classical economists. The capitalists and manufacturers 
were naturally averse to any regulation, and stood out for full 
freedom of enterprise. Even the old Elizabethan Labour 
Code regulating apprenticeship and wages was removed from 
the Statute Book in the name of freedom early in tho 
nineteenth century. The Combination Laws of 1799-1800 
prevented any concerted action being taken by the workers 
themselves for the betterment of their conditions. Gradually. 
however, the public conscience was aroused in the matter and 
it was realized that a policy of laissez-faire was unsuitable 
when applied to children and women and in general to the 
individual factory-worker or wage-earner who, left to himself, 
was far too weak to protect himself. Philanthropists, social 
reformers and socialists all joined in a strong and persistent 
agitation asking for State intervention, which was o,lso 
favoured by the growing Trade Union movement. The rise 
of the Labour Party, the awakening created by the war and 
the establishment after the war of the International Labour 
Organization (1919) as a branch of the League of Nations 
have all helped the cause of labour legislation. l Modern 
labour legislation covers a. wide range of subjects, some oC 
which are reviewe"d below. 

§10. Factory and Mines Acts.-Labour legislation in 
England began with Factory Acts,J which regulated the 

I For labour legislation in India, see Part ll. ch. iv, §22. 
• The first Factory Act, passed in 1802 in England, was very modest 

in its scope applying as it did only to Poor I_aw apprentices employed in 
cotton factories. Other Acts followed in 1819, 1843 (regulating work in 
coal-mines), 1847 (which introduced a ten-hour day for women and children). 
1867 and 1908. The last-mentioned Act (Miners' Act) introduced an eight
hour clay in coal-mines. 
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employment of children and women by imposing restric
tions on the age of employment of children and on hours of 
work of both children and women. Later on the employ
ment of women underground in mines, and during the 
night was prohibited. Certain precautions for the safety 
of the operatives during work, such as the fencing of 
machinery, etc., were also prescribed, and factory in
spectors were appointed to enforce the provisions of these 
Acts. For a long time no attempt was made to limit the 
hours of- work of adult males, as it was thought that they 
could very well look after themselves, especially as collective 
ba.rgaining was rapidly replacing individual bargaining. The 
limitation of hours of. work of children and women, however, 
indirectly led to that of the hours of work of men, because 
in many trades where children and women were employed 
their help was essential to men, and also because of the in
fluence of example. Modern Factory Acts contain elaborate 
provisions about hours of work, holidays, rest pauses, shift 
systems, sanitary arra.ngements and fencing of machinery; 
and they have undoubtedly succe~ded in greatly improving 
the inhuman conditions that prevailed in the early days of 
the factory system in England and other countries which 
ca.me under the influence of the Industrial Revolution. The 
successive shortening of the working day has not justified 

\the fears of the employers, who apprehended a reduction in 
the output. On the other hand, there ha.s been gaj,n..iIL.eili::..
ciency. The working-class ideal today is an eight-hour day, 
\vllich has been already realized partially in Great Britain. 
If introduced gradually there is much to be said in its favour 
from the point of view of both employer and worker. Any
how, the aemand of the worker for reasonable and 'cultured' 
leisure is becoming ~esistible. 

§11. Workmen's Compensation Acts.-The second im
portant direction in which labour legislation has progressed 
is that of compensation to workmen for injuries received in 
the course of employment. The modern factory and ma.chine 
system of production is liable to produce frequent mishaps 
and accidents. I.n England the Employers' Liability Act of 
]880 and the WOrkmen's Compensation Ad of 1897 made 
provision for the payment or- a- .scale of-compensation to 
workmen or their heirs in case of fatal injuries. The risk of 
loss to the employers has been largely covered by·insurance. 
the employers paying premia to get their men insured against 
accidents. This legislation has made the factory owners more 
careful about defective machinery and "about securing prompt 
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medical treatment for injured operatives. It has also helped 
to make the labour force more stable and more contented. 

§12. Sickness and unemployment insurance, old age 
pensions and maternity benefits.-The third main item of 
labour legislation relates to provision against other hardships. 
A workman may fall sick and in consequence lose his wages 
or even his job, or he may be periodically thrown out of 
employment or become unfit for work through old age. 
Women workers also need to be released from work some 
time before and after child-birth. England and Germany 
have adopted comprehensive schemes of national insur
ance which have brought about a substantial improve
ment in the economic and social status of the worker. 
The National Health Insurance Act of 1911 in Great Britain, 
administered by the Ministry of Labour through Employment 
Exchanges, provides for the compUlsory insurance of the 
worker against sickness and unemployment on a contributory 
basis, the employer, the employee and the Sta.te all sharing 
the burden thus imposed. 1 The Act was of an experimental 
character so far as· unemployment insurance was concerned 
and its scope was extended in U1l6 and 1920. The Old Age 
Pensions Acts of 1908 and 1911 provided for the grant of 
a pension by the State through the Ministry of Health to all 
persons above seventy, provided their means were below a 
certain small minimum. In the interest of women workers. 
most western countries have introduced maternity benefits and 
prohibited the employment of women for BOme period before 
and after child-birth. 

§13. Legal minimum wage, Truck Acts, etc.-Lastly, 
in some countries special legislation has been passed to 
regulate wages in certain selected industries. For example, 
the Trade Boards Act of 1909 in Great Britain provided for 
the fixing of minimum rates of wages in certain 'sweated' 
trades (such as lace-fini.shing and ready-made clothing) by 
Trade Boards consisting of an equal number of representatives 
of employers and employees and some additional independent 
appointed members. The scope of the Act was extended in 
1913 and aga.in in 1918. The Coal "Mines Minimum Wage 
Act of 1912 applied the same prinCiple to wages of miners 
under certain circumstances. In this connexion, reference 
may be made to the draft convention on the Bl!bject of a 
statutory minimum wage adopted by the International Labour 
Conferencein 1928. It contemplates the creation of a wage-

I See ch. xviii, § 7. for further particulars. 
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\ fixing machinery in the case of trades or parts of trades (and 
! especially homeworking trades) in which no arrangement 
exists for the effective regulation of wages by collective 
agreement or otherwise, and wages are exceptionally low. It 
may be added that the wl!ge-fixing Trade Boards in Great 
Brita.in are set up by the Ministry of Labour after a preli
minary investigation. In those trades where powerful Trade 
Unions exist they can very well take upon themselves the 
work of Trade Boards. In certain countries like New Zea
land, Australia, and some States in the U.S.A. a. general 
na.tional minimum wage has been established by legislation. 
It is obvious that it is by ·no means easy to fix a national 
minimum wage even for one country, which will neither be 
too low to serve its purpose, nor so high as to constitute a 
serious burden on industries, and which, while suiting all 
industries alike, will adapt itself readily to changing social 
and economic conditions. 

Truck Acts exist in several countries today prohibiting 
employers-from paying wages in kind. Before they were 
passed serious abuses existed. Workers were compelled· to 
buy their requirements from the employers' shops at unduly 
high prices. The quality of the goods stocked also left much 
to be desired. The Truck Acts make payment of wages in 
cash compulsory. -" . 

The foregoing survey of labour legislation is a convincing 
proof of the new libera.l attitude of the State and of public 
opinion towards 'the working classes. This attifude is furry 
'justified on grounds of social and economic efficiency as well 
ItS on humanitarian grounds. 

INEQUALITY OF WEALTH AND INOOME 

§14. Causes of lnequality,-Even the most casual 
observer of the economic organization of today will not fail 
to be impressed by the striking inequalities in the distribution 
of 'Property a.nd income. w'hich it ·permits.· This. is also borne 
out· by statistics relating to. the incomes assessed under the 
Income Tax Acts and those relating to properties taxed under 
the Probate Laws. Ta~~iK, suggests that distribution ,both 
of wealth and income has roughly a pyramidal form. 'To put 
the analogy more carefully, its form is liKe-:-a;n'inverted peg
to~the lowest 'range sma.ll, then a very large extension and 
thereafter steady shrinkage, as the highest point is reached.' 1 

l Taussig, op. cit.,. 'VOl. II. p. 253. 
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These inequalities of wealth, which are particularly glaring in 
the old countries, have been the target of violent and bitter 
socialistic criticism. 

The causes of inequality of wealth may be considered 
under two main heads: (i) Differences in inborn ability or 
natural endowment; (ii) Environment and inheritance of 
property. 

Differences of inborn ability are and have always been 
an important factor in determining the distribution of wealth. 
The abler workers earn higher wages than the less able. The 
exceptionally capable business man earns much higher profits 
than the man of average ability. One point is quite clear; 
so long as such differences in respect of inborn gifts continue 
to operate-and there is no reason to believe that they will 
cease to operate in the future-inequalities of earnings and 
possessions are inevitable and will persist even although the 
other causes of inequality were to be altogether eradicated. 

The feeling against inequality would not, however, have 
been so poignant had natural causes alone been in operation. 
We know that illequalities are perpetuated and aggravated 
by the operation of artificlaTTaCtors sucE: a81IiEi--infiuence of 
environment and inheritance of property. The environmen
tal influence tends to be particularly strong in conservativo 
caste-ridden societies like the Indian society. But it is by 
no means negligible even in the progressive advanced coun
tries of the west. The influence of example and nurture, 
heredity and custom, makes vertical mobility of labour diffi
cult if not impossible. Every person tends to remain in the 
same social group to which his parents and forefathers 
belonged, so that those born in wealthy families secure better 
opportunities than those born in poor families, and the better 
start they get enables them to maintain and improve their 
superior social status and economic condition.1 

Closely connected with environment and opportunity is 
the factor of property and its inheritance. One of the 
principal causes of inequalities of wealth is the fact that 
there is great variation in the amount of property received 
by different persons by way of inheritance and bequest. 
Some receive huge amounts and others receive little or 
nothing. Variations of law and custom are also of consider
able importance in this connexion. For example, the system 
of primogeniture, under which only the eldest son inherits 

1 We have already explained the causes of differences of earnings in 
different occupations in ch. xiv, §5. 
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the real estate of his father to the exclusion of younger 
brothers, would obviously intensify inequality of wealth and 
promote its concentration, especially in the case of land, in 
a. few hands. The principle of equal inheritance among all 
sons-as in Indiar--on the other hand, would lessen such in
equalities. A factor allied with inheritance and bequest of 
property is the inequality of saving. As Cannan points out: 1 

'It is the rich whQ save most, both in absolute amount and in 
proportion to their incomes, so that saving does not mitigate 
inequality arising from other causes; it aggravates it.' 

Thus priva.te property, inheritance and bequest, and 
saving are largely responsible for the existing inequalities of 
wealth and income. 

§15. Eylls of lnequality.-Such glaring inequalities of 
wealth tend to create grave social discont~nt and eroIIlote 
inter-class hatred and jeafousies.2 Wealth so unequally dis
tributed fails to yield the maximum social satisfaction which 
it would yield if it were rationally distributed. It also pre
vents the full utilization of the latent intellectual capacities 
of all classes of the popUlation. Last but not least, posses· 
sion of large incomes means almost tyrannical power enjoyed 
by a. favoured few over thousands of their fellow men. There 
may be a few instances of enlightened millionaires like 
Henry Ford showing a laudable sense of mora.l and social 
responsibility. But the common run of wealthy employers 
cannot be depended upon to regard large incomes and posses
sions as a. social trust to be administered for the benefit of 
the community. 

§IS. Remedies.-AltJnequalities of wealth are obviously 
not of the unjustifiable sort. Those that reflect differences 
of ability cannot be conaeinnea socially. Large fortunes, 
honestly acquired by sheer force of superior merit and ability, 
are in the words of Seligman, 'not a. tax on the community 
but a draft on Nature'. It is, however, highly desirable to 
eradicate or at least to minimize as far as possible inequalities 
that are the result merely of environment, opportunity, 
property and heredity. ~ 

( , 

• E. Cannan, Wealth. p. 186. 
• ct. 'The riches of the rich intensify the poverty of the poor. • •. Not. 

what he has, but what he thinks he might have and ought to have, deter
mines a man', state of mind. Hence, the worker of today is discontented 
and derives not the slightest comfort from thl! knowledge that in any 
earlier age, his real income would probably have been less than it is.·
H. Clay, Economic, lor the GmeTal Reader. pp. 431-11. 
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The State can do much to equalize opportunity for all by 
providing for the proper bringing .up of all children. by free 
and compulsory education, by glvmg scope for special talent. 
wherever it may be found, by removing social and caste 
barriers, and by· taking all such measures as may tend to 
improve the economic condition of the masses. 

Inequalities arising from property. and its inheritance and 
bequest present a more difficult problem. The drastic social
istic solution of abolishing all private property in land and 
capital would overshoot the mark and give a definite setback 
to progress. The spur of private property is still necessary 
to can forth the best exertion of man's abilities and energies. 

What is more feasible is limitation of private property. 
partly by not recognizing it in the case of certain social
utility enterprises like railways, supply of electricity, water, 
gas, etc., and partly by imposing restrictions on inheritance 
and bequest, taking care, however, to leave intact the stimu
lus to saving. Reference has already been made to death 
duties and inheritance taxes. If they are not excessive and 
do not trench upon capital, they are useful in checking the 
growth. of inequality. Progressive taxation of large incomes 
and expenditure on the amelioration of the numerically 
larger section of the society, also secure a similar purpose. 1 

To aim at the establishment of a flat equality of wealth and 
income would be running grave social and political risks. 
This is, however, not to justify the present position as regards 
distribution of wealth and property. In many ways it is 
admittedly irrational and inequitable, and urgently calls for 
amendment in the interests of social peace and economic 
progress. 

Let us repeat in conclusion that inequalities of wealth are 
.to some extent necessary to ensure social progress by stimu
latin~ individual initiative and enterprise. But change is 
requ~ed both as to the manner in which they are allowed 
to anse under present conditions and as to their extent. 

SOCIALISM 

§17. What is socialism?-SociaJism may be described ill 
the wor~s of Bertrand Russe1l2 as 'the advocacy of communal 
?w,nershlp of land and capital in place of the present capital
IStiC system based upon individualism and private property'. 

1 See cb. xvii, §9. 

• Roads to Fret/dom: Socialiam, A.narchi8m and Syndicaliam. p. 23. 
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Socialism aims at the establishment of a cooperative common
wealth, socialization of all means of production, and regu
lation of distribution according to some method of joint 
control for securing the common good. 

Modern socialism was born as a protest against the evils 
of the Industrial Revolution and of the existing social order 
which can make such evils possible. While welcoming the 
great technical and industrial advance achieved under the 
capitalistic system, socialists urge that the system itself is 
radically vicious and that it should be replaced by another 
social order which would avoid the evils while retaining the 
advantages of the capitalistic system. It is true that with 
the exception of Soviet Russia, which has adopted commu
nism-the most extreme form of· socialism-no State has yet 
been reorganized on socialistic lines. Nevertheless socialistic 
propaganda. has most powerfully affected the trend of econo
mic thought and public opinion. It has been responsible 
for the enlargement of the economic functions of modern 
Governments and has deeply tinged the legislative programmes 
of all the advanced countries. 

§18. Socialist doctrlne.-Socia1istic propaganda falls into 
two classes: (i) ne~tive or destructive, and (ii) positive or 
constructive. / . . 

(i) In its negatif)e aspect it is concerned with exposing 
the various defects· of the existing individualistic system, 
especially its wastefulness and aimlessness. Every producer 
acts on his own estimate of the community's needs. There 
is no coordination of effort among the 'different producers, 
so that too much or too little may be produced. Also profit 
being the sole motive influencing the producers, articles 
which are really harmful to the consumers are often produced 
to satisfy unhealthy or perverted tastes. A 'special grievanc,? 
of the socialists is that, under the existing economic system, 
the reward of the worker is disproportionately small in rela;. 
tion to his contribution to the social product. According to 
the labour theory of value maintained by Marx-who may 
be regarded as the exporient of modern socialism-while the 
whole productive result is due to the labourer, he gets back 
only So small part of what he produces-just enough for 
his bare subsistence-the whole surplus above this being 
taken by the capitalist. The theory has been strongly 
criticized on the ground that it totally ignores the contribu
tion made by the other factors of production. In its extreme 
form it has been abandoned by many modern socialists, 
though their contention remains that the workman fa.ils to 
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get his due under the present syst~m. P~i~ate propert~, the 
socialist argues, is the outcome of the ongmal ItggresslOn of 
the strong against the weak, and it makes possible the. con
tinued exploitation of the weak. The advent of machmery 
and the Industrial Revolution have immensely increased the 
power of the capitalist over the workman, who has come to 
be completely dependent upon the capitalist. 

(ii) The socialists are not agreed among themselves as 
regards the method.s of establishing a socialist common
wealth. Some of them are evolutionary socialists, like the 
State socialists or the Fabian socialists in Great Britain. 
They believe in the gradual introduction of socialism, and 
advocate constitutional methods through the acquisition of 
g-reater control of the political machinery. Others, like the 
Marxian communists, favour the forcible overthrow of capi
talist society and the establishment of the proletarian State. 
The syndicalists advocate 'direct action',. that is, gen{lral 
strikes calculated to paralyse the capitalistic society and the 
State. They wish to abolish the State and establish Trade 
Union government. The Guild socialists support self-govern
ment in industry, which is to become the basis of social 
organization. They desire, however, to retain the State (or 
certain purposes such as the maintenance of peace and order 
and the protection of the economic interests of the consumer. I 

On the constructive side, the socialists are weaker than 
in their destructive. criticisms of the present economic system, 
and there is great variation in their proposals for social re
construction. For example, the State Socialists would leave 
the management of all industrial enterprises to State control 
through managers and labourers paid and controlled by the 
Governmental departments. Private property would be 
allowed to remain in articles of consumption but not in the 
instruments of production. The communists, however. are 
not prepared to recognize any form of private property (if 
they can help it). They want the community as a whole 
to be the direct owner of all things. 

Probably the most acute disagreement among the 
socialists is regarding their formula of distribution of wealth. 
The communist formula is, 'From each according to his 
capacity, to each according to his needs'. Others advocate 
equality of wages based on the performance of equal amounts 

1 For an interesting study of the various schools of socialism the reader 
is referred to C. E. M. Joad, Modem Political TheMY; and F. J. C. 
Heilrnshaw, A SU'fley of SocialMm. 
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, of labour; allowi~g for the attractiveness or'the disagreeable
ness of eacq. occupation. The majority of the socialists 
advocate wages as based on efficiency to be determined by a. 
hierarchy ·of officials. . This plan, which involves the diffi
. culties inherent in a centralized bureaucracy, is not fa.voured 
by the advocates of Guild socialism and Municipal,socialism, 
who prefer decentralization and functional democracy. 
, All socialists, however, emphasize the idea of service, and 
have a faith 'that men and women are capable of giving and 

'of sustaining more effective service than capitalism, is able 
'to demand from them under the impulsion of motives largely 
social'.l Socialists believe tha.t it is possible to build upon the 
impulse -which makes people work willingly and well for the 
common benefit and without any thought of pecuniary 
reward. 

§19. A critical estimate of soclaUsm.-The chief achieve
ment of socialism is undoubtedly its merciless exposure of 
the principal evils of the present system. The socialists have 
directed a neyer-ceasing fire of criticism against the regime 
of unrestricted competition, the injustice and waste which 

. it involves and the formidable danger to the worker and the 
community in general from powerful capitalistic combinations 
:Which ha.ve arisen as a. result of excessive competition. The 
socialists have also on the whole, succeeded in securing con
siderable support for their contention that unde.r the capital~ 
istic system, the worker fails to get his due share in the 
distribution of wealth. Further, they have --called the 
attention of all thinking men to the present glaring 
inequalities of wealth and opportunity which the system 
tolerates. It musta,lso be admitted that if the barren creed 
of" laissez-Iaire has now been abandoned in practice by all 
'enlightened Governments in the'world, the,credit of this must 
go largely to the socialists.' By 'denQuncing exploitation in~ 
every shape and form, socialism has succeeded in arousing 
,the communal conscience, and its appea.l for self-sacrifice and 
social service has been powerful' and effective: It has thus 
stimulated several much-needed reforms in the 'shape of anti
trust legislation, Factory Laws, labour insurance, statutory 
minimum wages; arbitration and conciliation of industrial 
disputes, progressive taxation, extension ofsuffrage .. exten
sion of education, improved sanitation and municipal opera
tion of social utility services. Under socialistic influences 

• G. D. H. Cole. Th. I ntelligmt AI all'. Guid, through. W drld 'CAao •• 
p. 686., 

21 
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the State has been fulfilling more effect"ively than ever 
before its duties as an agent for the realization of tlIe 
collective ends of the community. 

Like all partisans, however, socialists of every school have 
been guilty of exaggeration both in decrying the evils of the 
capitalistic system and in praising their own particular brand 
of socialism. In dwelling upon the fact that under present 
conditions the worker does not get his proper share of wealth. 
they are perhaps not wrong. But they have been proved to 
be entirely wrong in suggesting that the worker's lot is 
getting steadily worse. There is no gainsaying the fact tbat 
the industrial worker of today enjoys a. much better and 
stronger economic position than he did before the Industrial 
Revolution. Again, their indictment of capitalism is often 
based on fallacious reasoning, as in the case of the labour 
theory of value. We have also noticed the disconcerting 
lack of harmony in their plans for social reorganization and 
their notions of a proper basis of wealth-distribution. Nor 
bas their insistence on the actual efficacy of the motive of 
social service in place of the motive of profit succeeded in 
carrying conviction. It is probably true that the motive of 
social service has not been properly developed under the 
capitalistic system. But in the best of circumstances it is 
very uncertain how far social service would effectively replace 
self-interest as a stimulus to action, so long as human nature 
remains what it is. The average man is neither so anxious 
to work nor so zealous about the common welfare as 
socialism demands, and if the spur of self-interest is removed 
the likelihood is that the volume of production will shrink 
seriously. We must also not forget that most of the social
istic plans require for their working the establishment of a 
vast bureaucracy. This will bring in red-tapeism and 
tyranny of the bosses, such as is highly detrimental to indi
vidual enterprise and self-help.1 

As regards the methods by which socialists desire to 
usher in the new order, the communists regard revolution 
as indispensable and have used it with apparent success in 
Russia. However the Russian experiment is much too recent 
and we know far too little to form any settled opinion. Once 
the existing order is thrown into the melting-pot, nobody can 
predict what exactly will take its place. For this reason and 
because violence begets violence and reaction, it would seem 

I Guild -.ociallsm. which seeks to establish control by local bodies. is less 
open to objection on this score than State socialism or collectivism. 
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necessary to stress the need for caution and deliberateness 
in introducing changes in the social structure. The Fabian 
socialists, who prefer evolution to revolution, can rightfully 
claim that, following their peaceful constitutional methods, 
they ha.ve been instrumental in securing a good deal of per
manent, if not very startling, advance in many directions. 
That this is after all merely social reform and not socialism 
proper, is a criticism which will trouble only doctrinaire 
socialists. But most people are satisfied so long as definite 
progress, however gradual, is achieved and will not light
heartedly destroy a fabric of civilization which, with all its 
faults, represents an advance on anything that has preceded 
it, and which has been built up by centuries of painful 
human effort. 

SUMMARY 

PROBLEMS 01' LABOUR IN RELATION TO CAPITAL 

A. Industrial dispute8.-Growing industrial unrest is one of the '~ost, 
regrettable features of the present economi, system. Its main causes are 
the desire of the workers for better pay, a higher standard of life, better 
conditions' of employment as regards hours of work; their anxiety to secure 
greater economic stability; the growing consciousness among the working 
class of their rights; the spread of socialistic and communistic ideas; the 
growth of solidarity among the working classes in general; the increasing 
truculence of working-class organizations; and the econoInic and politicai 
npheaval which has followed the war of 1914-18. 

Industrial harmony is obviously a necessary pre-condition of econoInic 
prosperity. Frequent strikes Bnd lockouts inflict serious harm on workers. 
employers and thl! community at large. Some organization is therefore 
necessary (i) to pt'el1ent industrial dispute., and (ii) to ,ettle them amicably 
when they do occur. 

The first object may be achieved by thE! establishment of efficient organ
izations both on the side of the employers and on that of the employees. 
rompetent to speak for their respective side. Joint councils (on the lines 
of the Whitley Committees) representative of both the parties, for fixing 
and securing the observance of conditions of work and certain modificationa 
of the capitalistic Bystem, BUch as profit-sharing. are useful in this con: 
nexion. 

Industrial disputes ,,·hen they do occur can be dealt with by private 
or public conciliation. Arbitration is usually voluntary. although in a few 
conn tries likl! Australia there is compulsory public arbitration, etrikes being 
altogether prohibited. 

B. Trod, Unions.-Industrial workers are organized today into Trade 
UnioDs. A Trade Union serves as a mutual or friendly. society and helps 
its 'members who may be in distress. Its more important 'function is that 
it safeguards and promotes the economic interests of its members as against 
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the employers, through collective bargaining and by resorting to strikes, 
if necessary. 

The Trade Union movement is essentially the product of the conditions 
created by the industrial Revolution in England. It has passed through 
several phases. To begin with, Trade Unions were illegal and were looked 
upon as criminal conspiracies. Later tholY ceased to be regarded a8 criminal, 
but were still unrecognized by law. Later still they were legalized and 
gradually acquired protection, privileges and immunities. 

Trada Unions are organized either on ihe craft (professional) lilui., or 
on tho industrial basis. The latter type is at present gaining ground. 
Whatever the type, Trade Unions are being amalgamated and federated into 
nation-wide' organizations often exercising great influence on tbe whole 
labour movement and the country's politics. ,Well-organized and respon8iblo 
Trade Unions are highly beneficial to the working classes a8 well as the 
community in general. Their chief danger comes from their particularist 
tendency and policy of restriction of competition and limitation of output. 
Another danger is their alliance with the idea of the general strike, parti. 
cularly favoured by the syndicalists. On balance the Trade Union move· 
ment has undoubtedly conferred great benefits both on workers and on 
society at large., 

C, Labour legiBlation.-The principal evils of the modern industrial 
system, such as unduly long hours of work, exploitation of the labour of 
children and women, intolerable conditions of work in factories and absence 
of any systematic relief to workers in times of economic stress, were for 
a long' time left unredressed, Owing to the spread of better knowledge 
about th!l, 'abuses of the factory system, the quickening of public conscience 
and more effective labour, organization, it has been possible to impose a 
~onsiderahle check on these ,evils through suitahle lahour legislation. The 
scope of such legislation has heen continuously on the increase, and today 
most of the advanced countries like England and Germany possess a com· 
plete lahour code affording many.sided protection to the worker. A great 
stimulus has heen imparted to such legislation in recent times by the 
e~tahlishment of the International Lahour Organization of the League of 
Nations. 

The main items of lahour legislation, are: (i) Factory and Mines Acts; 
(ii) Workmen',s Compensation Acts; (iii) Sickness and Unemployment In· 
surance, bid Age Pensions and Maternity Benefit Acts; and (iv) Legal 
Minimum Wages and Truck Acts. 

(i) Factory and Mines Acts regulate the hours of work, age of em
ployment, lay down rest pauses, holidays, conditions in factories and mines, 
and prohihit the employment of children and women in certain trades (e.g. 
for underground work in. mines) and during. certain hours (at night). 

(ii) Workmen's Compensation Acts make the employers liahh~ lor in
juries received hy workers, in the course of employment, and provide lor a 
scale of compensation according to the nature of the inj uries received. 

(iii) The third main item of lahour legislation is the statntory provision 
against certain disahilities to which the worker is exposed, sucb 88 sickness, 
unemployment, old age, Bnd, in the ease of women workers, child·hirth. 
National insurance schemes on a contrihutory hasis have heeD introduced 
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in. Great· Britain and Germany to deal with· sicloless and· unemployment. 
Old age pensions are paid by the State in &. few countrieB. Maternity, 
benefit. are provided for by legislation Qr otherwiae.in many countries. 

(iv) In some countries minimum :wagee have. been prescribed by law,. 
and . repre~entative Trade Boards have been IlIItablished. for fixing . wages 
in .weated industries where, owing to lack of labour organization, excessivitly 
low wagea prevail. A general (national) legal. minimum wage. blls. been 
adopted in a few· countrlee like New Zealand and Australia. 

Truck Acts (prohibiting paymeht of wages in kind and insisting on 
cash wagee) also exist· in England al).d some other countries. 

INIIQt1ALITY OP WIIALTR AND INCOMB 

Striking inequalitiee in the distribution of wealth are a characteristic 
of the modern capitalistic organization. Thl! . inequalities are partly due to 
differences of inborn ability and partly to Bocial organization, the system 
of laws governing inheritance and bequest of property, and to the. factor 
of saving. Inequalities not dUll! .to differences of ability promote social 
discontent and inter-class hatred, prevent the maximum possible human 
latisfaction and hllppiness being realized and the- fullest utilization. of, 
available talent, and lead to the exercise of tyrannical power by the few 
over the many_ The inequalities can and. should be mitigated by State in
tervention aiming at equalization of opportunity, e.g. through free . and 
compulsory education and through every possibll! device for discoYering a~ 
encouraging talent wherever it may be found. Private property no doubt 
causes and aggravates inequality, but because of its great value as a stimulus 
to exertion, it is desirable to maintain it. It. js, however, possible to limi~ 
it without bringing about adverse reactions. .For example, certain important' 
Bocial utility ent!ll'Prise~ may Balely be nlltionalized' or socialized. . Bestrie-. 
tions Dlay be placed on inheritance snd' bequest, and taxation al).d public 
expenditure may be so mauipulated as to make distribution more equitablE! 
and socially beneficial. 

SOCIALISM 

Socialism aims at the estsblishment of communal instead of individual 
ownership of aU means of production (land and capital) and State control 
of distribution with a view to securing the common good. 

Socialistio propaganda bas a destrvctifl' and a con.rtrvctifl' side. 
In its destructive aspect it i8 concerned with pointing out the various 

failures of the capitalistic system, its wastefulness, its absence of coordination 
between production and consumption, its harmful effects on consumption 
and human welfare due to the exclusive domination of the profit motive; 
the greatest fault of the capitalistic system, according to socialists, is that 
it makes possible the exploitation of the worker by the capitalist. The 
worker gets far less than lie contributes and the capitalist far more. Yi.
d'flis the capitalist, the worker's position is hopelessly weak, ao that mora 
and more the weak are exploited by the strong. 

Among socialists there' i8 much difference of opinion as regarda (i) the 
exact character of thl! new social organization which is to replace the 
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present individualistic system; and also (ii) as regards the methods to be 
3lsed for realizing the ideal. 

With regard to the first point, the suhject on which there is lerioue 
divergence of opinion is that of private property. Some socialist. would 
\ike to aholish it altogether. Others would allow private property only in 
articles of consumption but not in the instruments of production. Further 
the varying ideals about distribution of wealth are indicated by the formulae 
accepted by different schools of socialists such as 'From each according to 
his capacity and to each according to his needs', 'Equal wages for equal 
amounts of labour', 'Wages according to efficiency', etc. 

mher matters of controversy are (a) the position to bo assigned to the 
State (some advocating its complete abolition and the establishment of 
Trade Union government in its place); (b) the nature of the administrative 
machinery which would run the n~w organization-whether it should be 
a centralized bureaucracy or a functional democracy with decentralization 
as its watchword. 

(ii) As regards the methods to be adopted for establishing the new 
order, the broad distinction is b~tween (a) the evolutionists \ike the Fabiana 
who believe in gradualness and constitutional means; and (b) the revolu
tionists \ike the Marxian communists and the syndicalists. 

The weak spots in the socialistic argument are its excessive reliance on 
the motive of social service as the spring of human action and ita faith 
in the efficacy and honesty of the bureaucracy which is postulated in almost 
every tYPE! of organization proposed hy the socialists of the different schools. 

On the other hand, socialistic propaganda has been most luccessful in 
pointing out the evils of laissez-faire capitalism. Its influence has been 
great in enlarging the scope of Governmental activity in economic mattere 
and in introducing a great volume of much-needed legislation affecting 
economic relations and aiming at protecting the weak from exploitation 
by the strong. It has quickened t,he public conscience and enormously 
hastened the pace of social betterment. 



CHAPTER XVII 

PUBLIC FINANCE 

§1. Nature and dlylslons of public flnance.-In this 
chapter, it is proposed to deal with public finance or the 
economics of Government, which, as pointed out in Phapter I, 
constitutes the fifth division of economics. 

Public finance 'is concerned with the income and expen
diture of public authorities, and with the adjustment of the 
one to the other'.1 There are two main divisions of Public 
Finance, (i) Public Income or Revenues; and (ii) Public 
Expenditure. Two more -branches may be added to these, 
(iii) Public Credit or Debt; and (iv) Financial Management 
or Administration. The last branch forms part of the study 
of politics and administration and need not be considered 
here. 

With the growing activities of the State the principles 
and problems of public finance are naturally receiving 
increasing attention at present. 

§ 2. Three different systems of public flnance.-There 
are three distinct systems of public finance: 

(i) The system 01 predetermined income, the expendi
ture being- -adjuste"d to the incoirie~-This system is 
characteristic of private economy. Persons and institutions
with fixed incomes must adopt it. When land revenue, with 
its more or less fixed yield, was the only important source 
of revenue in India, for example, the Government was forced 
to adopt this system. 

(ii) The system of predetermined expenditure, revenue 
or income being adjusted to expenditure. This is typical of 
most modern civilized countries, and the Indian financial 
system is gradually assuming this character. Under this 
system the executive Government, acting through its Finance 
Department, prepares its budget (or a. forecast of expenditure) 
upon the basis of public needs conforming to a. certain level 
of urgency. The budget so prepared is submitted to the 
Legislature which is asked to vote taxes and funds suificient 
to meet these public needs. 

We cannot, however, draw So hard and fast line between 
the rules of public economy and private economy, for it is 

I H. Dalton, PriJlcipltl 0/ P~blic Finane., p. 3. 
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clear that ~n the long run the State, like the individual, must 
cut its coat according to its cloth. While useful State ex
penditure is illimitable, the taxable capacity, or the income 
of the citizens from which the public revenues are derived, 
is limited at any given time. 

(iii) Lastly, there is the commercial system under which 
neither income nor expenditure is predetermined. Both are 
allowed to vary from time to time as may be found con
venient. This system is followed in business whether 
conduc~ed by a private or public agency. 

PUBLIC REVENUE 

§3. Sources or classification of public revenues.-The 
sources of public revenues fall into four main classes: 

(i) Direct revenue from State property in land and 
forests and commercial undertakings. This is non-taxation 
revenue, which the State like any private person derives from 
its properties and business by charging prices for specific 
services rendered and by the sale of commodities, as in the 
case of postal rates, Or railway fares for the use of 
Government railways, or charges for the supply of water 
through the Irrigation Department. So also is income from 
lands directly owned by the Government or from shares and 
other investments made by the Government (as in the case 
of Suez Canal shares held by the British Government). 

(ii) Derived revenue, i.e. derived by .the State from the 
income of its citizens in the form of (a) taxes and (b) fees, 
e.g. license fees. 

(iii) Anticipated revenue in the form of public borrowings, 
which in essence constitute an anticipation of future revenue, 
out of which interest charges are met and repayment of the 
principal is effected. The whole question of public debt is 
treated separately. 1 . 

(iv) There is a miscellaneous class of public revenues 
comprising such items as (a) tributes and indemnities, (b) 
fines, (c) profits from currency and note issue, and (d) gifts, 
etc. 

§ 4. Definition and characteristics of taxation.-W e shall 
now proceed to consider taxation revenue. and the principles 
underlying a. good tax system. . 

'A tax is a compulsory contribution of the wealth of a 
person or body of persons for the service of the public 

• See §§30-4. 
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powers. '1 This definition indicates four main characteristics 
of b. ta.x ~ 

(i) First, a tax is a co"!"pulsory payment. As previ
ously remarked, the State levies taxes in its sovereign 
capacity, determining. the amount of the tax, the persons 
affected, etc. 

(ii) Secondly; a tax being a compulsory deduction from 
the wealth of a person necessarily invo!ves sacrifice. 

(iii) Thirdly, a tax is taken from the wealth of a person. 
But wealth may betaken not only in the form of" money 
but also of services (e.g. military service) and commoilities 
(e.g. land revenue was often paid in kind in olden times in 
India). 

(iv) Fourthly, in the case of taxation proper, there is 
no direct quid pro quo, i.e. no exact eqnivalence between 
the tax pard by the" individual and the service rendered to 
him by the State or benefit received by him from the State. 
The service of public powers or general utility is the pre
dominant element, and its value is neither calculable lior is 
it the same for every citizen. 

§5. Fees and rates as distlnguisbed from taxes.-It is 
on this ground mainly that certain payments charged by the 
State in the shape of fees and rates should be distinguished 
from taxation proper. A fee is.a voluntary payment for 
service rendered by the State in the public interest, but con
ferring a specific advantage on the person paying it (e.g. 
educ;ation fees or registration charges). A rate is a voluntary 
payment or price paid to the State for certain specific com
modities or services (e.g. the postal rates, or railway fares 
or the water rate). Many of the payments made to a 
Municipality or a. Loca.l" Board are rates rather than taxes, 
while most of the payments made to a Government belong 
to the category of taxes.· 

§6. Canons of taxatlon.-There are four main canons or 
principles of taxation as stated by Adam Smith in his lY ealth 
of Nations, namely, (I) Equality, (m C~rtainty, (lm Con
venience, and (IV) Economy. To these later writers have 
added three more: (V) Productivity ,(VI) Elasticity, antl 
(Vm Simplicity. The first· of these, namely the canon of 
Equality, raises some fundamental issues of a controversial 
character. 

l C. F. Bastable. Public Finane •• 
• See J. S. NicholsoD, Principle. 0/ Political Economr. vol. m. pp. 261·5. 



330 INTRODUCTION TO ECONOMICS 

§ 7 . (1) Equality of taxation.-Smith stated the canon of 
equality thus: 'The subjects of every State ought to contri
bute towards the support of the Government, as nearly as 
possible in proportion to the revenue which they respectively 
enjoy under the protection of the State.' This canon is found 
to contain the germs of several distinct theories of what con
stitutes equitable or just taxation such as: (i) the equality 
of sacrifice theory, (ii) the faculty or the ability theory. 
Other theories of lesser importance are (iii) the benefit theory, 
and (iv) the social function of taxation theory. 

Owing to the great inequalities of wealth prevailing in 
modern society, the ques.tion, what is a fair basis of taxation, 
has been a subject of acute controversy. Obviously, equality 
of taxation cannot be attained through equality of payment. 
Differentiation between the rich and the poor citizens is 
necessary to attain justice in taxation. Adam Smith suggest
ed the basis of ability of the taxpayer to contribute to the 
State. Now the term 'ability' is capable of a twofold inter
pretation, subjective or objective, according as emphasis is 
laid on the convenience or sacrifice involved in the payment 
of the tax (subjective), or on the ability or faculty of the 
taxpayer as indicated by his property or income, i.e. accord
ing to his taxable capacity (objective). 'Ve thus get two 
main principles, one underlying the equality of sacrifice 
theory and the other underlying the faculty theory, some
times called the ability theory . We shall examine these 
separately. 

§S. The equality of sacrifice theory.-This was first 
emphasized by John Stuart Mill, who maintained that every 
taxpayer should be called upon to make the same or equal 
sacrifice. It is generally agreed that in income-tax a certain 
minimum income should be free, i.e. exempted from taxa
tion; otherwise taxation of small incomes would lead to the 
sacrifice of necessaries of life, while that of large incomes 
would mean sacrifice only of superfluities or luxuries. The 
sacrifice imposed on the poor would thus be far heavier than 
that imposed on the rich. We find that in most income-tax 
systems there is a. minimum tax-free income. Thus in India 
incomes below Rs. 2,000 a year are not taxed. The same 
idea makes some people advocate the exemption of taxes 
on food-stuffs, salt and other necessaries of life. 

§9. The theory of progressive taxation.-The principle of 
equa}~ty of sa.crifice is also made the basis of progressive 
ta~~tIon. It l~ argued that money has varying degrees of 
ut1hty to the nch and poor, and that as the income increases 



PUBLIO FINANCE 331 

its marginal utility falls. 1 Proportionate taxation, i.e. a 
fixed percentage of income, say 2 %, contributed as tax to 
the State would mean greater sacrifice for the poor than for 
rich persons. Progressive taxation, under which the rate of 
taxation increases with the size of the income, is therefore 
essential for equalizing sacrifice. Most modern tax systems 
have adopted this principle, and important taxes like the 
income-tax-and death duties are often heavily graduated. 
For instance, in India, the rate of income-tax (in 1936) which 
is 6 pies in the rupee on incomes between Rs. 2,000 and 
Rs. 4,999, rises to 9 pies on incomes between Rs. 5,000 and 
Rs. 9,999 and so on until it reaches 26 pies on incomes of 
Rs. 1,00,000 and upwards.. The _ super-tax is similarly 
graduated. The socialist parties in various countries prefer 
progressive taxation to proportional taxation as one method 
of reducing inequalities of wealth by taxing the rich more 
heavily and spending the tax proceeds for the amelioration 
of the condition of the masses. 

§lO. Criticism of progressIve taxatlon.-The principle of 
progressive taxation has been critici2;ed on the following 
grounds: 

- (i) The standard is essentially subjective and therefore 
cannot 'be other than arbitrary. . We have not as yet evolved 
any accurate method of measuring sacrifice involved in the 
taxation of large and small incomes. 

(ii) Also the utility of a given income is not the same 
to aU individuals. 

(iii) We are not justified in discriminating between the 
rich and poor in taxation since we 00 not make any such 
discrimination in our ordinary economic transactions. 

(iv) Progressive taxation strengthens the motives for 
evasion. 

- (v) It encourages extravagance, weakens the desire to 
save and leads -to emigration of capital. 

(vi) Lastly, it is not the purpose of a tax system to alter 
the existing distribution of wealth. Its main function should 
be finanCial, i.e. to raise a certain amount of revenue, enough 
to enable the State to meet its needs. 

There is some force in these objections, but not so much 
as to weaken appreciably the case for progressive taxation. 
A certain element of arbitrariness in taxation is inevitable, 
and the tendency towards evasion will be there in all circum
stances, though experience shows that it is possible to 

I See ch. iv, §6. 
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mlOlmize it by suitable measures. Lastly. if the rate of 
progression is moderate, extravagance and transfer of capital 
need not occur on any alarming scale. 

§ll. The faculty or ability theory of taxatfon.-As 
previously stated, the word 'ability' as used by Adam Smith is 
objectively interpreted to mean the capacity of the taxpayer 
to contribute, as judged by the monetary value of his wealth. 
The faculty or ability theory is much older than the sacrifice 
theory. At first faculty was measured by property. Later 
it came to mean income. Formerly. the simple rule of 
arithmetical proportion was applied, but today the rule of 
progression is generally followed on the ground that th~ 
ability to pay the tax increases progressively. The faculty 
grows in more than arithmetical proportion to increase of 
income. Progression and exemption of a. minimum income 
can be justified on the theory of faculty also. A certain 
minimum income requires exemption since the taxation oC 
such income would diminish the general efficiency of labour. 
Similarly, as regards allowances and abatements, it is obvious 
that a. bachelor with Rs. 500 a year possesses a higher faculty 
~o pay than a married person with a family earning the same 
mcome. 

§12. The benefit theory of taxation is suggested by 
Adam Smith's reference to the revenues enjoyed under the 
protection of the State. As previously stated, this theory is 
of special relevance in the case of the services rendered by 
municipalities and other institutions of local.self-government. 
But otherwise it offers rather too narrow a. basis for taxation. 
The essence of taxation is the absence of a direct quid pro 
quo. If the assumption that taxes should be considered as 
payments for services rendered by the State were unflinch
ingly applied, it would result in f'egTessif)e taxation, i.e. 
taxation which presses on the poor more heavily than on the 
rich; since the weak and the pool', who are ,unable to look 
after themselves, may be supposed to derive a larger benefit 
from the State than the rich and the powerful. 

§13. The social function of taxation theory.-Apart from 
revenue considerations, taxation can and is used for a variety 
of other purposes, e.g. to encourage indigenous industry 
through protective duties, to improve public taste and public 
morals, and to benefit national health by heavy duties on 
noxious drugs like opium and on alcoholic liquors. All these 
objects are legitimate enough. But we must not forget that 
the main function of taxation is to raise an adequate revenue 
for the maintenance of the State. and this must be done 
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with the mlnlDlUID of cost-not only the cost of collection 
but also cost in the shape of public patience. The principle 
is that the goose (taxpayer) must be plucked, but without 
making. it squeal too much. This sounds cynical. But it 
must be admitted tha.t in actual practice the principle of 
practical expediency is often found to overbear all other 
considerations. 

§ 14. Other canons of taxatJon.-The other canons of 
taxation are largely of the nature of administrative rules and 
do not raise any question of principle. They may now be 
briefly considered. 

(II) Certainty.-As Adam Smith points out, the tiI;ne of 
11l1yment, the map.ner of payment and the amount of the tax 
to be paid ought to be clear and intelligible to all concerned. 
The land revenue in India when it used to be farmed to 
middlemen in the. eighteenth century is 80 good illustra.tion 
of the evils, such as arbitrary exactions, corruption of State 
officials and uncertainty of yield which follow from disregard
ing this canon. 

(III) Convenience.-Every tax should be levied at the 
time and.in the manner most convenient to the taxpayer. 
Thus. in India. la.nd revenue is collected in instalments which 
fall due after the harvest is taken. Indirect taxes on the 
whole conform better to this cabon than direct ·taxes.1 

(IV) Economy.-The co.st of collection of 80 tax should 
be kept .as low as possible in order that the net yield ofa 
tax secured by the State should be as large as possible with
out at the same time .iniposing any serious handicap on trade 
and production. Thus internal transit dues are to be con
demned on this account. So also it is hardly worth while for 
the State to assess a large number. of petty incomes, since it 
would make it necessary to maintain a. large army of tax
collectors. (Incidentally this gives us another ground (or 
exemptin~ low incomes from taxation.) 

. (V) Productif)ity.~It is very desirable from the stand':' 
point of both the· State and its subjects tha.t a. given amount 
of revenue should be ra.isedfrom a. small number of highly 
productive taxes. rather than from a. large number of taxes 
each yielding an insignificant amount. Also, the tax system 
should be such as not to trench . seriously upon the productive 
resources ·of the comtnunity.· .. . 

(VI) Elasticity.-A good system of taxa.tion should as far 
as' possible· provide for a. s~lf-~~ting increase· in .. the revenue 

See SI8. 
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so as to keep pace with the growth of population and wealth 
in a community. The income-tax satisfies this test admir
ably. Any increase in the wealth of the community auto
matically increases the yield from income-tax. Again. in any 
emergency like war. we have simply to raise the rate of the 
tax and we realize a larger revenue without any addition to 
the administrative machinery. The Indian Land Revenue 
in general and the Permanent Settlements in particular afford 
a contrast to income-tax from the point of view of elasticity. 

(VII) Simplicity.-The tax system should be readily 
intelligible to the man of average intelligence and should not 
leave him in any doubt regarding his obligations under it. 

The various canons discussed above give general guidance 
to the practical statesman. It is necessary to remember. 
however, that any individual tax may offend against this or 
that principle or canon and yet it may be a. good tax. It 
must be judged not by itself but as forming part of a system. 
It is impossible so to arrange matters that every single tax 
should conform to everyone of the canons. To mention only 
one of the difficulties, the canons themselves are not all con
sistent with one another. What is to be aimed at, however, 
is that the taxation system as a whole should secure rough 
justice. The peculiar deficiencies of one tax must be corrected 
by the special excellences of another. 

§15. Taxable capacity,-While discussing the faculty 
theory above, reference has been ma"de to taxable capacity. 
We shall now examine further the conception of taxable 
capacity. It has been defined by Sir Josiah Stampl as the 
fund which 'is measured by the difference between two 
quantities-the total quantity of production and the total 
quantity of consumption', after making suitable allowances 
for annual replacements, repairs and renewals. In the case 
of India, the standard of consumption is very low. but pro
"duction is also very low. so that the difference between the 
tW? gives us a. very small margin of taxable capacity. Any 
est~~te of ~axable cap~city must at best be a rough guess. 
ThIS. IS partIcularl! s.o. In a country like India owing to the 
paucIty and unreliabIhty of statistical data.. 

U6. Limits of taxable capacity,-Taxable capacity. as 
defined above, is not an absolute figure. (i) It depends upon 
how revenue from taxation is used. As Sir Basil Blackett 
once remarked, 'it is a question of expenditure very much 
more than that of taxation'. If money raised by taxation 

1 Sir Josiah Stamp, Wealth aM Tazable Capacity. p. 114. 
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is spent on nation-building departments, like education, 
health, industries and agriculture, the taxable capacity of the 
people can be greatly increased. If, on the other hand, a 
large proportion of revenue is spent on the army and other 
unproductive purposes the taxable capacity will remain low. 
Military expenditure in India is generally regarded as open 
to serious criticism from this point of view. 

(ii) Taxable capacity also depends upon the spirit and 
the national psychology of the people. 1 Under the influence 
of patriotic fervour 'or some other short-lived but powerful 
feeling- the willingness of people to suffer sacrifices may for a. 
time greatly increase. Even in ordinary times some people 
(e.g. the English) bear taxation more willingly than others 
(e.g. the French). In India it is probably true that people 
on the whole do not show sufficient willingness to submit to 
taxation for socially useful purposes owing to a still undeve
loped sense of ciyic---liuty. 

(iii) Thirdly, taxa.ble capacity depends on the way in 
which the taxation is ra.ised. both as to the methods adopted 
and the rate at which the increase is laid on. Thus the hard
ship felt by the taxpayer under a 'single tax would be much 
greater than under a. variety of direct and indirect taxes each 
falling on a different group of people in the community. Some 
variety in taxation is therefore !lecessary so as to spread its 
burden evenly on different classes of people. 

(iv) Fourthly. taxable capacity depends upon the number 
of inhabitants among whom a. given aggregate of national 
wealth is divided. If that is very large relatively to the total 
wealth. as in the case of India, taxable capacity will be low. 

(v) Evenness or unevenness of distribution is another 
fa.ctor to be- considered. If, for example, there are 100 per~ 
sons with an income of Rs. 2,000 and one person with 
Rs. 2,00,000, there would be a larger taxable capacity than 
if the same aggrega.te of Rs. 4 lakhs were equally divided 
among 101 persons. In the first case, while 100 persons 
would make a minimum contribution to the inco'me-tax, say 
6 pies in the rupee, the man with Rs. 2,00,000 would con~ 
tribute at the rate of, say, 26 pies in the rupee. In the 
second case, the contribution received from 101 persons; all 
with equal incomes of small range, would be much smaller 
than in the first case. This result follows from progressive 
taxation. In India, taxable capacity is low. not only because 
production is low and is divided among a. large number of 

.' Stamp, op. cit., p. 118 ... 
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people, but also because quite a large number of incomes are 
more or less of the same low level. 1 

§17. Direct and indirect taxes distinguished.-We may 
next examine the usual distinction between direct and in· 
direct taxes. 'A direct tax is really paid by the person on 
wbom it is legally imposed, while an indirect tax is imposed 
on one person, but paid partly or wholly by another owing to 
u. consequential change in the terms of some bargain between 
them. Thus an indirect tax is conceived as one which can 
be shifted or passen on, a direct tax as one that cannot.'2 
Perhaps the best example of a direct tax is the income-tax, 
while that of an indirect tax is customs duties, or an excise 
like the salt tax in India. The latter is collected by the 
Government from a few licensed manufacturers or dealers 
but is paid ultimately by all consumers of salt in the enhanced 
price at which salt is sold in the Indian bazaars. On the 
other hand, the burn en of the income-tax falls on the person 
assessed to it just as the burden of the land tax, which is also 
a direct tax, falls on the land-holder. 

§ 18. Merits and demerits of direct and Indirect taxes.
The main advantage of a direct tax is that it brings home to 
the tax-payer the responsibilities of citizenship and makes 
bim cz:itical of Government extravagance and suspicious of 
basty and expensive social and political experiments. On the 
other hand, indirect t.axes encourage prodigal expenditure on 
the part of the Governments who can raise. funds with com
parative ease by levying such taxes, because the people who 
really pay them are scarcely aware of the fact. 

Direct taxes are in principle sounder and more equitable 
than indirect taxes since they can be better graded to suit 
the ability of the taxpayer. A direct tax like income-tax, 
for example, lends itself more readily to progression, and the 
richer sections of society can thus be made to contribute a 
fair share towards the expenses of the State. Indirect taxes 
are generally regressive in their nature, pressing more heavily 
on the poor than on the rich. For instance, the poor man 
and the rich man both consume practically the same amount 

1 According to Sir William Layton however, thougb India consists in 
the main of extremely poor people, it is at the same time a conntry where 
there are large accumulations of wealth,' on which Government taxes reat 
"ery lightly. The extent of these acrumulations is a matter of conjecture. 
Anyhow, i:lir Wi1~am Layton seems to accept the contention in the texL 
by admitting that i" th" ma;" India consists of extremely poor people. 

• Dalton, op. cit., p. 83. 
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of salt, and thereCore pay the same amount of tax, which is 
unfair. To equalize the burden, the poor man should be 
J'equired to pay less 'because his income is smaller. 

Direct taxes enjoy the advantage, of certainty both for the 
taxpayer and the State. The yield of indirect taxes is often 
nncertain, as also the extent of the rise in the price of the 
taxed commodity or service. 

Direct taxes are, however, unpopular since the taxpayer 
('annot help being aware of them. For the same reason, 
~here is a stronger tendency to ,evade them than in the case 
of indirect taxes, and there is greater possibility of fraud. 
On the other hand, an indirect tax is less felt by the tax~ 
payer. He pays little by little every time he buys the taxed 
commodity. ,The price he pays is no doubt higher on account 
of the tax, but if he complains of the price at all he is 
inclined to blame the producer of the· commodity rather than 
the taxing authority. He is taxed in the dark, so to speak, 
and fails clearly to see that he is taxed, especially as the 
tax is not paid in ODA lump sum but is spread over a series 
'Of purchases. 

Direct taxes are sometimes more difficult to administer 
and more expensive to collect than indirect taxes. For 
example, an extensive assessing .nnd collecting machinery is 
necessary in the case of direct taxes like the land tax in India 
m' income-tax in order directly to deal with a large body 
of individual assessees. The cost of collecting indirect taxes 
is . on the other hand moderate, being collected from a. com
paratively small number of producers or dealers. It is, 
however, necessary to exercise care in selecting the commodity 
to be taxed. Preferably it should be one that is widely con
sumed. Another merit of indirect taxes is that througli 
some of them alone (e.g. through the salt tax in India, or 
the ta.xes on sugar and tea in England) can the masses be 
reached and thus everybody made to contribute his quota 
towards the expenses of the State. One great point against 
indirect taxes, however, is that they are particularly liable to 
disturb the smooth course of trade and industry. This is 
especially true in the case of internal transit duties, which 
have therefore been abolished in most countries. . 

Direct taxes being in principle superior to indirect taxes, 
their predominance, as under the British taxation system. 
indicates a more advanced economic, political and social 
development. Indirect taxes play a more importantpa·rt 
than direct taxes in India, which is therefore· less' advanced 
from this point of Tie\\'. But eyen in the most· advanced 

22 
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countries, indirect taxes have to be resorted to, ami account. 
for a considerable portion of the total revenue. 

§19. Importance of a study of the incidence of taxatlon~ 
-An important problem of public finance is the incidenct'" 
of taxation. A distinction may be drawn between ill/pact 
and incide1lce. 'fhe impact of the tax is upon the person 

\ who first pays the tax; the incidence. is upon the per;;on who 
ultimately bears it. Thus, (i) if as a result of an excise
duty on matches levied on the manufactw-er, their prite risel>
by the full amount of the duty, the incidence of the tax fall!ol 
w holly on the buyer; (ii) if the price rises, but not by the
full amount of the duty, the incidence is partly on the manu
facturer and partly on the buyer; and (iii) if the prite does. 
not rise at all the incidence is whollY on the manufacturer. 
The. transference of the burden, frOl~l the person WllO first 
pays the tax to some other person or persons, is known as 
shifting, 

The question of incidence of taxation is of great practical 
significance, and unless careful attention is paid to it, mis
takes may easily occur. \Ve may intend the burden of 
taxation to fall on one set of people, but actually it may 
come to be borne by quite another set. We have also to 
consider any incidental advantages and disadvantages follow
ing from any proposed tax. 

In the case of direct ta.res, the impact and incidence of 
the tax are intended to fall on the same person or persons. 
But this does not invariably happen. For instance, an 
income-tax levied in the first instance on business men may 
be shifted by them to their customers in the shape of en
hanced prices for the goods or services sold, or to their 
workmen in the form of lower wages. It may haye other 
secondary effects in checking enterprise and saving. Succes
sion duties are another form of direct taxation, and it has 
been argued against them that unless they are very moderate 
they a?t as checks to accumulation, promote extravagant 
expendltw-e and may be evaded through gifts inter vir08. All 
this may have adverse reactions on enterprise and wages of 
labour. 

A8 regards indirect taxRs, the original intention of the 
State, that the tax should be shifted in a certain manner r 
may not be realized at all or only partially realized, and here
also there may be yarious secondary reactions and after
effects. 

§20.: . Theory of incidence of taxation.-Tlle general 
principle of incidence is that the shifting of a tax can ordi-
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narily take place as between one person and another by a. 
change in the bargain between them; free competition and 
Cree play of the economic forces of supply and demand being 
assumed. With regard to taxes on particular commodities or 
services two propositions may be laid down. (i) 'The 
first is that, other things being equal, the more elastic the 
demand for the object of taxation, the more will the incidence 
of the tax be upon the seller. (ii) And the second is that, 
other things being equal, the more elastic the supply of the 
object of taxation, the more will the incidence of the tax be 
upon the buyer." Thus the greater part of a tax on luxuries 
(the demand for which is elastic) will be borne by the seller, 
for iC h~ tried to shift the whole of it by raising the price 
to the full extent of the tax, the demand would fall 
appreciably. The seller may therefore not raise the price to 
the fuU extent of the tax, preferring to keep up his sales. 
On the other hand, in the case of a. tax on a necessary of 
life, like salt, with inelastic demand, the greater portion or 
the whole of the tax, and sometimes even more than the 
tax, will be borne by the consumer, since the buyer cannot 
much curtail his purchases even if the price is appreciably 
higher than before. On the other hand, the supply being 
elastic, the seller can restrict it and will thus be able to 
(~harge a higher price. 

In considering the incidence of a tax on commodities, 
allowance must be made for the influence of the laws of 
cost (returns). Thus if a commodity is produced at increas~ 
ing cost per unit, a tax on it may not raise its price by the 
full amount of the tax since the marginal cost of producing a 
smaller quantity now demanded because of the higher price, 
wilIbe lower than before. If a commodity is produced at a 
diminishing cost, a. tax on it will raise the price by more 
than the amount of the tax, for the marginal cost of pro
ducing a. reduced quantity is higher than before. Therefore, 
the new price will be higher than the old price plus the tax. 
In the case of constant cost, there will be no change in the 
cost of production in consequence of change in demand and 
supply, nnd the price will rise by just the amount of the 
tax. 

(iii) A third factor that must be borne in mind in dealing 
with th~ incidence of. taxation is the question how far' sub .. 
stitutes for a commodity or correlated articles are also taxed. 
If they nre not taxed, the greater· portion of the tax will have 

I Dalton, op. cit., p. 5 ... 
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to be paid by the seller, since the consumer can turn to the 
non-taxed substitutes. 

§21. The incidence of tax on rent.-A tax on pure 
economic rent 01' unearned increment must ultima.tely be paid 
by the landlord. We have already seen1 that rent does not 
~1ffect the marginal cost of production on the no-rent land 
on which the price depends, and therefore the burden of a 
tax on rent cannot be shifted to the consumers. Nor can 
the tenant be made to pay it, since under competition he 
cannot retain any portion of the rent. This argument is 
based on the assumption that the tenant is already paying 
the full economic rent. However, if competition amongst 
tenants is imperfect, the tenant may be unable to shift a 
tax levied on him to the landlord, and may have to bear it 
wholly or in part. Or if the landlord is required in the first 
instance to pay the tax, he may be able to recoup himself 
by raising the existing rent until he is able to absorb the 
whole of the. economic rent. In this case again the ta.x will 
be partly shifted to the occupier. 

§22. Incidence of taxes on buildings.-This is by no 
means easy to determine. Ordinarily in the case of growing 
towns, the incidence of a tax on buildings falls on the occupier 
rather than the landlord, since demand for buildings is in
elastic. Moreover, the landlord expects a net return on his 
investment at the current market rate and looks upon a. tax 
on buildings as part of his expenses. At the same time, it 
is true that the supply of houses ·is not as elastic as that 
of less durable articles. Periods of business depression may 

; synchronize with brisk building activity, and the landlords 
will have to bear the greater part of the tax. Sometimes 
such a tax may be shifted to the purchasers of the products 
sold by the occupier. 

§23. Taxes on monopolies.-The incidence of a tax on 
a monopolist depends upon the nature of the tax imposed. 
If a fixed tax is levied upon the monopolist, its full incidence 
will fall upon him, since he may be supposed to have already 
fixed his price so as to yield him a maximum monopoly 
revenue. The same will be the case with a tax proportional 
to the monopoly gain. If the monopolist tried to raise the 
price, the equilibrium would be disturbed and his gain 
lessened. He would therefore prefer to bear the tax him
self rather than change the price which according to his 
calculation is yielding him the highest income possible. If, 

See ch. xiii, ~14. 
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however, the tax is proportional to the output, the monopolist 
will try to reduce output and raise the price if he finds that 
he can thus escape a greater loss in monopoly revenue caused 
by the payment of a. tax on a larger supply. 

PUBLIO EXl'ENDITURE 

§24. Classification of publlc expendlture.-A study of 
the actual expenditure of modern States gives us the follow
ing list;1 

(i) The maintenance and equipment of armed forces, 
including police, (a) in peace, and (b) in war. 

(ii) The administration of justice. 
(iii) The maintenance of the ceremonial head of the 

Sto.te. 
(iv) The maintenance of the machinery of civil Goyern

ment. 
(v) Public debt charges. 

(vi) Expenditure directly devoted to 'fostering industry 
and commerce' (e.g. consular service) and the performance of 
industrial and commercial functions, such as the supply of 
currency, conduct of postal service, transport services, etc. 

(vii) Social expenditure on health, education, old age 
pensions, poor relief, provision fur unemployment, etc. 

There are various other points of view from which public 
expenditure may be classified. 

(i) According to the. authority which incurs the expen
diture.-For example in India we have (a) National or ,Central 
expenditure on defence, currency and other matters-affectIng 
the general welfare; (b) Provincial expenditure on education. 
roads, justice, police and public works; (e) Lo~al expenditure 
incurred by local self-governing bodies. like Municipalities 
and District Boards, on services which affect the local welfare. 
such as local sanitation, street lighting, local education, water 
supply, local communications. 

It is obvious that there is a certain overlapping between 
these various authorities. Education and communications 
are instances in point, all the three typesof spending autho
rities being interested in' them one way or another. 

(ii) According to the nature of the benefits conferred. 
(a) s~cial benefits on particular members-oCthecommunity. 
such as bounties, pensions; or (b) general benefits on all 
members, such as general administration, Civil ~orks, defence. 
education. 

St'e Dalton, op. cit., pp. ]:)4..5. 
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§25. Productive and unproductive expenditure.-A dis
tinction is usually drawn between productive and unproductive 
expenditure. Expenditure on commercial undertakings, like 
railways, irrigation and harbour projects, is obviously pro
ductive. So is expenditure on education, parks, museums 
and libraries, public health and sanitation, although not so 
directly as in the former case. 

The best example of unproductive expenditure is the large 
amount of revenue spent on armaments and war, although 
it is not easy to maintain that such expenditure is in every 
case superfluous or unnecessary. It is, however, desirable to 
keep it as low as possible. Expenditure on police and inter
nal security and the administration of justice falls into tIll' 
same class, but is inevitable and necessary for preserving that 
security which is the first condition of economic progress. 

It is hardly necessary to point out that simJ!ly because a 
certain item of expenditure is productive, it does not follow 
that the State would be justified in incurring it. It is only 
when State expenditure is likely to promote the general 
welfare more effectively than private expenditure that State 
intervention is desirable. \Ve must also carefully consider 
whether any benefit conferred by Government expenditure 
is not outweighed by possible adverse effects on saving and 
growth of capital due to the taxes levied to secure the 
necessary funds. 

§26. Public expenditure in relation to distribution 01 
wealth.-Expenditure incurred by the State has important 
~ffects on the distribution of wealth. Old age pensions. 
minimum wages laid {lown by law, expenditure on the edu
<.'ation of the masses, public amenities such as parks and 
museums financed by progressive taxation of the rich, etc .. 
tend to have a far-reaching influence upon the distribution of 
income and supply a corrective to the ghiring inequalities 
of ~ealth under the present economic organization. Here 
ag-am the effects of such expenditure on the industry of the 
classes who receive the benefit and on the savings of the 
classes taxed must be weighed carefully. 

§ 27. Theory 01 public expenditure and 01 governmental 
functions.-\Ve may conclude the discussion of public expen
diture by a brief exposition of the theory of public expendi
ture, which is closely bound up with the theory of 
~oyernmental func!ions. The older English writers (Adam 
Smith and the classical school of political economy in 
England) failed to develop a theory of expenditure. as their 
laissez-faire ideas set very narrow limits to the functions 
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undertaken by Government. The sole duty of the State, 
they thought, was to protect the life, liberty and property of 
individual.; from violence or fraud. All expenditure by the 
.state beyond that necessary for the preselTation of the com
munity against internal disorder and external aggression was 
11eM to be Bheer waste and an undue burden on the commu
nity. 'fhe individual, it was assumed, understood his own 
interest best, and the best way of achieving the greatest good 
of the ~l'eatest number was to leave every individual 
:J.bsolutely unhampered to pursue his own interest as he 
understood it. The function of the Government was limited 
to providing the necessary conditions for the exercise of ··indi
vidual liberty. For about a century (from the middle of the 
t'ighteenth to the middle of the nineteenth century) this 
theory of Governmental functions was dominant. But the 
~l'a\"e Roeial evils which were seen to follow un~er a laissez
jllire regime lent great point to the vigorous criticism to which 
2t was subjected from a soci~listic angle, and the net result 
1138 been IL great extension of State activity. We may be 
'Said to be face to face today with 'Wagner's 'Law of increasing 
State nl'tivities' according to' which there is a persistent ten
dency both towards an extensive and an intensive increase in 
the functions of the State: 1 One reason for increasing State 
activity ill that the State has ~reatly improved in modern 
times in its efficiency, and its superiority for many purposes 
()ver private agencies is being more readily admitted. Again, 
certain modern developments, especially the striking growth 
()f towns, has ma.Je it necessary for the State to assuine new 
functions, e.g. with regard to public health, and hygiene, 
which could not well be left to private enterprise. . 

Under socialistic influences. public expenditure is being 
freely incurred -fo supplY- tarious amenities of life to the 
masses, such as parks, mu~eums, art galleries, libraries, free 
primary educution, free medical inspection of children, etc. 
The war was n powerful influence making for a great exten
'Sion ~e sphere of State acth·ity and expenditu~e, and 
the tendency has been further strengthened by the economic 
~lfpr~!lsion of the last few years. The apparent hefplessness 
o pn\"ate enterprise in bringing about revival has caIle4 forth 
economic plans on a comprehensi,e scale initiated and enforced 
by the State. 'Ve ma~' leave out the altogether exceptional 
('use of Ru;;;;ia and its f'l.mous five-year plans. But even 
in the old capitalistic countries, based on individualism 

• See Dalton, op. ('it., p. i91. 
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and private property, the State finds itself compelled to 
under1(ake new functions and expenditure-witness the 
American experiment of the New Deal launched by President 
Roosevelt. The growth of the spirit of economic nationalism 
and the universal quest for economic self-sufficiency are also 
tending to increase State activity. Much of this restless 
activity may be on the whole necessary and beneficial. But 
on the debit side we must count the inconveniences and 
dangers attendant on it. Firstly, there is danger of a vast. 
State bureaucracy being called into existence and a large 
army of State employees pressing their claims for specially 
favourable treatment. It is also a question how far the 
economic arts can be maintained with the progressive narrow
ing down of pri,ate enterprise. Another grave aspect of the 
matter is the rapidly growing increase of State expenditure 
with its accompaniment of heavy taxation, which may haH~ 
an adverse reaction on trade and industry and on the growth 
of capital. Further, we must consider the harmful tendency 
towards public extra,agance which in some cases may have 
a positively demoralizing e£fect. For instance, the systenl 
of unemployment relief, unless carefully watched and COIl

trolled, may seriously weaken the moral fibre of society. 1 t 
is very desirable that public expenditure should not exceeu 
the taxable capa.city of the people. It should also hI' 
remembered that the need for economy and avoidance of 
waste are.at least as great in public as in- private expenditure. 

§28. Economic functions of the state.-From the forE'
going survey, it will have been clear that the economie 
functions of Go,ernment are becoming wider and wider. 
Even the non-economic functions, such as defence and jus
tice, have generall~' an important economic bearing. We 
sha.ll, however, DOW consider the functions that are directly 
economic. 

(i) In the first place, the State may itself own anti 
manage economic enterprises. These enterprises are of grow
ing importance in the sphere of central as well as local Gov
~r~ment. When local authorities undertake such enterprises. 
It IS referred to as Municipal Socialism or Municipal Trading. 
The manufacture of armaments and ammunitions, which are 
vital for national defence, must be directly under State
management. Certain monopolies· like the Post Office. 
currency, the suppli of water. gas, street traction are passing 
more and more into the hands of the State. the justification 
bei?g that if they ar~ owned and managed b~- private people. 
",enous abuses are hkely to creep in, and State regulation 
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may be difficult, if not impossible. Or again, the State may 
justifiably own and manage necessary enterprises to which· 
private capital is not likely to be attracted or in which tht> 
return to capital may be distant and uncertain. Examples of 
this are railways and irrigation works in certain areas, affores
tation, road-making, etc. Lastly, the State may be called 
upon to undertake as p'ioneer certain industries in order to. 
prepare the way for subsequent private enterprises. 

(ii) In the second place, the State may seek to regulate 
certain economic activities under private enterprise . We· 
have already referred to the need for controlling such social 
monopolies as are left in private hands. Anti-adulteration, 
laws offer another example of State regulation, as also factory 
legislation and the regulation of wages, Workmen's Compen
sation Acts, marine regulations, and the regulation of weights. 
and measures. 1 

(iii) In the third pluce, the State may encourage certain
economic activities and industries through protective dutieso 
and bounties and Bubsidies, Government purchases of private
stores, Imperial Preference, 'l'rade .Agreements, etc. 

§29. Social activities of the State.-These occupy an 
intermediate position between non-economic functions such 
as defence and justice on the one hand, and the economic:, 
functions of the State on the other. General and technicaT 
education, provision of parks, libraries, village uplift, pu~liC" 
health, housing schemes for the benefit of the working classes_ 
poor relief, unemployment allowances and social insurance
all these activities imE!:O'\;e the economic efficiency of thE'" 
people 'in the long run and therefore the outlay of State funds 
on them is more than merely humanitarian in character. 

PuBLIO DEBT 

§30. The nature of public debt.-The payment of 
interest and the repa.yment of the principal thereafter form 
part of public expenditure UIitil the debt is cancelled. In 
case the loan is used productively it may create assets whiclr 
may become available in time to meet these charges. Or at 
lenst they will be there sooner or later to reimburse thE'" 

• 'Perhaps the State is most nseful as a means of providing standards; 
t.his is positive work of great value; ••• The State provides standards or 
weight! and measures, of purity, e.g. milk. and of money.'-M. Briggs. 
Textbook oJ Economics • . pp: 855-6. Her~ the object of the State inter
vention is to prevent abuses of private enterprise and to ensure fair play
to. and the safety of. the consumer. or the worker. 
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national exchequer for the ~penditure incurred. There will 
o()f course be nothing to show against loans for unprodllctiw 
purposes like war, and the additional taxes that will be 
necessary for repaying them represent a dead loss to the 
nation. 

Historically, public credit may be regarded as the de\'e!op
ment of priva.te credit; in England, where the l(ing was both 
in theory and in practice the financier of the nation, the 
security for State loans was originally his personal credit. 
The repudiation of debt by Charles II compelled Parliament 
to intervene and assume control over the national debt. The 
Bank of England (1694) had its origin in a public debt tmns
action. The growth of Parliamentary control together with 
the economic advance in England led to a striking develop
ment of the National Debt. 

Public credit differs in two ways from private credit. 
(i) On account of its sovereign power the State may cOlllmand 
where private persons may only persuade, as in the case of 
forced loans in the past. Nowadays, however, the State 
seldom uses its sovereign power in this manner. The rise 
o()f constitutional government and the offer of the general 
revenues of the State as security have greatly improved the 
-credit of the State. which is now generally able t.Q borrow 
without using any kind of force and on appreciably ('heaper 
terms than individuals or corporations (except in countrie!'! 
suffering from chronic anarchy and misrule, as some of the 
-South American States). 

(ii) Secondly, public credit is relatively more lasting 
than private credit since the State is a corporation that never 
·dies, and therefore the State can borrow more easily than 
individuals can for distant objects and long periods. 1 

• 

§31. Uses of public loans.-We may now indicate some 
general principles which should regulate public borrowings. 

(i) In the first place, temporary loaM may be floated 
to meet an unforeseen or casual deficit.-It would be unwise 
to disturb the taxation system for such purely temporary 
purposes. Short-period loans (e.g. in the shape of Treasury 
Bills) are also justifiable during periods of slack revenue col
lections. as in the sowing seasons in India. It is, however. 
1\ most unsound financial practice to meet continual deficit!'! 
by f;;J)Ort-term loans (as in the case of the Government of 
lndia's deficits during 1918-23), Such accumUlating tempo
Tary debts must eventually be 'funded', i.e. arrangement~ 

1 .1. S. ~icholson. Principles of Political Ec.()nMflY. vol. rn, p. 405. 
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must be made for the payment of the interest charges and 
tb~ capital sum. 

(ii) Secondly, public borrowing is necessary to meet an 
.emergency like war.-As a matter of history this has in fact 
been the principal cause of national debts, and the war of 
1914-18 has "been responsible for a stupendous increase in 
them in all the belligerent countries. 

§ 32. How should war be financed ?-There has been 
:Rome controversy as to how far wars should be financed by 
loans and-bow far by taxes. 

(i) The greatest argument for war loans is that it is 
.quite impossible to depend on taxation alone for raising the 
-enormous sums necessary to conduct a modern war. (ii) Fur
ther, when a war is actually in progress it is necessary to 
keep up the morale of the people. If taxation is oppressively 
heavy this object will not be fulfilled. (iii) Lastly, it is not 
just to throw the whole burden of the war on the present 
:.l"eneration by raising the necessary money by taxation alone. 
A war may be supposed to be fought in the national interests, 
,ttfecting future generations also, and therefore they should 
be made to slioulder some part of the burden by being called 
upon to pay the interest charges and repay the principal of 
long-term loans. 

As against these arguments, it is contended that: (i) War 
-expenditure should be financed mainly by taxation, since 
under the influence of patriotism people. are willing to bear 
11eavier _burdens than in peace time, and it is wholly legiti
mate to take full advantage of this spirit of self-sacrifice. 
Also such a policy would exercise a much-needed check on 
private extravagance during a. time of national peril.' (ii) 
Secondly, war loans under the present monetary and banking 
-system tend to bring ·inflation of currency and credit, and 
therefore a sharp rise in prices and all the disturbing conse
ofJuences that follow in the wake of a depreciated currency. 1 

The subsequent reaction and fall in prices are equally dis
tlu'bing and inconvenient to the community at large. It is 
therefore much better to raise the necessary money by 
taxation, which has the further advantage that it saves the 
n!1tion from the millstone of high interest charges an'a: the 
post-war heavy taxation to meet such charges. The burden 
of these charges "is felt to be particularly hard to bear 
\)eCu.llse the" loans are for purely destructive purposes an"d 
('reate no assets. (iii) Thirdly, as regards the contention that 

I See c:h. x, §§ 23 and 35. 
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future generations should be made to pay at least part of the
burden, in the first place, it may be questioned how far it 
is just to saddle posterity for the mistakes of the present 
generation. Even assuming that it is just to do so, there i~· 
the economic aspect of the matter which cannot be ignored. 
Since a war means so much sacrifice of existing wealth ,. 
material and non-material, the main bW'den of it must fall 
on the existing generations. It cannot be shifted to poste
rity. In so far as the war is financed by internal loans thc 
only result would be a change in the distribution of the
wealth of future generations as compared to that of the 
present generation, the war-bond holders of the future gene
ration being favoured at the cost of the other citizens. It 
is only by raising external loans that the burden of the wat·· 
could be to some extent placed on the future generations. It 
is of course necessary not to push taxation to such limits as· 
to make people lose heart when a war is on. They must, 011 

the other hand, not be encouraged to pursue an unduly 
aggressive or extravagant policy, and there is nothing likc· 
taxation to foster sobriety· in these matters. 

Weighing the pros and cons we come to the conclusioll 
that we have to resort to taxation as well as to loans. The
present tendency is to resort too readily to loans, and this. 
must be resisted. It is desirable to push taxation as far as 
it will go for financing war expenditure. 

§33. Loans for productive and unproductive obJects.-A 
very important use of public borrowing arises in connexion 
with public works, which may be divided into two classes: 
(i) Productive works like the Indian (commercial) railways 
and irrigation canals; and (ii) Unproductive works, such as 
public buildings or technically unproductive objects like 
education. Loans for financing productive works hardly neeeT 
justification. They are self-liquidating or reproductive, i.e. 
they create sufficie!).t assets in the long run for paying botJ. 
interest charges and the principal. Moreover, they add t() 
the pro.ductive resources of the community and promote its 
economIC development. The duration of these loans shou1eT 
be regulated by the period durin!Y which the benefit of SUcll 
works is expected to last, and btheir repayment should b~ 
spread over this period. being effected in suitable instalments. 
The same purpose could be served by providing for a sinking
fund calculated to provide at the end of a certain period an 
amountsufficlent to repay the loan. 

As regards unpro"ductiw loans for financing public build
ings, parks or museums; education, etc., the older economist;; 
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'Were inclined to disapprove of them on the ground that such 
()utlay did not directly pay its way. Modern economists 
take IL Jess conservative view and are prepared to allow the 
use of loan funds on the broad ground .that such expenditure 
is calculated to promote the economic faculties of the nation 
,nnd that the return is more than sufficient in the end to 
~over the initial outlay. 

§34. Internal nrsua external loans.-In the end it may 
be added that internal loans should be preferred to loans 
!I."uised abroad. The former involve a mere redistribution of 
wealth in the country itself. The, latter may lead to political 
~nd other complications. At the same time, when capital is 
not available within a country there is no harm in raising 
it abroad subject to proper safeguards. 

SUMMARY 

'rhe treatment of Public Financ~ falls into four divisions: (i) Publie 
lrevenue, (ii) Public Ilxpenditure (including the economic functions of the 
'State), (iii) PubliQ debt, and (iv) Financial/administration. The last being 
:nn administrative question is omitted here. 

There al'e three main systElma of Public Finance: ti) The system of 
pl'edetermined income, expenditure being adjusted to income; (ii) The system 

oOf predetel'mined expenditure, income bein, adjusted to expenditure; (iii) The 
o('ommercial system, under which neither income nor expenditure is fixed 
O.dorehand. 

PUBLIO REVE~UB 

The Bources of public revenul! can be divided into the following classes: 
.(i) Direct revenue or nou·taxation revenue; (ii) Derived revenue, i.e. revenue 
-derived from the income of citizens by means of taxes, fees, etc.; (iii) Anti
oeipated revenue (public debt); (iv) Miscellaneous, i.e. tributes, fines, gifts, 
<currency profits, etc. 

Taxation 

'A tax is a compUlsory contribution of the wealth of a person or body 
oQf persons lor the service 01 pv,bli~ pOlDers.' The contribution is (i) com
pulsory; (ii) may be in the form of money or goods or services; and 
(iii) used for purposes of general utility, no attempt being made to return 
to every individual taxpayer benefit exactly equivalent to what he pays 
as tax. 

Unlike a tax, a Ice is a tloluntar" payment for a .peci/ic benefit receil'ed 
by the individual paying the fee. 

The canons of taxation are: (i) equality, (ii) certainty, (iii) convenience, 
(iv) economy, (v) productivity, (vi) elasticity, and (vii) simplicity. 

The canon' of equality is of great theor~tical importance and is the 
parent of a DllInher of distinct theories, sllch as (a) the equality of sacrifica 
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theory. (b) the faculty or ability theory. (c) the benefit theor~·. Bud (") th" 
social function of taxation theory. 

According to the equality of sacrifice tlieory. the sacrifice uked for by 
the State from different individuals should in fairness be equal. A. applied 
to income·tax. this theory offers justification for the widely prevalent 
practice of (i) exempting a certain minimum income lrom taxation altogether, 
and (ii) adopting the principle of progression. The .ame practice can al ... 
be justified with reference to the tlieory of faculty or ability. which BCt. 

out not to equalize sacrifice but to exact from different taxpayers what 
each can afford. The equality of sacrifIce theory is subjective because it 
concerns itself with the feelings of the taxpayer. The lacnlty theory i. 
objective because it concerns itself with an objecti"e lact. namely, the 
"bility of the taxpayer to pay more or less. 

As regards progressi~e taxation. those who advocate it rely more on 
the equality of sacrifice theory than on the faculty theory. and from thi~ 

point of view the objections raised against it are that it is impossible to 
measure the degree ol sacrifice in each case. 

Other objections are that since we do not discriminate between tbe 
rich and the poor in other things (e.g. in the market the rich and the poor 
alike pay a certain fixed price lor any given article) there is no reason 
why we should discriminate in taxation. If it is said that by taxation 
wo want to redress the inequalities of distribution the retort i. that th" 
proper object of taxation is revenue and not social justice. 

In spite of these objections the case for progression is strong. In givillg 
practical effect to it, however. the usual precautions (which apply to all 
taxation whatever) should be borne in mind. Taxation should never be 
so heavy as to injure the motive for saving and strengthen beyond control 
the desire to evade. 

Tho benefit theory does not offer a sufficiently broad basis for taxation. 
and if pushed to its 199ical conclusion may lead to various absurdities. 

The social function theory calls attention to the fact that although the 
main object of taxation is and ought to be revenue, it may to some small 
extent also be used for various desirable social purposes. 

Othe~ practical rules of taxation are that the taxpayer should not be 
left in any doubt as regards what and when he has to pay. and his con· 
\"enience should be consulted as far as possible. Again, the cost of col. 
lection should bear a reasonable proportion to the amount ~ollected, and 
taxes should be productive rather than numerous. 

The various rules and canons are for general guidance. It is im
practicable to ensure obedience to all of them in the case of every single 
tax. The taxation system as a whole. however. should be regulated in the 
light of these various principles. . 

Taxable capacity.-Taxable capacity is wealth produced minus wealth 
cousumed plus wealth used for replacements. repairs and renewals. Tax· 
able capacity increases or decreases according to whether the public revenue 
is well or ill used. Taxable capacity further depends (i) on the size of the 
per capita income; (ii) on whether the distribution of wealth is even or 
uneven (uneven distribution-however objectionable in other waYiJ.-incrcase9. 
taxable capacity). 
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Direc' and indirect taxe,.-Direct taxes fall and ar~ intended to fall on. 
the persona from whom they are collected. Indirect taxes are in the first, 
in8tance collected from one set of persons, but they are shirted, and are 
intended to be shifted, to another Bet of persons. 

Direct taxel have th~ advantage of creating a sense of responsibility 
among those who pay them. They also check Governmental extravaganc .. 
and are easier to grade so as to distribute the burden of taxation equitably. 

Indirect taxes are less difficult to administer and less expensive than 
direct taxel. Again, if it is II sound political principle that every citizen 
should be made to contribute something towards the expenses of the Stste. 
this principle can conveniently be enforced only if we rely upon certain 
indirect taxe8. 

On tho whole, however, direct taxes are to be preferred, and their pre
dominance may be taken as an index of advallced ecollomic, political and 
Bocial development. The great point ill favour of indirect taxes is that they 
enable governments to raise a considerable revenue without exciting dis
content. This is, however, not an unmixed blessing. 

The impact of a tax is on the person who first pays it; the incidcllce 
Is on the person who ultimately bears it. 

In the case of direct taxes, impact and incidence are intended to be 
ou the samo person or persons (though thll intention may not altogethel
be fulfilled). In indirect taxes, the intention is that the original payer 
should shift the burden, to someone else (though here again facts may not 
precisely correspond to intention). 

As beeween buyer and leller, if demand is elastic, the burden of a 
tllX tends to fall on the seller; if supply is elastic, it tends to fall on the 
buyel'. . 

The manner in which thll price of a taxed commodity is affected will 
depend upon the relation between volume of production and cost of the
commodity. 

If along with a commodity, Bubstitutes for it are also not taxed, the 
tax will be paid mostly by the Bellilr. 

A taJ: on 'economic rent' cannot be shifted by the landlord on to either 
the tenant or the consumer. 

The incidence of taxes on buildings depends upon the relative intensity 
of supply of· and demand for buildings, about which generalization is not. 
possible, 

A fixed tax on monopoly profits will be paid by the monopolist. A 
tllX 1"'oportiollul to Olltpllt may fall partly on the consumer. 

PUBLIO EXPEllDlTURB 

Public expenditure fans under the following main heads: (i) Internal 
and external security; (ii) Maintenance of the machinery of Government; 
(iii) Service of debt; (iv) Industrial and commercial functions; and (v~ 

Social expenditure. 
It can also be classified (i) according to the authority incurring it, as 

national, provincial or local; (ii) according to whether its benefits ar~ 

general or reach particular groups of people; and (iii) according to whether 
it is productive or unproducti\·e. 
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. Public expenditure may have for-reaching effects on the production and 
..Jistribution of wealth. 

The field of public activity and public expenditure has been greatly 
.enlarged in recent times owing to (i) the general abandonment of the 
laissez-faire policy; (ii) the greater efficacy of State activity a8 compared 
to private. IIctivity in certain important matters; (iii) the influence of 
.socialistic thought; (iv) the challenge of the world-wide economic depression 
of the present times; and (v) the growth of economic nationalism. 

Although much of this State activity may be necessary, the individualist'. 
-objections have not altogether lost their point. The dangers to be guarded 
.against are (i) Red-tapeism and a grasping and selfish bureaucracy, (ii) 
Deterioration in thll arts of production due to the weakening of individual 
initiative, and the restriction of the scope for private enterprise; (iii) Public 

oextravagance and expenditure pandering to the populace and demoralizing 
it. 

The economic fUlictions of tile modern State can be enumerated as 
follows: (il Enterprises may be owned and managed by. the State directly, 
-e.g. some of the railways in India; (ii) The State may regulate private 
enterprise in the interests of the public; and (iii) The State may encoursge 
.certain private economic activities. 

In addition to these functions, the State usually undertake. a number 
of other functiona not in themselves economic but tending to impro\'e the 
-economic efficiency of the people through education, sanitation, etc. 

PUBLIC DEBT 

All modern States have a large public debt, partly producti"e and partly 
.unproductive. 

As a logical corollary of the theory of State sovereignty, the State can 
Taise forced loans, which private individuals cannot (modem States, how
-eyer, SelJOIll exercise this power). 

Public debts can further be of much longer duration and can generally 
be raised at more fayourable rates than private loan8. 

Temporary loans are justifiable for meeting temporary deficits. But it 
'is not a sound practice to have constant recourse to short-term loans for 
meeting budget deficits. 

Modem wars are so expensive that it is impossible to finance them 
~holly by taxation. Any attempt to do so is likely to be futile aud to lead 
-to discontent and depression of spirits and seriously to prejudice the 
prospects of victory. On the other hand, as much money as it is possible 
to raise without bringing about these evils should be raised by taution 
since it is good that people should realize that war involves sacrifice. Full 
",dvantage should also be taken of the patriotic willingness of people during 
war-time to undergo sacrifice. It is further necessary to minimize tbe aTil 
-economic consequences of excessive public loans. 

Both productive and unproductive loans are necessary for the State to 
be able to discharge its functions properly. 

Loans should as far 8S possible be internal rather than external. 



CHAP.TER xvm 
.UNEMPLOYMENT AND THE TRADE CYCLE 

§1. Unemployment.-Unemployment may be regarded 
as the shadow side of economic progress. The unemploy
ment problem in its present form is a. special product of the 
Industrial Revolution. In the pre-wa.r period the margin of 
unemployment in England varied from 2%, even at the 
height of industrial prosperity, to 12% in times of economic 
depression. Since the conclusion of the war, however, un
employment has assumed much mote alarming proportions 
in many countries of the world. • At the beginning of .1932, 
there were at least 25,000,000 unemployed in Europe and 
America, and this total was at least four times as great as 
the total three years before.'l This estimate, it may be 
remarked, leaves out of account the unemployed in the 
~ountries of the other continents. , . 

§2. Causes of unemployment.-The adverse effects~ 
social, economic and political-of unemployment are ·obvious. 
Apart from individual hardship' and the sense of economic 
uncertainty caused by it, prolonged unemployment affects dis
astrously the. efficiency....9( workers and saps the moral fibre 
of society. The gra.ve discontent it generates is 8Jso fatal 
to social· and political stability. -

In the first place, we may distinguish between unemploy
ment in particular trades and unemployment of a more 
general character aitecting many trades and several coimtries 
simultaneously. . '. 

As regards unemployment in particular tr.aaes, there ara 
certain season.aZ.t.r.ades. such as agriculture, building, cotton~ 
ginning ana fishing, in which demand for labour is also 
natura.lly seasonal. India. being primarily agricultural,' sucn 
seasonal unemployment constitutes one 6f its majOr probleIIis~ 
During the slack season in agricultUre, especially in areas of 
dry fa.rming, the cultivators and agricultural labourers have 
no work for about four to six months iIi the year. Inter-trade 
adjustments and a. well-regulated and brisk contact between 
town and coun~ry life may mitigate to some extent the hard~ 
ships arising from this kind, of unemployment. In India. the 

• G. D, B, Cole. Th, Int,lllgmt Man', Guid, through' U'orld 'Ch~~; 
p.811. 
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problem is particularly acute owing to the absence of 
subsidiary occupations. 1 

Changes 01 fashions and taste, which particularly affect 
the textile and luxury trades, and the introduction of new 
processes and 01 labour-saving machinery are other causes 
of maladjustment and unemployment. Owing to constant 
fluctuations of demand which cannot be controlled, a fluctu
ating but permanent margin of unemployment appears to be 
inevitable in the modern economic system. A certain 
percentage of 'waiters', or a reserve of labour, seems to arise 
which is drawn upon more or less by industry according to 
need. In the post-war period the rapid spread of rational
ization of industry, especially in the U. B.A. and Germany, 
has been responsible for a good deal of unemployment. 

§3. The trade cycle in relation to unemployment.-A 
more serious problem is presented by widespread unemploy
ment of a general character affecting practically all industries 
in all countries simultaneously. There are widespread 
periodic movements of trade depressions which alternate with 
business prosperity and booms, in a definite rhythm based on 
the internal working of the economic system. In the pre-war 
period, it was observed that economic depressions or crises 
occurred roughly once every ten years. Latterly, this 'trade 
cycle' seems to have shortened, and its duration appears to 
be now seven rather than ten years. The present depression 
is not wholly due to the usual periodical turn in the tide of 
prosperity. Various new factors have aggravated, if not 
originated it, such as inflation of the main currencies of the 
world since the war, war debts, reparations and the disloca
tion of normal economic life caused by them, the collapse of 
industries like the engineering and steel industries which had 
been overstimulated during the war, the network of tariffs, 
and other commercial barriers. 

§4. The trade cycle.-Trade and industry are to be 
imagined as perpetually revolving through a series of phases 
which together constitute a cycle. When one cycle is com
pleted, another one begins, reproducing the same general 
features following each other in substantially the same 
sequence. The description of the cycle may be begun at 
a.ny of its different stages. For example, let us suppose we 
begin at a point where trade and industry are showing signs 
of recovery after a period of depression. Prices and profits 
are rising and production is being extended, especially in 

I See Part II, ch. iii, §15. 
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the case of industries producing capital goods (e.g. iron and 
steel). Since wages, interest and other fixed charges do not 
rise as fast as prices, employers, producers and business men 
are experiencing a. boom. There is everywhere a. spirit of 
optimism, and optimism in course of time degenerates into 
110 spirit of gambling. Exc;essive risks are taken, unsound 
companies are floated, and the process is made all the easier 
because credit is made too. freely available by banks for 
financing all kinds of ventures, the banks, like everybody else, 
being affected by the all-pervading spirit of excessive buoy~ 
ancy a.nd hopefulness. But eventually troubles begin to 
appear. Wages and other costs rise; profit margins are cut 
down; inefficient business units, after a brief spell of hectic 
existence, begin to tot!er; bankers get alarmed and restrict 
credit by raising their money rates; stocks accumulate; prices 
fall; business concerns' are pa.ralysed, and unemployment 
becomes widespread and acute~ The period of depression 
thus begins, its advent being usually signa.lized by the failure 
of one or two large business concerns or financial houses. 

This depression sooner or later supplies its own correctives. 
The very curtailment of business activity leads to the gradual 
deflation of stocks, and after a period of quiescence, 
characterized by low prices and low costs, business activity 
is resumed under the pressure of consumers' demand and 
renewal of business confidence. Employment expands, bank 
credits begin to be reissued, and the cycle begins its upward 
movement again.l 

§5. Theories of the trade cycle.-Economists are divided 
among themselves as regards the exact caus~~ 9Lthe trade 
cycle. Various theories have been put forward from time 
to time, and some of these are given below: 

(i) Physical theory.-This was suggested by W.S. 
Je'{9lls and is known as the ''tun-spo~ theory'. According to 
Jevons, economic crises occur owing to the periodic appear;. 
ance of spots on the surface of the sun affecting meteoro
logical conditions and, through them. harvests and 
agricultural production. Agriculture being the basic in"dustry, 
all other industries and economic a.ctivities are also affected,. 
This theory _stand~ __ discreditedtoday on the ground that it 
exaggerates the climatic factor and ignores financial, 
industrial, and social causes of trade fluctuations. 

- (ii) The psychological theory.-According to this theory, 
trade fluctuations arise owing to the rhy~ic movements of 

I See Encyclopedia Britannic.a, vol. xii, Article "on ~Unemployment'. 
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the human mind. In business as elsewhere the human mind 
is subject to waves of elation and depression. Business men 
like others are subject to the herd instinct. Optimism breeds 
further optimism, as pessimism in one quarter gives rise to 
pessimism in others. We thus get the upward and the 
downwarde movements of the trade cycle. Thus industrial 
fluctuations arise owing to errors of over-confidence and mis
calculations regarding demand, and when the inevitable 
depression sets in it is aggravated by excessive and often 
unjustifiable pessimism. 

This psychological explanation doubtless contains an ele
ment of truth, and it also does succeed in accounting at least 
partially for the manner in which. the successive phases of a. 
trade cycle appear. At the same time we must go behind 
these mental phenomena which are themselves influenced by 
certain objective factors like money and credit affecting 
industrial progress. 

(iii) The monetary theory.-According to this theory it is 
the defective working of the monetary and banking structure 
that puts our industrial system out of gear from time to time. 
It is suggested that the banks, after allowing credit to expand 
to a point, suddenly contract it; thus credit stringency causes 
business stagnation. This theory is generally favoured by 
business men, who are always for a policy of easy money. 
It also enables them to shift the blame for depression on 
to other people than themselves. It is true that bankers like 
all men are liable to commit errors, and it is probable that 
sometimes they allow credit to expand unduly before crying 
halt. At the same time contraction of credit may be 
urgently needed whatever immediate inconvenience it may 
cause,_ and bankers should not be blamed uncritically and 
indiscriminately every time they adopt the policy of con
traction. After all it must be remembered that the natural 
bias of banks is in favour of expansion rather than of con
traction of credit, because expansion increases and contraction 
diminishes their volume of profitable business. If they 
deliberately contract credit the presumption should be that 
there are sound reasons for such a policy. Nor must we 
forget that in most countries legislation, commonly admitted 
tl) be necessary, exists by which limits are imposed on the 
expansion of credit by banks. Again, so long as credit 
systems are to any large extent based on gold, variations in 
the supply of gold will cause corresponding variations in the 
supply of. money and credit, and therefore fluctuations in 
prices inducing trade booms a.nd depressions. This question 
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however has already been discussed in Chapter X. On the 
whole our general conclusion is that while monetary .factors, 
by producing disturbances in the price level, cause economic 
upheavals, indu.strial fluctuations cannot be adequately 
expla.ined with sole reference to factors connected with them. 

(iv) The under-consumption (o'Der-sa'Ding) theory.-This 
theory has been ably propounded by J. A. Hobson., He 
argues that .in our present economic organization wages lag 
behind prices, and therefore when trade is expanding and 
prices are rising, business profits increase faster than wages. 
This results in over-sa.ving and over-investment, especially in 
the constructional (basic) trades turning out capital goods 
(iron and steel, engineering, 'etc.). The demand from the 
great mass of consumers lags behind, and is soon outstripped 
by productive activity. This results in the jndustrialsystem 
being congested with unsold products, and business stagna
tion and, unemployment ensue. 'This theory, however, does 
not explain why slumps elid and prosperity returns. 
, G. D. H. 'Cole suggests that 'slumps end and business 
prosperity returns partly because ,economic progress is the 
normal condition of the modern business world, put also 
partly because either some fortunate event (e.g. fresh dis
coveries 'of gold, opening-tip' of undeveloped: areas, etc.) or 
some policy deliberately 'pursued <e.g. reversal of banking 
policy in the 'direction of cheap money policy) suffices to 
correct the tendencies making for depression and to bring 
.about a reversal'. J.,' . 

There is ·thus no single all-embracing explanation of the 
trade ,cycle and the cyclical unemployment. that· follows 
in its wake. A number of complex forces are obviously at 
work. W ehave a.lready shown that under the capitalistic 
system of today, production is uildertaken long in antici
pation of demand, that the producer is often separated from 
the final consumer by a long chain of middlemen,and that 
the chances of committing errors of calculation are great, 
especially when it is remembered that businessmen are 
highly suggestible and susceptible to the herd Instinct. 
Banking and monetary policies operating through price 
changes and the tendency in modern communities to over
save and over-invest play their own part in producing dis
locations of the economic system. 

§6. RemedIes for unemployment.-(i) In the first place, 
there are' certain palliat~v~~_.~~_~~~o~Y.3.change$ which, 

• Cole, op. cit., pp. 849-3. 
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by supplying information to prospective employers and em
ployees, tend to promote the mobility of labour. They are 
also useful in securing the continuity of employment even 
for labour engaged in seasonal employments. 

(ii) There is really no way of preventing unemployment 
in particular trades arising from changes of fashion and of 
taste, which are inevitable in a. progressive dynamic society. 
'What is possible is relief by prompt adjustment, e.g. by en
abling labour affected by slackness in one industry to transfer 
itself quickly to another industry which may just then be 
entering on its busy season. 

(iii) So far as unemployment is due to cyclical fluctu
ations, it is not easy to suggest preventive measures. Better 
banking and monetary policies and systems, better education 
of business men, increase in useful current public expendi
ture, conscious economic planning by the State, a. better 
adjustment between production and consumption, or between 
saving and spending, should all tend to reduce the severity 
of unemployment. The present unemployment is to no small 
extent due to the sabotage of commercial relations (by tariff 
barriers, dumping, etc.). We may hope for a. better appreci
ation of the economic interdependence of nations and a. 
gradual removal of these restrictions. But it is difficult to 
say how long it will take for nations to shake themselves 
free from these self-imposed fetters. 

Assuming, however, that industrial fluctuations and 
periodical unemployment are inevitable under the present 
economic system, we must proceed to consider methods of 
meeting them. 

(iv) It is suggested that construction of public works such 
as roads, canals, railways, housing, 'drainage schemes and 
hydro-electric projects, with the help of money borrowed by 
the State (by the central Government and the local autho
rities), should be undertaken in a. period of trade depression. 
when private employment shrinks, in order to absorb the 
unemployed. 1 The usual criticism of such a. plan is that it 
merely leads to extravagant expenditure of public money and 
much waste due to the ineptitude of public administrators 
who' have no personal interest in the success of the under
takings. State provision of work on a. large scale bas been 

1 J. M. Keynes, who is an ardent advocate of public works, has explained 
his scheme of attack on the present depression through loan expenditure 
on such works in his recent book, M ea1Ll to Prosperit,. 
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undertaken in the present slump in the U.S.A., Great Britain 
and some other countries. It is also justified on the ground 
that large State expenditure on public works in times of 
persistent trade depression is useful in stimulating private 
capitalists and entrepreneurs, as State expenditure creates 
an indirect demand for their activities. If such a. policy is 
wisely conceived, it will, no doubt, result in the development 
of national resources. But actually the schemes may not 
be well planned or well carried out. Lastly, there is a limit 
to what the State can usefully spend and afford to spend in 
this way during a given period. 

§7. Unemployment Insurance.-Unemployment insurance 
has played and is playing a. part of growing importance in 
giving relief to the unemployed, the victims of trade 
depression, in countries like Great Britain and Germany. 

Towards the end of the last century it was realized that 
unemployment was an insurable risk and that it was the 
duty of the three main parties concerned-employers, the 
employees and the State (the last being interested in the 
economic welfare of the nation as. a. whole)-to bear the bur
den and to distribute it among themselves. Great Britain 
passed the Compulsory National Health Insurance Act in 
1911, Part IT of which for th~ first time provided for com
pulsory contributory unemployment insurance. The Act 
applied in the first instance to seven selected groups of trades 
peculiarly liable to irregular employment, such as building, 
mechanical engineering and ship-building. Employers and 
employees were required to make contributions in equal 
amounts, the State also adding its own contribution. Limited 
benefits were to be given to the insured worker who was out 
of employment. The new scheme proved a success a.nd was 
extended in 1916 to other trades and to workpeople engaged 
in munition work. Owing to the severe depression which set 
in in 1920, the original scheme was greatly extended in that 
year, and the whole working class popUlation in industries 
(the exceptions being agriculture and domestic service), mlm
bering some 12,000,00.0,. was cOgJ.puls0r!I~ insured. The 
scheme was to be admlIDstered by the MIIDstry of Labour. 
The pre-war scheme of National Unemployment Insurance 
has recently been subjected to severe -str8.l11and has proved 
inadequate to cope with the present. depression. It has had 
therefore to be supplemented by the assumption of the greater 
part of the burden by the State itself, which has thus been 
compelled directly to maintain the large army of the 
unemployed. 
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Certain other" remedies have also been suggested as a cure 
for employment. They are as follows: 

(i) Provision of technical education so as to train the 
unskilled to take to skilled trades; 

(ii) Raising the school-leaving age, so as to keep out 
competition from juvenile labour; 

(iii) Working short time in a. period of business stagna.
tion; 

(iv) CompUlsory retirement of aged workers (with n 
suitable provision of old age pensions for them). 

It is thus clear that just as there is no single cause of 
unemployment there is also no single remedy for it. 

SUMMARY 

Unemployment is the shadow sidtl of economic progre81. It hal asaumed 
'alarming dimensions owing to the post-war depression. 

As, regards causes of unemployment, there is unemployment in particulBr 
trades owing to the demand for labour in them being leasonal, owing to 
changes of fashion and taste, and to mechanization (or rationalization) of 
industry. Far more serious is the cyclical unemployment of a general 
character caused by the periodic movements of trade depression which 
alternate with business prosperity (or booms). ,The present slump i. not 
simply a manifestation of the usual trade cycle, but has been aggravated 
by a number of evil legacies left by the war. 

There are various theories of the trade cycle: (i) The physical theory, 
(ii) the psychological theory, (iii) the monetary theory, and (iv) the under· 
consumption (over·saving) theory, all partially explaining the phenomenon. 

Various remedies for' unemployment have been suggested, such as (i) the 
estahlishment of Labour Exchanges; (ii) relief by prompt adjustment; (iii) 
better banking and currency policies, and economic planning by tbe State 
to reduce trade fluctuations; (iv) construction of public works by the State; 
(v) unemployment insurance and (vi) other remedies such as technical edu
cation, ,raising of the school-leaving age. working short time, and the 
compulsory retirement of aged workers. 
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TRADE AND PRODU.CTS OF THE PRINCIPAL 
COUNTRIES OF THE WORLD 

§l. Classiflcatlon' of commoditles.-By examining the 
position of some of the principa.lcountries of the world in 
international trade, the student will, gain some idea as to 
the importance of foreign trade in the economic life of 
modern civilized communities. 

The following classification of commodities is helpful as 
IUl indication of the variety of wants developed by the 
'civilized world under the. stimulus of international exchange. 

(i) Commodities dependent directly or indirectly on 
climate: (a) 'Products 0/ the temperate zone, such as wheat, 
ma.ize, oats, 'barley, rye, potatoes, fruits, wine, beet, wool 
and. 'woollen manufactures, silk and silk manufactures; (b) 
'Sub-Tropical Products, such as cotton, cotton ma.nufactures, 
tobacco, opium and tea; (c) .Tropical Products, such as coffee, 
rice, mi11ets~ sugar-cane, cinchona, vegetable fibres, fruits, 
rubber; and (d) Products 0/ f)a,ious climates, such as vege
table oils. oil-seeds, oil-cake, gums and resins, spices, condi
ments, timber, furs, meat: 
, (ii) Fisheries (Products 0/ the sea). 

(iii) Mineral products, such as coal, iron, petroleum and 
its products, 'g'old .and silver, lead, copper, zinc, tin, quick
ailver, salt and, minor minerals. 

(iv) Manufactured articles in which various materials are 
'used, such as le,ather, paper, earthenware and porcelain, glass, 
chemicals, minor manufactured artic,es, etc. 1 

TRADG AND PRODUCTS OF THE PRINCIPAL COUNTRIES 
. OF THE WORLD' 

§2- (A). Great Brltaln.-We shall now proceed to con
sider the trade and products of the more important countries 
of the world: (A) Great. Britain, (B) U.S.A., (C) Germany, 
and (D) Japan, Great Britain enjoys certain important 

I See Chisholm and Stamp, Handbook 0/ Commnci~l Geography. 12th 
edition. ' 

• Tbi. lurvey is based on chisholm and Stamp. op. 'cif.. PopulatiOfl and 
R~'Otnce. 01 the World (League of Nations, 1926) and Slalelman·. Year 
Book n935). 
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natural advantages which have played a very significant part 
in shaping her economic' development. These are her in
dented coast line and navigable rivers, her rich coal and iron 
fields and the close proximity in which they occur, her 
temperate and moist climate, the fertility of her soil, and 
her favourable geographical position. In Chapter III we 
have already described the course and the main results of the 
Industrial Revolution in Great. Britain, which has completely 
transformed her economic life, making her a great trading 
and industrial country, dependent upon other countries to a 
very great extent for the supplies of food-stuffs and essential 
raw materials of industry. With her own agricultural 
resources she can barely maintain a third of her population 
today, and her economic life is based upon an interchange 
of coal, manufactured articles, shipping and other services, 
for food-stuffs and raw materials. 2 

(i) Agricultural products.-The principal agricultural 
products of Great Britain are wheat, barley and oats (which 
are the main corn crops), beans, potatoes and turnips (grown 
in winter as cattle-food), mangels and hay. At present, 
particular attention is being paid by the Government to agri
cultural development (including the development of the dairy 
industry), and the tendency towards a decline in the wheat 
area. and substitution of grass-farming for corn production 
has to some extent been checked. 

(ii) Forests.-The old English forests were largely 
destroyed by the inroads made upon them by the iron industry 
before coal was used for the smelting of iron. Today, less 
than five per cent of the total area is under forests. 

(iii) Mineral wealth.-Great Britain is very richly 
endowed with some of the minerals of high industrial value, 
notably coal and iron. Her output of coal is very large, 
and a good part of it is exported. She occupies the second 
place in the world as regards coal production, providing 
about one-fifth of the total production of the world 
(the U.S.A. holding the first rank). Great Britain has also 
large deposits of iron . ore which are very favourably situated 
in close proximity to coal areas. Both as regards iron and 
steel she occupies the third place in the world. Her other 
mineral resources are salt, limestone and fire-clay. 

(iv) M anufactttres.-Great Britain bas by no means yet 
ceased to deserve her title of the workshop of the world. 
Four-fifths of her people live in industrial and commercial 

• UIl-I5. • Bee ch. lIii. §§ 3-4. 
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towns like London, Liverpool, Manchester, Birmingham, 
Sheffield, Glasgow, Paisley and Dundee. The greatest 
British industry is cotton manufactures, with Manchester as 
its principal centre. The woollen industry, although no 
longer the 1irst industry of the nation that it once was, is 
of substantia.l importance even to"day. It flourishes in the 
West Riding of Yorkshire. Other important manufacturing 
industries of Great Britain are the silk industry in Derby
shire, the hosiery industry in Nottingham, coal, steel, iron, 
engineering and ship-building. 

(v) The foreign trade of Great Britain.-Before the war 
the foreign trade" of Great Britain was much grea.ter in 
value than that of any other country in the world, and greater 
also per head than tha.t of most other countries. The total 
value of her imports was £675,847,365 in 1933 as compared 
with £1,220,765,300 in 1929, while the corresponding value 
of her exports (including re-exports) was £416,501,462 and 
£839,051,150 respectively. The great drop in value in 1933 
in the case of Great Britain as in that of other countries as 
compared with 1929, is the result of. the severe world economic 
depression that set in about the autumn of 1929, and of the 
increasing trade and tariff barriers which have become so 
common in recent years. 

The following are among the noticeable features of the 
foreign trade of Great Britain: (a) High percentage of im
ports of food-stuffs (wheat, maize, rice, meat, butter, eggs, 
suga.r, fruit and nuts) to total imports. Next to food-stuffs 
come raw materials such as raw cotton, wool, jute, oil-seeds, 
raw silk, hides and skins, wood and timber, rubber; (b) High 
proportion of exports of manufa.ctures to total exports and the 
preponderance of cotton manufactures among exported com
modities, other important exports being woollen goods, 
arti1icial silk, metal goods, coal and chemicals; (e) Normal 
excess of imports over exports, "due to some of the imports 
bein~ merely the payment received by Great Britain for her 
invisible exports;1 (d) existence of a considerable amount of 
entrep6t (or re-export) trade, i.e. trade in articles collected 
from many parts of the world an"d widely distributed in other 
parts. Thus Australian and South Mrican wool is exported 
by Great Britain to Germany, France and the U.S.A.; ra.w 
cotton from America, Egypt and India. is redistributed on 
the continent of Europe. This extensive entrep6t trade is 
largely due to the central position of Grea.t Britain. 

l See th. xii, U. 
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Great Britain is experiencing increasing competition in 
foreign markets ,as also in her own market owing to the in
dustrialization of several other countries of the world. Japan 
is probably the most formidable rival of Great Britain, 
especially in the east. The recent growth of trade barriers 
is adding to her difficulties in maintaining her export trade. 
She is therefore now trying to encourage inter-imperial trade 
by means of preferential tariffs adopted on a. comprehensive 
scale as the result of the decisions reached at the Ottawa. 
Conference of 1932. 

The values of the main articles of British imports and 
exports (in the year 1933) are given below: 

Import. 

Grain Bnd flour 
Meat 
Other food Bnd drink in

cluding sugar, fruits, 
eggs, butter. cheese, 
tea and Willes 

Raw cotton ... 
Wool 
Wood and timber 
Oil·seeds 
Oils and fats 
Hides and skins 

(In £1,000) 

55~018 
77,616 

183,208 
36,783 
37,454 
29,872 
21,092 
30,166 
14,326 

Coal 
Iron and steel 
Machinery 

Ezport. 

Cotton yarn and manu-
factures 

Woollen manufactures 
V.ehicles 
Chemical. 

31,426 
29,917 
27,027 

58,933 
25,5811 
21,656 
17,578 

§3 (B). The United states of America.-A study of the 
trade and products of the United States is of great interest 
since this land, which some 300 years ago was entirely un
explored, is the richest country in the world today, with an 
advanced agriculture, well-developed industries, and a. most 
efficient industrial organiza.tion. Its population, which was 
only a. few millions in the eighteenth century, now exceeds 
140 million. The main circumstance that has favoured this 
rapid economic development of the States is their rich and 
abundant natural resources, freely and energetically exploited 
by a virile and young nationality, which had already reached 
0. high stage' of civilization before it came to America.. This 
development has been further helped by the prevalence of 
free trade within the hnge area. covered by the States. Pro-
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tection also has helped, for without it development could 
scarcely have been 80 rapid. Among the natura.iresources of 
the U.S.A. may be included the rich plains of the central 
region and of the west, adequate rainfall, grand navigable 
rivers like the Mississippi, a. vast seaboard, and varied mineral 
wealth. The central region moreover is in free and easy 
communication with other plains and the lowlands in the east 
and in the west. 

(i) Agricultural products.-The U.S.A. is agriculturally 
110 very important region in the world, and American agri
culture, thanks to excellent natural resources, application of 
fertilizers, farm machinery and research, is in normal times 
the most important and prosperous national industry. The 
agricultural products of the States are numerous owing to 
the varied :climatic regions into which the country is divided. 
The main products are: wheat, maize, barley, oats, tobacco, 
cotton, vegetables and fruits. The U.SlA. stands first in the 
world in respect of the production of' wheat, maize, oats, 
cotton, cotton-seed and toba.cco, and second (next to Russia) 
in respect of barley. Her main agricultural deficiencies are 
sugar, tea, coffee, jute and rubber, large quantities of which 
are imported into the country. The high price of labour also 
excludes or limits the productioD of some of these commodi
ties, such as sugar and tea.. 

(ii) Forests.-Forestry is an important branch of the 
econ.omic activity of the country. About 30% of the total 
area is under forests. . 

(iii) Mineral products.-These are, as already stated, rich 
and varied. The United States occupies the first position 
in the world as regards the output of coal, iron ore, copper 
ore, lead a.nd zinc ore, petroleum, natural gas, sulphur and 
phosphates, other minerals being silver ore, manganese, 
potash and magnesite. 

(iv) Manufactures . ....:..The principal manufacturing indus
tries are textiles, iron and steel, petroleum refining, motor 
vehicles, manufacture of rubber and machinery, and meat
packing. 

(v) Trade 01 the United States.-In spite of her large 
inland tr1J.de and high tariff barriers the U.S.A. has extensive 
trading connexions with other countries, notably witb Great 
Britain, Germany, Cana.da, Cuba, France and India. .. Tbe 
total value of her imports in 1933 was $1,167,881,000 as 
compared with $4,291,888.000 in 1929: while the total valne 
of the exports was $1,440,333,000 and ~5,373,456,OOO 
respectively at these two dates. 
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The values of the chief articles of import and export (in 
1933) are given below: 

Import. 

Coffee 
Sugar (cline) 
Raw hides and skins 
Wood puip ... 
Rubber (crude) 
Raw silk 
'J.'ea 
Fish 
Frllits and nuts 

(In 1,000 dollars) 

1 
••• I· 128.548 
.... 101,840 

22,986 
41,456 
24,165 
96,120 
10,670 
20.694 
38,368 

Export, 

Cotton (raw) 
Cotton (manufactures) 
Petroleum 
Oils (refined) 
Machinery 
Electrical apparatu8 
Automobiles ... 
Chemicals 
Tobacco 
Whellt IIDd wheat-flour ••• 
Iron and steel 
Coal lind coke 

324.287 
40.768 

180.650 
141,508 
113.591 

36,319 
72,158 
43.867 
62.824 
25.175 
44.038 
39.732 

§4 (C). Germany.-The great plain which occupies the 
north and the greater part of the east of Germany is generally 
infertile and poorly endowed with mineral wealth. The soil 
of the remainder of the realm, consisting mainly of hilly 
country and tablelands, is more fertile, and has a more 
favourable climate, richer mineral resources (coal and iron) 
and supports a dense population. Germany is particularly 
well served by a network of railways. In the plains and 
valleys, natural waterways (e.g. the Rhine) as well as artificial 
canals are of great value to the commerce of the country, 
which is further promoted by excellent facilities for commu
nication with the seaboard. 

Since her political unification in the last century and ber 
success in the Franco-German War of 1870-1, Germany's 
economic development bas been very rapid. Other circum. 
stances that favoured her industrial development were a 
policy of protective tariffs and a. highly organized educational 
system. 

(i) Agricultural products.-The main products are rye, 
wheat, barley, oats, potatoes, sugar-beet and oa.ts. The area 
under crops is cultivated with careful manuring, and in point 
of yield Germany can bear comparison with any other coun· 
try in the world. Besides protection, cheap railway transport 
facilities have contributed a great dea.l to the development 
of German agriculture. 
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(ii) Forestry is of great importance to the country, and 
is conducted by scientific methods under the care of the State. 
About a quarter of the total area. is under forests. 

(iii) MineraZ resourccs.-Among the European countries 
Germany ranks high in respect of mineral resources, coming 
next after the United Kingdom in respect of total mineral 
production. As in Great Britain, the chief minerals are coal 
and iron. The principal coal basins are those of the Ruhr 
and the Saar in Rhineland. Other mineral resources are 
lignite, potash, zinc, copper and lead ores, petroleum and 
salt. 

(iv) Manufactures.--Germany occupies an honorable 
place among the great manufacturing and commercial coun
tries of the world. Her principal manufacturing industries 
are iron and steel, chemicals, beet-sugar, electrical apparatus, 
textiles (cotton, wool and silk), glass, porcelain, clock-making, 
ship-building, marine engineering, toy-making, and the 
coal-tar industry. 

(v) Trade of Germany.-Germany's pre-war commercial 
development was most striking ,and her organization of 
commercial intelligence and service in foreign markets was 
the wonder and the envy of other nations. The total value 
of German imports was 4,204,000 marks in 1933 as compared 
with 10,393,000 marks in 1930. German exports were valued 
at 4,871,000 and 12,036,000 respectively in the same years. 

The values of the chief articles of import and export 
(in 1933) are given below: 

Raw cotton 
Wool 
Mineral oil 
Coffee 
Fruit 
Copper 
Butter 
Wheat 

lmpom 

(In 1,000 reichsmarks) 

806,994 
266,191 
127,515 
125,261 
118.261 
102,250 
88,765 
'11,884 

Steel and iron 
Chemical products 
Dyes, etc. 
Coal 
Cotton goods 
Silk and rayon 
Woollen goods 
Leather 
Paper 
Glllssware 

704,813 
857,384 
202,492 
208,768 
112,108 

95,903 
95,638 
86,560 

155,(64 
119,903 

§5 (D). Japan.-Until the sixties of the nineteenth 
century , Japan was a backward medieval country. Since 
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then she has revolutionized and modernized her social, 
political and economic organization 80 that now she ranks 
as the foremost industrial country of Asia, and one of the 
leading commercial nations of the world. 

Japan is an insular empire, and the entire group of the 
Japanese islands constitutes a highly volcanic tract. The pro
ductive area is limited by the very irregular chara~ter of the 
surface. Only about 30% of the total area is productive 
and only one-eighth of the entire surface is devoted to B."rTt'i
culture; but on this small area Japan supports a very dense 
population. The extremely irregular surface of the Boil has 
proved lit hindrance to the construction of railways and roads. 
Japan has, however, shown great patience in overcoming 
these difficulties. She has also built up an efficient mercan
tile marine of 'her own for carrying her increasing trade with 
the rest of the world. Her long broken coast line is suited 
to harbour development and commercial activity. 

(i) Agricultural products.-Rice is the principal food 
crop, Japan's production of it being second highest in the 
world. More than half of the total area is under rice. Other 
crops are wheat, barley, millets, maize, rye and soya.-beans. 
Mulberry trees are extensively planted for the purpose of 
feeding silk-worms, silk being the leading export from the 
country. 

(ii) Forestry and fisheries.-A little less than half the 
area is under forests, and wood pulp (mechanical and 
chemical) is an important forest product. Japan's fisheries, 
which are varied, offer employment to large numbers and 
also support a substantial proportion of the population. 

(iii) Mineral resources .-Coal is the leading mineral in 
Japan, but is not sufficient for domestic use. Iron ore i~ 
found in inconsiderable quantities and much is imported, 
chiefly from Chinese sources which are for the most part in 
Japanese hands. Other minerals are petroleum, copper oro 
and sulphur. 

(iv) Manufactures.-J apanese industries were. until 
recently, entirely of the domestic type and several of them 
continue to be so organized even today. Some kind of handi
craft is practised in almost every Japanese household. Since 
the great revolution of 1868, Japan has shown great keenness 
to learn from the western nations. A large number of 
Japanese students go every year to the different countries of 
Europe to receive modern education. European en~ineeTl~ 
and technical experts are invited to Japan, and the lessons 
they have to teach are careful1y learnt. The country has 
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been equipped with modern means of communication and 
transport, and up-to-date machinery has been installed for 
textile and other manufactures. The first steamship com
pany in Japan was established in 1874; and Japanese vessels 
,can now be seen in all waters (including the Chinese rivers). 
The principal Japanese industries are cotton-spinning and 
weaving, silk and artificial silk, woollen manufactures, the 
match industry, electrical machinery, iron and steel, and paper 
manufacture. Japan specializes in artistic products made of 
wood, bamboo, silk, lace, silver and ivory. 

(v) Trade of Japan.-The total value of Japanese 
imports was 1,932,220,000 yens in 1933 as compared with 
2,216,240,000 yens in 1929. The corresponding values of ex
ports were 1,861,046,000 yens (1933) and 2,148,618,650 yens 
(1929). 

The values of the chief articles of import and export- of 
Japan in 1933 are given below: 

Raw. cotton 
Wool 
Wrought iron 
Machinery 

Import, 

1\1 ioeral oil •.. 
Wheat 
Oil-cake 
BeanB and peas 
Sugar 

24 

(In 1.000 yens) 

604.847 
164.191 
111,042 
70,860 
34.774 
44,384 
41,169 
50,339 
12,794 

Export. 

Raw silk 
Cotton yarn 
Silk tissue 
Cotton tissue 
Cotton undershirts 
Potteries 
Paper 
Toys 
Matches 
Glass 
Lamps 

390,899 
15.713 

140,920 
383,215 
31,190 
35.632 
17.689 
26.375 
46,049 
15,327 
15.864 



PART I 

TYPICAL QUESTIO~S 

CHAPTER I 

INTRODUCTORY 

1. ~'hat is economics? Is it a science or an art or both? 
2. Discuss the subject·matter and scope of economics. How far i. 

economics useful in the solution of practical problems? Give Indian examples. 
3. (i) 'Economics is the study of man in the ordinary business of life.' 

(ii) 'Economics is the science of wealth.' 
Which of these definitions of economics do you consider more acceptable 

and why? 
4. Explain the conception of the 'economic man' and discuss tbe \"Slidity 

of the assumptions underlying this conception. 
5. Economics has been criticized as a dismal science which deals with 

man engaged in the selfish pursuit of wealth. Do you agree? 
6. What is meant by saying that economics 'postulates. self-interest 

of an enlightened character'? 
7. ·~·ant~fforts-satisfactions constitute the essence of economics.' 

Discuss. 
8. Explain the deductive and inductive method and show why a judi

cious combination of both is necessary in economics. 
9. Which is the best method of pursuing economic investigations? 

10. Explain the distinction between an economic law and statute law 
and show how all economic laws are mere statements of tendencies. 

11. 'The laws of economics are to be compared with the law8 of tides 
rather than with the simple and exact law of gravitation.' Comment. 

12. Explain the usual divisions of the subject-matter of economics. 
13. Discuss the interrelations between the senral divisions of economics. 
14. Indicate the place of economica among the social sciences. 
15. Discuss the relation of economica to sociology. How far is it 

desirable to look upon the former as merely a subdivision of the latter? 
16. Examine the relation between economica and politica and show how 

far it is either desirable or practicable to keep business and politics apart. 
17. In what way is economics related to ethics? 
18. 'There is no antithesis between economics and ethics.' DiscosB. 

CHAPTER II 

LA..'<DMARKS OF ECONOIDC DEYELOPlIEXT 

1. Review the early stages of economic development. Is there any 
particular chronological sequence to be observed in stating them? 

2. Discuss the main stages of industrial evolution and bring out the 
characteristic features of each one of them. 
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8. Compare the domestic system with the factory system. To what 
extent does the former system exist in India? (Bee also Part II, chs. ii 
and iv.) 

4. Discus. the main features of the Guild system and compare it witb 
the caste panchallat. in India. (Bee also Part II, ch. i.) 

II. What is meant by the expression 'Industrial Revolution'. Why did 
it firat take place in England? 

6. Give a brief account of (i) agriculture; (ii) industries; (iii) transport; 
and (iv) trade in England before the Industrial Revolution. 

7. Describe .the main inventions that brought about the Industrial Revo· 
lution in England and show how it is almost a universal phenomenon. 

8. Review the course of the Industrial Revolution in England. 
9. Compare social and economic life in England in 1850 with that 

prevailing before the Industrial Revolution. 
10. Clearly bring out the social and economic effects of the Industrial 

Revolution. 
11. Indicate the benefits conferred by the Industrial Revolution, as also 

the evils for which it is responsible. 

CHAPTER III 

BOME FUNDAMENTAL CONCEPTS OF ECONOMICS 

1, Define utility, Give a classification of utilities and clearly bring 
out the distinction between free utilities and economic utilities. 

!iI. What aTe the fundamental characteristics of wealth? 
S. Are the foIIowiug wealth or not? 

(i) Love of a mother for her child. 
(ii) A Burgeon's skill. 

(iii) Good health. 
(iv) Goodwill of a business. 
(v) Air. 

(vi) Sunlight. 
(vii) The Ganges. 

(viii) Money. 
(ix) Professional services, 

Give reasons for your answers, 
•• Examine Marshall's classification of goods, and discuss each category, 

giving appropriate iIIustrations. 
6. Distinguish between individual and national wealth. Give Indian 

examples, 
6. Make al complete a list as possible of thQ items of the wealth of 

(i) a farmer; (ii) an artisan; and (iii) a millowner in India. 
7. What il cosmopolitan wealth? 
8. Explain the various meanings of the term 'income'. What is national 

income? 
9. Indicate the relation between wealth and income. 

10. Why is. value regarded as the central concept of economics? 
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11. Distinguish between value·in-use, value·in-exchange and intrinsic 
value. 

12. 'Value is the result of the social estimates of goods effected by 
transferring them in exchange.' Discuss. 

13. Explain the distinction between (i) value and utility; (ii) value and 
price. 

CHAPTER IV 

CONSUMPTION: THE THEORY OF WANTS 

1. Define consumption and show why it should be studied berore pro
duction. (See also ch. i.) 

2. Indicate the relation of consumption to production and 4istingui.h 
between 'productive consumption' and 'final consumption'. (See al80 ch. i.) 

3. (i) 'Consumption is the end of all economic activity'; (ii) 'The exil' 
tence of human wants is the starting point of all economic activity.' DiBCIl88. 

4. How far is the multiplication of wants desirable? 
5. Discuss the main characteristics of human wants and show how 

they are of basic importance in the study of economics. 
6. State and discuss the Law of Diminishing Utility. Draw an illus

trative diagram. Is the law subject to any exceptions? 
7. Distinguish clearly between total utility and marginal utility. 
8. Indicate the relation between marginal utility and price and explain 

why air or water has little or no value while gold commands a high 
value. 

9. Apply the concept of marginal utility to the case of money and 
show how it hss a bearing on certain problems of taxation. (See also 
ch. xvii.) 

10. Explain the Law of Equimarginal Utility and show how it is modified 
in life by the influence of custom or fashion. 

11. On what principle should a person regulate his expenditure in order 
to obtain the maximum satisfaction from it? 

12. Discuss the application of the Law of Equimarginal Returns (Sub
stitution) to production. 

13. Distinguish between necessaries, comforts and luxuries. 
14. Make a list of necessaries for efficiency required by (il a farm 

labourer and (ii) an urban worker in India. 
15. 'What is luxury to some is necessary to others.' Comment. 
16. Analyse the concept of Standard of Living and how it varies (rom 

time to time, class to class and country to country. 
17. Show how the low standard of living in India affects economic 

efficiency. 

18. Show how both saving and spending are necessary (or economic 
atability. 

19. EnunciMe and explain Engel's Law of Family Expenditure Bnd 
indicate its application to India. 

26. What is a family budget? What are the maio items included in it? 
Gi ... " any typical budget you may have studied. 
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21. Examine the uses of a study of family budgets to (i) the hous&
holder and (ii) the economist. 

22. Elucidate the doctrine of consumer's surplus. How far is it possible 
to measure this surplus in terms of money? What is the practical use of 
the doctrine? 

23. What is meant by 'demand' in economics? Distinguish clearly be· 
tween individual demand and market demand for a commodity. '. 

24. Construct a Market Demand Schedule for sugar, showing separately 
the demand of the rich, middle and poor classes. Illustrate your answer by 
drawing appropriate demand curves. 

25. Explain the Law of Demand and indicate its relation to the principle 
of diminishing utility. 

26. Dis~inguish between elastic and inelastic demand with the help of 
demand curves. 

27. Determine the nature of demand in the following cases: (i) neces
saries; (ii) luxuries; (iii) a commodity having several uses; and (iv) when 
an article is offered at very high or very low prices. Give appropriate 
illustrations. 

28. Explain the mode of measuring elasticity of demand. Show how 
elasticity influences determination of value. (See also ch. ix.) 

CHAPTER V 

PRODUCTION: LAND 

1. Explain the meaning of production and classify the various productivA 
occupations. 

2. 'Man produces and consumes utilities only.' Discuss. 
S. Distinguish between form utilities, place utilities and time utilities . 

. 4. What are the functions performed by middlemen? Are these suffi
cient to justify their inclusion in the category of productive workers? 

5. Explain the distinction between productive and unproductive labour. 
Is there any unproductive labour at all? Give illustrations. 

6. Indicate the various factors of production and show which of them 
should bs regarded as the primary factors. 

7. What is meant by 'land' in economics? Distinguish it from capital, 
(See also ch. vii.) 

8. Examine the influence of natural resources on the economic welfare 
of a country. Draw your illustrations from England and India. 

9. 'Nature is the very foundation of economic life.' Comment; 
10. Describe the main types of land tenures, indicatinlt their strong 

and weak points. 
11. Examine the principal features of the peasant proprietary system. Do 

you agree that· it is the best type of tenure? 
111. State and examine the Law of Diminishing Returns and indicate 

the qualifications to which it is subject. 
13. Explain the extensive and intensive aspects of the Law of Diminish

ing Returns. Draw an illustrative diagram. 
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14. Examine the bearing of the Law of Diminishing Returns on (i) the 
Malthusian theory of population and (ii) the theory of rent. (See also chao 
vi and xiiL) 

15. 'While the part which nature plays in production conforms to the Law 
of Diminishing Returns, the part which man plays conforms to the Law 
of Increasing Returns.' Comment. 

16. Examine the operation of the Law of Diminishing Returns in the 
caBO of (i) building sites; (ii) mining; and (iii) fisheries. 

17. Explain the terms (i) 'dose of labour and capital'; (ii) 'marginal 
land'; and (iii) 'extensive and intensive methods of cultivation'. 

IS. Does the Law of Diminishing Returns also apply to factors of pro
duction other than land? 

CHAPTER VI 

PRODUCTION: LABOUR 

1. Defino labour and stress its fundamental characteristics. 
2. Name some activities which do not constitute labour in the economic 

sense. Give reasons for your answer. 
3. 'The fundamental problems that arise in economics are concernell 

with the relation between unwelcome exertion, and the remuneration whirh 
induces that exertion.' Discuss. 

4. Examine the several factors which affect the efficiency of labour. 
5. Show why the Indian labourer is, as a rule, less efficient than the 

English or Japanese worker. 
6. Examine the relation between wages and efficiency and explain the 

paradox 'cheap labour is dear labour'. 
7. Discuss the Malthusian theory of popUlation and indicate the modi· 

fications it needs to make it fit in with present·day conditions. 
S. 'The problem of population is not one of mere size in relation to 

food supply but of efficient production and equitable distribution.' 
Discuss. 

9. Do you agree that t4e Malthusian theory ot population 'has lost its 
terrors for modern society'. 

10. Distinguish between positive and preventive checks and indicate your 
choice, giving full reasons. 

11. Explain the concept of 'optimum population'. To what extent is 
it an improvement upon -the earlier population theories? 

12. Examine the factors which determine the density of population, 
giving illustrations from England and India. 

13. What inferences can you derive from the fact that England has 
a density of 654, U.S.A. 41, India 195, Bengal 646? (See also Part ll, 
ch. L) 

14. What is meant by mobility of labour? Why is labour generally 
more immobile than capital? 

15. Distinguish and explain the various forms of mobility ot labour. 
16. 'Of all sorts of luggage man is the most difficult to be transported.' 

Discuss with special reference to India. (See also Part ll, eh. i.) 
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CHAPTER VII 

PRODUCTION: CAPITAL 

375 

1. Explain the concept of capital and elucidate the part played by capital 
in the modern organization of production. 

II. What are the functions of capital? What is meant by saying that 
capitalistic production involves a roundabout process? 

8. Indicate the relation between capital and money. Show how far 
capital depends upon use and intention. 

4. Classify capital and indicate the utility of each form. 
Ii. Distinguish between fixed and circulating capital and show how 

the former is of great advantage in production. 
6. Explain the process of the formation of capital. 
7. What is meant by saying that capital is the result of saving? 
8. Distinguish clearly between saving and hoarding. How far may 

~aving be said to entail 'abstinence'? 
O. Discuss the factors which inftuence the growth of eapital in a country. 

10. Account for the shyness and slow growth of capital in India. 
11. Indicate the relation between the rate of interest and the volume 

of aaving. 
111. State thQ conditions that promote and those that hamper the accu· 

mulation of capital. 
13. What is meant by mobility of capital? How far can capital be said 

to be mobile in India? 

CHAPTER VIII 

PRODUCTION: ORGANIZATION OF INDUSTRY 

1. Explain the functions performed by the entrepreneur in modern 
business organization. 

II. Why is a special class of organizers necessary? Wby are they called 
'captains of industry'? 

3. What are the qualities essential for an ideal entrepreneur? Give a 
few examples of successful entrepreneurs in England, India, and the United 
States. 

4. What are the main features of the modern industrial organization? 
Ii. Review the principal types of business enterprises. 
6. Indicate the characteristic features of a joint-stock company and com

pare it with a partnership. 
7. Vlhat are the strong and weak Points of the joint-stock organization 

of industry? 
8. Show how a joint-stock company is organized and managed. How 

doe. it raise the capital it requires? 
9. Explain cooperative production and account for its poor progrees. 

10. Discuss the fundamental principles underlying cooperatioD and show 
how it avoids the drawbacks of both capitalism and socialism. 

11. Describe the plan of profit-sharing. "'oy has it failed to evoke 
much enthusiasm? 

111. Account for the increasing scope of Government undertakings and 
indicate their advantages and drawbacks. (See also ch. xvii.) 
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13. Describe the various forms which division of labour assuml's. 
14. Show how division of labour is limited by the size of the market. 

Give Indian examples. 
15. Explain how division of labour also implies cooperation. 
16. What are the benefits of division of labour? Indicate its defects 

and show how far they are remediable. 
17. Enmino the contribution made by machinery to economic and social 

progress. 
18. Discuss the effects of machinery from the point of view of the work

ing classes. 
19. ExamiIie tile factors which bring about localization of industry. 

Give illustrations from any two leading industries in India. (See also 
Part II, ch. iv.) 

20. Why does an industry once started in a particular place tend to stick 
there? 

21. Discuss the advantages and drawbacks of localization of industry. 
22. Account for the recent tendency towards decentralization of 

industry. 
23. Distinguish between the external and internal economies of a business. 
24. Why are modem industries organized on a large scale? Indicate 

the limitations of huge· scale production. 
25. Discuss the principal advantages of large·scale production. 
26. Account for the survival of small-scale production, with special refer

enee to conditions in India. 
27. Indicate tho main advantages and drawbacks of small-scale production. 
28. Enmine the factors that determine the size of farms. Choose yonr 

enmples from India. (See also Part II, ch. iii.) 
2!J. Discuss the economies and limitations of large farms. 
30. What are the advantages and drawbacks of small-scale farming, and 

how can the latter be remedied? Why are small farms better suited to 
India? 

31. Give a clear exposition of the Law of Increasing Returns. Also 
present it as a Law of Diminishing Cost. 

32. Enunciate the Law of Constant Returns and indicate the case8 
where it operates. 

33. Account for the growing tendency towards large industrial combina
tions. 

34. Distinguish between (i) horizontal and vertical combinations; (ii) tru.ts 
and cartels. 

35. Enmine the advantages and drawbacks of industrial combinations. 
How far is it possible to deal with its evils? 

36. Explain the origin of rationalization and elucidate its main features. 
37. 'What are the benefits of rationalization? Also indicate its dangers 

and limitations. 

38. Describe the principal forms which competition assumes. How far 
is the present system of competition satisfactory? 

39. 'In its fundamental aspect competition lies at the root of progress 
and when applied under proper limitations it is as beneficent as it is wide
spread.' Discuss this statement and stress the limitations of competition. 
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CHAPTER IX 

EXCHANGE: VALUE ANll EXCHANGE 

1. Give a brief account of the evolution of exchange and indicate its 
benefits to Bociety. 

9. 'Exchange is the barter of the comparatively superfluous for the 
comparatively necessary.' Discuss. 

8. Explain the conditions determining exchange and show how it takes 
place by means of sale and purchsse under a money economy. (See also 
ch. x.) 

4. Explain the term 'market' in economics. What are the conditions 
governing the extent of a market? 

5. Show how in a competitive market there is a tendency for a uniform 
price to prevail. 

6. Make remarks on the probable size of the market for the following: 
(i) gold; (ii) country hricks; (iii) Mangalore tiles; (iv) milk; (v) mangoes; 
(vi) sand; (vii) Reserve Bank shares; (viii) Suez Canal shares; (ix) ancestral 
watch; (x) tea; and (xi) sugar. 

7. Elucidate the nature of speculation. and explain the various forms 
which it assumes. 

8. What is the economic role of speCUlation? What are its abuses and 
how would you deal with them? 

9. What are the conditions of free Ipeculative dealings in a commodity? 
10. 'SpeCUlation haa ita economic abusea aa well as its economic func

tion. ' Discuss. 
11. What are the advantages of speculation on the Stock Exchanges? 
19. Show how value always depends upon the interaction of supply and 

demand. 
18. 'We might a. reasonably dispute whether it is the upper or under 

blade of a pair of scissors that cuts a piece of paper, as whether value is 
governed by utility or cost of production.' Discuss. 

14. Elucidate the marginal theory of value and show why it is necessary 
to study the behaviour of supply and demand at the margin. 

15. Clearly explain the distinction hetween market value and normal 
value and hring out the significance of the time element in the theory of 
value. 

16. Indicate the relation of market value of a commodity to its normal 
value. 

17. Explain how market value is determined. Draw an illustrative. 
diagram .. 

18. Why do market prices fluctuate from day to day and even on the 
slime day? • 

19. Show how the value of a reproducible commodity under competition 
tends to' settle in the long run at its cost of production. 

20. How is normal value determined under (i) increasing; (ii) 
diminishing; and (iii) constant cost? Draw diagrams to illustrate your 
answer. 
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21. Analyse the conception of cost of production, distinguishing between 
prime and supplementary costs. 

22. Explain the meaning of 'representative firm'. Indicate the use of 
this concept in the theory of value. 

23. What are complementary goods? Explain the terms (i) joint and 
(ii) composite demand. 

24. What are joint products? How are their values determined? How 
far can railway rates be explained with the help of the principle of joint 
cost? 

25. Define monopoly. Clearly distinguish between the various classes of 
monopolies. 

26. Show how vallie is determined under monopoly. Draw a diagram to 
illustrate your answer. 

21. Compare monopoly value with value under competition. 
28. Indicate the considerations which a monopolist will bear in mind 

while charging a particular price to his customers. 
29. Show how and why a monopolist resorts to price discrimination. 
30. How far is monopoly detrimental to thE! consumer? Indicate the 

restraining influences to which a monopolist is subject. 
31. Discuss the rival merits of competition and monopoly. Must we 

always choose one or the other? (See also ch. viii.) 

CHAPTER X 

EXCHANGE: MONEY 

1. Explain the inconveniences attendant upon barter and show how 
these are removed by the introduction of money. 

2. Compare exchanges under a money economy with those under a system 
of barter. 

3. Define money, and carefully explain the distinction between money 
and currency. Give examples. 

4. Examine and classify the functions of money and show how produc-
tion and exchange are greatly facilitated by the nse of money. 

5. "'nat are the qualities of a good money material? 
6. Account for the universal use of precious metals as money. 
7. Distinguish between standard and token coins and clearly bring out 

their respective characteristics. 
8. Explain how token coins circulate at a value higher than their 

intrinsic value. 
9. 'The rupee is a curious mixture of token and standard coin.' Discuss. 

(See also Part n, ch. vi.) 
10. Explain clearly the distinction underlying the following: (i) free 

coinage and gratuitous coinage; (li) seigneurage and brassage; (iii) 
mint price of gold and market price of gold; (iv) debaaement and 
depreciation. 

11. What ia legal tender? Give illustrations from the British and Indian 
currency systems. (See also Part n, ch. vi.) 
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12. Give a clear exposition of Gresham's Law. Indicate its limitations. 
18. What is meant by a monetary standard? Describe the principal 

types of monetary standards. 
14. What are the essentials of the Gold Standard? Compare it with 

Bimetallism. 
Iii. Distinguish between the various forms of the Gold Standard and 

bring out their merits and demerits. 
16. Explain the principal features of the Gold Bullion Standard and 

compare it with the Gold Exchange Standard. 
17. Discuss the strong and weak points of the Gold Standard and indi

cate its future. 
18. What are the essential conditions for Bimetallism? Give a brief 

account of its working during the last century. 
19. Examine the question of international Bimetallism. 
20. Distinguish and explain the principal forms· of paper money. Indi

cate the advantages of a good system of paper money. 
21. Discuss the evils of inconvertible paper money. 'What are the usual 

signs of its overissue? 
22. What are the prospects of the Managed Paper Currency Standard? 
23. What are index numbers? How are they constructed? Explain their 

uses. 
24. What is the most satisfactory methoc\ of constructing index numbers? 
25. Wha.t are weighted index numbers and what purpose do they serve? 
26. Expla.in how the Real Wages Index Number is prepared. Indicate 

ita use in labour disputes. (See also ch. xvi.) 
27. Set forth the Quantity Theory of Money and explain the quali. 

fications to which it is subject. 
28. Discuss the formula: PT=MV+M'V'. 
29. What is meant by the value of money? Compare it with the value 

at ordinary commodities. 
30. Why does the value ot money fluctuate from time to time? 
81. Discuss the effects ot changes in the general price level on the 

dillerent classes of the community. 
82. Discuss the problem of price stability and explain some of 

the schemes that have been put forward to ensure a stable standard of 
value. 

88. What are the essentials of a sound monetary system? 

CHAPTER XI 

EXCHANGE: CREDIT AND BANKING 

1. Elucidate the nature of credit and bring out its main characteristics. 
2. 'Credit is virtually a contract for the future delivery of money.' 

Discuss. 
S. Explain the principal instruments of credit and give specimens of 

each of them. 
4. Explain how credit economizes the use of metallic money. 
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5. What are the services rendered hy credit to society? Also indicate 
its abuses. 

6. Examine the relation between credit and capital. 
7. Show how banking occupies a most important position in the modern 

economic world. 
8. Describe the various functions performed by modern banks. 
9. Enumerate the different types of banks and brieHy indicate th~ 

nature of the functions undertaken by them. 
10. Comment on some leading features of the modern banking organiza. 

tion. 
11. Write notes on (il bank amalgamations, and (ii) branch banking. 
12. Describe the operations of a typical commercial bank. 
13. Distinguish between the various clllsses of deposits and explain the 

working of the cheque system. 
14. Describe the mechanism of the clearing house organization. 
15. Indicate the various kinds of loans and advances given by banks to 

their clients. 
16. What is meant by discounting of commercial paper? Why i8 it 

considered as a safe investment for the funds of a commercial bank? 
17. Show why banks should maintain adequate cash reserves. What help 

can legislation offer in this matter? 
18. Discuss the arguments for and against a • free' banking system. 
19. Discuss the opposite points of view represented by the Currency 

School and Banking School and indicate their respective merits and 
demerits. 

20. Review the principal methods of regulating note issue in the different 
countries of the world, including India. (See also Part II, ch. vi.) 

21. Explain the proportional reserve system and its advantages. 
22. What are the principal functions performed by a Central Bank? 

How does it control the credit operations of other banks? 
23. Show how the Central Bank bank rate is the principal instrument 

of controlling credit. 
24. Examine the effects produced by (i) the raising and (ii) the lowering 

of the bank rate. 
25. Give a brief account of the Bank for International Settlements. 

CHAPTER XII 

EXCHANGE: INTERNATIONAL TRADE 

1. Compare international trade with domestic trade and clearly bring Ollt 

the distingnishing characteristics of the former. 
2. In what respects does the trade between Bombay and Delhi differ 

from that between Bombay and· London? 
3. Give a clear exposition of the theory of comparative costs and show 

how international values are determined. 
4. Explain how international trade arises. Would you say that in the 

la8t analysis it is a kind of barter? 
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6. Distinguish between the balaDee of trade and the balance of payments 
(accounts) with special reference to India. 

6. Explain how Great Britain is able to import more goods than she 
exports. 

7. Clearly explain invisible llxports and imports. Prepare a list of 
both visible and invisible items for Great Britain and India, in the form of 
a balance sheet, 

8. What are the advantages of international trade and its possible 
disadvantages? 

9. Review the chief arguments in favour of free trade and show why 
it has been almost universally abandoned today. 

10. Examine the case for protection with special reference to India. 
(See also Part II, ch. iv.) 

11. Carefully explain and scrutinize the infant industries argument with 
special reference to India. (See also Part II, ch. iv.) 

12. Indicate the limitations and dangers of .. policy of protection. How 
would you prevent or minimize them? 

18. What is meant by 'dumping'? Show the various forms which it 
f,akes. How far is it desirable to .. dopt anti.dumping measures? 

14. Explain how obligations and claims arising from imports and exports 
of goods are settled. Give Indian examples. 

15. Examine the part played by banks in liquidating international in
<lebtedness. 

16. What is the mint par of exchange? Can there be such a par be
tween a Gold Standard country and .. Silver Standard country? If not, 
why not? 

17. Explain the gold (specie) points and show how lluctu .. tions in ex
change r .. tes are restricted to these points so long as the Gold Standard is 
in effective oper .. tion. 

18. Critically examine the validity of the popular expressions 'favourable' 
and 'unfavour .. ble' exchange. 

19. What are the various .methods of remitting funds from Bombay to 
London? Which is the cheapest and which is the most expensive method? 

20. Explain the two principal methods of exchange quotations, and show 
by appropriate Indian examples how .. simultaneous use of both these 
methods causes confusion. 

21. Set forth the purchasing power parity theory and bring out its 
limitations, 

22. 'The purchasing power parity theory does not provide a rl'ady-made 
measuro of the "true" value of the exchanges.; Discuss. 

CHAPTER XIII 

DISTRIBUTION: RENT 

1. State in general terms the problem of distribution. Wbat are the 
ruain questions to be considered in connexion with the subject? 

2. In Distribution we are concerned with functional and not periIDDBl 
distribution. Explain this. 
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3. 'The National dividend is at once the aggregate net product of, and 
the sole source of payment for, all the agents of production within the 
country.' Discuss. 

4. Show the application of the marginal theory to distribution. Can 
distribution be explained entirely with reference to the general theory of 
value? 

5. Give a brief account of the evolution of private property. 
6. Show how the institution of private property underlies the whole 

scheme of distribution of wealth. 
7. What rights are implied in private property? Use your analysis (or 

answering the question whether land is or is not private property in India. 
(See also Part II, ch. iii.) 

8. Distinguish between the right of inheritance and the right of bequest. 
Do you think that it is desirable to maintain these rights in their full 
strength? 

9. Explain briefly the principal theories of private property and indicate 
their respective merits and demerits. 

10. Explain the distinction between contract rent and economic rent. 
Give illustrations. 

11. Explain as clearly as you can the Ricardian theory of rent. Indi
cate the qualifications to which it is subject. 

12. If all lands were equal in point of 'fertility' would there be a theory 
of rent? 

13. Indicate Carey's criticisms of the Ricardian theory of rent. 
14. Show by means of a diagram how rent arises both under extensive 

and intensive cultivation. 
15. Why is rent called an unearned increment? If it is 'unearned', are 

rent-receivers (landlords) social parasites? How far is the State justified in 
appropriating rent? 

16. 'Rent is paid for the original and indestructible powers of the soil.' 
Explain this proposition and consider how far the rents that are actually 
paid conform to this description. 

17. 'Rent does not enter into price.' Explain this statement, noting 
exceptions, if any. 

18. 'Corn is not high because rent is paid hut rent is paid because com 
is high.' Discuss. 

19. Tradesmen often Bay that they have to charge high prices because 
they have to pay high rents. Do you agree? 

20. Rent is something that is (i) differential and (ii) permanent. Explain 
this. 

21. Indicate the application of the theory of rent to urban sites. 
22. Why do rents rise and fall? Clearly bring out the effects of economic 

progress on rents. 
23. (i) Write a note on quasi-rent. 

(ii) What is 'rent of ability'? 
24. Examine the application of the theory of rent to (i) wages; (ii) 

interest; and (iii) profit. 
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CHAPTER XIV 

DISTRIBUTION: WAGES 

1. Explain the nature of wages. 
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9. Distinguish between time wages and piece-work wages and indicate 
their relative advllntages. 

S. What are the peculiarities which differentiate labour from an ordinary 
commodity and which necessitate a special theory of wages? 

4. Explain fully the difference between nominal and real wages. 
Ii. What do you mean by the 'net advantages' of an occupation? Do 

wages always accurately measure 'net advantages'? 
6. Why do wages differ (i) from occupation to occupation and (ii) from 

country to country. 
7. Explain why women's wages are generally lower than men's. 
S. Discuss the subsistence theory of wages. Is it the same as the 

Iron or Brazen Law of Wages? 
9. Examine the relation between the standard of living and the rate 

of wages. 
10. Point out the fallacies and the valid points, if any, in the wages 

fund theory. 
11. In what rE\spects do you consider the marginal productivity theory 

of wage, more satisfactory than the earlier' theories? 
U. Show how in actual experience wages may differ from their level 

as determined by the marginal product of labour. 
IS. Explain what is meant by the 'discounted marginal productivity of 

labour'. 
14. How far is it possible by Trade Union action to raise wages per

manently (i) in any given occupation; (ii) in all occupations? 

CHAPTER XV 

DISTRIBUTION: INTEREST AND PROFITS 

1. What is the difference between gross and net interest? Show how 
the latter tends to equality. 

9. Account for the fact that while the Government of India is able to 
borrow at present (1936) at 21 per cent,' and the Bank Rate is 3 per cent, 
tho peasant in the rural areas has to pay 12 to 18 per cent and even 
higher rates of interest. 

S. Distinguish between interest and usury. How far would it be correct 
to describe the money-lender's operations in India as usury? (See Part II, 
ch. iii.) 

4. Examine the effects of economic progress on interest. Can the rate 
of interest fall to zero I' 

5. Explain how interest is determined. 
6. 'Interest is the price of time.' Explain_ 
7. Consider whether it would be possible to abolish interest under the 

present or any other form of society. 
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8. Discuss the socialist criticism of interest. 
\!. Distinguish between gross and net profit. 

10. What deductions would you make from gross profits, in order to 
arrive at net profits? 

11. Consider whether profits form part of the cost of production. 
12. Show how far net profits are of the nature of rent. 
13. Explain the causes of differences in normal profits. 
14. 'Profits are contingent, wages are stipulated.' Discuss. 
15. Is there any social or economic justification for profits? Do you 

consider that profits are excessive under the present capitalistic system? 

CHAPTER XVI 

DISTRIBUTION: SOME GENERAL PROBLEMS 

1. Discuss the causes of industrial disputes which are a feature of 
modern society. 

2. Emphasize the need for industrial peace and discuss the ill-effects 
of strikes and lockouts. 

3. What steps would you recommend for preventing industrial disputes? 
4. Explain the scheme of Whitley Councils and indicate its strong and 

weak points. 
5. Discuss the principal methods of settling industrial disputes. 
6. Examine the plan of compulsory arbitration of industrial disputes 

in New Zealand and Australia. How far is such procedure desirable? 
7. Arc Trade Unions purely obstructive? If not what are their function. 

and uses? 
8. Review the Trade Union movement in Great Britain. 
9. Form a critical estimate of the influence exercised by Trade Union. 

and the effects of the Trade Union movement. What are the dangers of 
Trade Unionism? 

lB. Examine the evils of modern industrialism and the factory system 
and show the need for the intervention of the State to Bafegusrd the 
position of labour. 

11. State in general terms the aims and objects of labour legislation in 
modern times and mention the principal items covered by it. 

12. Indicate the scope of Factory and Workmen's Compensation Acts 
respectively. 

13. Examine the scheme of national insurance against sickness and 
unemployment in Great Britain and Germany. 

14. Examine the case for a legal minimum wage. Explain the operation 
of the wage-fixing machinery in Great Britain. 

15. Write a brief note on a general national minimum wage. 
16. Discuss the causes of inequality of incomes. 
17. Is inequality of wealth-distribution wholly an evil? How would you 

remedy it in so far as it is an evil? 
18. 'The overshadowing fact in the distribution of property and income 

is inequality.' Discuss. How far is this inequality inevitable? 
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19. Account for the rise oC modem aocialism and give B clear exposition 
01 the socialistic doctrine. 

20. Consider socialiam a~ a po.Hible solution of the prt>.ent defects in 
economic organization. 

21. Show how on the constructive side of socialism there is a great 
variation in the propoaals for social reconstruction. 

22. Examine the influence of socialism on social legislation in modern 
Statea. 

23. Indicate the .trong and w~ak point. of socialism, and mention the 
1'1"irll"ipal socialiatic schools. 

CHAPTER XVII 

PUBLIC FINANCE 

1. In what respects does public economy dilfer from private economy? 
2. Indicate th" various sources of public revenues, giving Indian 

ellBmples. 
3. Give a careful definition oC a tax. How does a tax differ from a 

(fill? Must a tax always be paid in money? 
4. Enumerate with brief commenh Adam Smith's canonR of taxation. 

What are the modem additions to Adam Smith's list? 
II. Clearly bring out the implication a of the canon of equality. 
6. Ret forth th" equality of sacrifice theory and compare it with the 

laculty theory. Indicate the respective merits of the two theories. 
7. What i. progrt's.ive tallBtion? How can it be justified with reft'rence 

to the canon of equality? 
8. State the C88e for anll again.t progressive taxation, with special 

relt'renct' to India. 
9. Explain the benefit theory of taxation, and point out it. limitations. 

10. What are the main functions of taxation? 
11. Conaider the usel of taxation and of publio expenditnre in remedying 

ROI'ial inequalitit's and injustices. 
12. What i. taxable rapal'ity? Is it poesible to measure it BCl'urately7 
13. What are the principal factors governing taxable capacity? 
14. Clearly explain the distinction between direct and indirect laxation. 

Give illustrations from Indian conditions. 
15. Disl'nss the romparative merits of dirt'Ct and indirect taxation. 
16. Distinguish b ... tween the impact and the inl'idence of a· tax. Illustrate 

your answer by one or two examplt"8. 
17. Bring ou~ the importance of the study of incidence of taxation. 
18. Set forth in general outline the theory of incidence of taxation. 
19. Discuss the question of incidence of taxation with reference to (i) 

I't'nt: (ii) buildings; lind (iii) monopoli('8. 
20. (i) Wha~ are the principal items of public expenditure? 

(ii) Suggest II suitable classification of public expenditure. 
!n. Under what circumstances ia unproductive expenditnf8 justifiable? 

Discuss the question with special reference to irrigation and famine relief 
in India. (See Part II. chs. iii and viii.) 

25 
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211. Give a brief exposition of the theory of public expenditure, and of 
Governmental functions. 

:.l3. 'Vhat are the dangers attendant on excessive public expenditure? 
24. Set forth and explain the economic functions of the State. Gi,'e 

Indian examples. 
25. Distinguish between public credit and private credit. How does the 

distinction affect the borrowing policy of the State? 
26. What are the uses of public loans in peace and war? Should a war 

be financed by taxes or loans or botb? 
27. How far is it legitimate to resort to borrowing for unproouctive 

works such as pu~lic buildings and museu illS, and unproouctive objects like 
edllcation? ' 

:.lll. Discuss the lIses and dangers of external public loans. 

CHAPTER XVIII 

UNEMPLOYMENT AND THE TRADE CYCLE 

1. 'Unemployment may be regarded a8 the shadow side of modcm pro· 
gress. ' Discuss. 

2. What are the fundamental causes of unemployment? 
3. Consider separately the nnemployment problem as it affects (i) parti· 

cular trades and (ii) all trades. 
4. Clearly indicate the relation between unemploymnt and the trade 

cycle. 
5. Explain clearly the main phases of the trade cycle. 
6. Explain briefly the principal trade cycle theories. 
7. How far does excessive saving and underspending account for the 

presen t economic depression? 
8. Indicate the methods of dealing with the evil of unemployment. 
9. Discuss the policy of construction of puhlic works 88 a remedy for 

unemployment during a period of trade depression. 
10. Give a brief account of the National Unemployment Insurance organ

ization in Great Britain and Germany. (See also ch. xvi.) 

APPENDIX 

TRADE AND PRODUCTS OF THE PRINCIPAL COUNTRIES OF THE 
WORLD 

1. Mention the principal commodities necessary for the satisfaction of 
human wants, and indicato their distribution in the different climatic zones. 

2. Mention the principal products of Great Britain aud explain the 
part played hy them in her national economy. 

3. What are the chief imports and exports of Great Britain? 
4. Explain the circumstances that have favoured the rapid economic 

development of the United States. 
5. . Enumerate the chief imports and exports of the IT. !'l.A. 
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6. Compare tho natural resources of Germany with those of Great 
Britain. 

7. What are the pl'incipal manufacturing industries in Germany? Ac
count for her rapid industrial development. 

S. Mention the leading imports and exports of Germany. 
II. Give an idea of the natural resources and physical features of Japan. 

10. 'Japan nolY ranks a8 the foremost industrial country of Asia and 
one of the leading commercial nations of the world.' Diacuss. 

11. Mention the principal manufacturing industries in,Japan, and explain 
the part played by cottage industries in her economic life. 

Ill. Name the main items of Japan's import and export trade. 



PART TWO 

ELEMENTS OF INDIAN ECONOMICS 

26 



CHAPTER I 

RESO.URCES AND POPULATION 

§l.' Meaning of "Indian economics' .-'Indian economics', 
as generally understood, may be described as a study of 
Indian economic problems. It presents an analysis of the 
existing economic situation of India. and discusses means and 
methods of improving it. Every country must in this 
manner consider its own economic problems. Our object in 
such a study is not merely knowledge for its own sake. This 
is legitimate enough, but in addition we desire to find out 
how best to proceed in order to make the country and its 
people richer and happier. 1 

§2. Scope of the chapter.-In this chapter it is proposed 
to deal with India's physical environment and natural 
l'esources, her population, and the economic aspects of her 
social and religious institutions. 

PHYSICAL ENvmONMENT AND NATURAL RESOURCES 

Economic Geography of India 

§3. Area and population.-We have already considered' 
the importance of natural resources and the part played by 
them in shaping the economic life of a country.1 We shall 
hegin our inquiry into the economic position of India. by a 
brief description of her physical environmeut. 

British India is 1,094,300 square miles in area with n 
population of 271,526,933 (according to the Census of 1931), 
while 711,03~ square miles of territory with a population of 
81,310,845 is under Indian States and Agencies. The length· 
of the country from north to south is about 2,000 miles, and 
about 2,500 miles from east to west. India has iii land 

I The term 'Indian economics' may suggest that we are thinking of an' 
III together new science of economics. But actually this is not· 80, and 
indeed we do not want-nor do we possess--any new aystem of economic 
,loctrines. In Iudia, as elsewhere, the general science of economics aa we 
IIll'l'3dy know it ia serviceable enough and in fact indispensable. Anybody 
wishing to study the economic conditions in India will be seriously handi
capped unless he ia well acquainted with ths principles of economics. This is 
the relation between the general science of economics and 'Indian economics'_ 
-See Jathar '" Beri. Indian Economic8, vol. I, ab. i. 

• See Part I, ch. v, §6. 
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frontier of about 6000 miles, and the length of her coastline 
is roughly 5,000 miles. She is thus a world in herself, being 
fifteen times as large as Great Britain and equal to the whole 
of Europe excepting Russia. Her total pop~ation (353 
millions) is about one-fifth of the world-population. 

§4. Geographical location.-The natural boundaries of 
India stand out prominently on her map. On the land side 
there are the mountain ranges of the Himalayas on the north 
a.nd the Hindu Kush and Sui aim an mountains on the north
west. The north-eastern frontier is composed of the moun
tains which shut Burma off from the rest of Asia. The 
only gateways to India by land (i.e. th~ Khyber and the 
Bolan passes) are on the north-west frontIers, from Afghan
istan and Baluchistan. The Indian coast is surrounded by 
the two great arms of the Indian Ocean, the Arabian Sea on 
the west and the Bay of Bengal on the east. India is thus 
readily ;tpproachable from her sea boundaries. 

India occupies a highly favourable situation as regards the 
rest of the world for purposes of international trade, standing 
as she does at the centre of the eastern hemisphere; she 
commands trade routes running in all directions, and the sea 
routes are by far the most important on account of her 
extensive seaboard (see Map X). 

India, however, suffers from a deficiency of natural 
harbours capable of accommodating large modern vessels. 
Karachi, Bombay, Goa and Cochin are the only important 
ports on the western coast. The east coast is surf-bound and 
without any natural harbours. The harbour of Madras owes 
its present position largely to an expensive outlay on its sea
walls. Vizagapatam on the same coast is gradually gaining 
importance as another artificial harbour, thanks to an ambi
tious project that is now being carried out by stages. 
Calcutta on the Bay of Bengal is naturally well-situated, but 
suffers from b.ars which form in the Hooghly and make 
<l?n~tant dredgmg operations necessary. Chittagong is in a 
sunllar case. Rangoon and Moulmein, although good har
bours in themselves, are distant from the sea and suffer from 
unsatisfa<:tory communication with the interior. We can 
therefore readily realize why as much as six-sevenths of 
India's foreign trade is confined to five ports, namely Calcutta, 
Bombay, Rangoon, :Madras and Karachi (see Map I). A 
vigorous policy aiming at the construction of new harbours 
and the revival of the old neglected ones is urgently called 
for in the interests both of her coastal and oceanic trade. 

The present shipping position of India is very unsatisfac-
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tory, and she has hardly a.ny mercantile marine worth the 
name to maintain her old traditions of maritime activity. 
The need for a more forward shipping policy is discussed in 
Chapter V. 

As regards inland communication, the principal ports of 
India are a.lready connected with the inland trade centres by 
0. network of railways arid roads. Northern India enjoys 
good facilities for internal communication owing to navigable 
rivers like the Indus and the Ganges, and her vast plains 
lend themselves to the easy construction of roads and rail
ways. Peninsular India is at a disadvantage in this respect 
owing to the rugged and mountainous nature of the country 
and its lack of large perennial rivers. The state of rail and 
road communications in the rural areas of India is backward 
ILnd needs immediate attention. 1 The post and telegraph are 
now sufficiently familiar and widespread in India, while the 
telephone and wireless, which have become such important 
adjuncts of modern trade and economic activity, are still in 
" backwa.rd state of development, the use of the telephone 
being confined to the larger towns .. On the whole, as a result 
of these modern facilities for inland communications, the 
economic isolation of the village is largely a thing of the past. 

§5. Four well-marked dhrisions of India.-India. falls 
into the following four well-marked divisions: (i) the Penin
sula, (ll) the Indo-Gangetic Plain, (iii) the Himalayan Range, 
and (iv) Burma. (see Map In. 

(i) The Peninsula.-This is an elevated plateau (called 
the Deccan, or the plateau of the south) separated from the 
Indo-Gangetic Plain by the Vindhya. and Satpura. ra.nges. 
It is flanked by the coast ranges known as the Western and 
Eastern Ghats. It is thus triangular in shape with Cape 
Comorin as its apex. This tableland of the peninsula is 
generally uneven and rock!.. with more or less forested hill 
peaks and ranges, and it tilts like the roof of a house from 
west to east. The Western Ghats. which form a. gigantic 
nnd continuous sea-wall, intercept the monsoon clouds, which 
are compelled to deposit their moisture on the mountain 
barrier and the narrow strip of land between the Ghats and 
the sea (known as the Konkan) , thus making the inland 
region peculiarly liable to droughts and famine. 

The principal peninsula.r rivers are the Narbada., the 
Tapti, the Mahanadi, the Godavari, the Kistna. and the 
Cauvery (see Map VII). They depend on the rains, and are 

, See also ch. v,· §So, s. 
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not perennial like the Himalayan. rivers, which r~ceive water 
from the melting of the mountam snows even 10 summer. 
They not only dry up in the hot weathe~, but many o~ th~m 
cut their way through deep gorges whIch make navIgatIOn 
impossible and irrigation expensive. 

The principal products of the peninsula are millets, ~ice, 
oil-seeds, sugarcane, pulses, cotton, tea, coffee and spIces. 
The main kinds of trees are teak, sal, sandalwood and coco-
nut. 

(ii) The Indo-Gangetic Plain.-This lies between the 
peninsula and the Himalayas and is traversed by two river 
systems, the Indus system to the west and the Ganges system 
to the east. The Indo-Gangetic plain, being composed of 
rivers and silt, is very fertile and forms the most extensive 
sheet of level cultivation in the world. Its Himalayan rivers 
are perennial: their fertile basins have been the seats of the 
ancient pre-Aryan and Aryan civilizations and are the natural 
granaries of the country. Some of them (e.g. the Brahma
putra, Ganges and Indus) are navigable, and served as great 
carriers of commerce in the pre-railway days. They are also 
the feeders of the important productive irrigation works on 
which the prosperity of the Punjab, Sind and the United 
Provinces so largely rests. The main products of the Indo
Gangetic plain are wheat, barley, millets, sugarcane, oil
seeds, rice, cotton, jute, indigo and opium. The vegetation 
is varied and plentiful-sal in the north, teak in Central 
India and the mulberry in Bengal. The Indo-Gangetic plain 
is the most densely populated part of India owing to its fertile 
alluvial soil and assured rainfall. 

(iii) The Himalayas.-The Himalayan mountain ranges 
of the north-the highest in the world-dominate the In<1o
Gangetic plain. They account for 1,250 miles out of the 
tot~l length o~ over 2,000 miles of great mountain rangt'~ 
whIch cnt IndIa off from the rest of Asia. Apart from their 
political significance as an impregnable barrier, the Hima
layas exercise a dominating influence on economic conditions 
by their effects on rain, winds, heat cold, moisture and 
vegetation. They intercept the mon~n and supply the 
plains and rivers with rain-water. We have already referred 
to the economic value of· the Himalayan rivers. The 
Hima}ayan watersheds present rich possibilities of hydro
electrIC power. Lastly, they are a rich source of vegetation 
and nourish valuable forests which in their turn re!!Ulate the 
supply of rain~water. . '"' 

(iv) BUTtna.-Burma constitutes a separat~ unit geogra-
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phically, and presents many marked contrasts with India 
proper.' The Burmese people, whose principal home lies in 
the fertile valley of the navigable river Irrawaddy, belong 
to a different race and their civilization also differs from that 
of the Hindus. Burma, which is essentially a mountainous 
country, has vast natural resources in forests and minerals 
(e.g. petroleum) still awaiting economic exploitation. Rice 
is the principal agricultural product. Other crops are 
lIugarcane, tobacco and millets. 

§6. Climate and seasons.-It is impossible to make any 
goeneral statement about the climate of India because within 
its boundaries almost any type of climate that is known to 
the tropics or the temperate zone may be found. But on 
the whole the Indian climate may be described as semi
tropical. Peninsular India, being situated within the trorics, 
has a higher mean temperature throughout the year and 
shows small variations in the different seasons. Northern 
India, on the other hand, is characterized by extremes of 
temperature during summer and winter. At Jacobabad the 
thermometer sometimes rises to 1250 in the shade during the 
hot weather and falls to 25° in the cold weather. Where 
the seasons are clearly defined in India they are three in 
number: (i) a cool dry season (winter) when northerly winds 
prevail; (ii) a wet season, sultry and oppressive with the 
inflowing south-west monsoon; and (iii) a hot dry season 
before the beginning of the rains, which usually come sud
denly with heavy thunder-storms. 

§7. Ralnfall.-The rainfall like the climate shows strik
ing variations. For example, Cherrapunji in the Assam hills 
registers a rainfall of 460 inches annually, while Upper Sind 
gets less than 3 inches. Climatically the Indian peninsula 
is part of the great monsoon area of Asia and exhibits 
the monsoonal control in a, more perfect form than any 
other part of this area. The rainfall of India, unlike 
the rainfall in England, where rain may be expected at 
any time, has a definite periodicity due to this monsoona] 
control. The term 'monsoon" technically applies to the 
reversnl of the winds which takes place throughout the mon
soon area and which divides the climatic year into two 
distinct periods. that of the south-west monsoon, and that 
of the north-east monsoon. During the hot season the land 

1 Burma is shortly to be separated from British India and is to be 
given a separate constitution. Her trade with India will be governed by 
a special trade agreement. 
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gets hotter than the waters of the Indian ocean to ~he south. 
Moisture-laden winds therefore blow from the India.n ocean 
into the low-pressure land area to displace the hot, light air 
in it in the month of June. By July the south-west 
monsoon is fully established over India, the winds being 
generally south-west over the Deccan, south over the Ganges' 
delta, and south-east up the Ganges valley. The Indus 
basin is the last area reached by these winds, and the first 
from which they retreat, so that here the yearly rainfall is 
very low. It is heaviest on the Western Ghats (which are 
first struck by the monsoon), the Himalayas, and in Burma. 
In September the force of the monsoon begins rapidly to 
decline. The south-west monsoon, which reaches every part 
of India, accounts for nearly 90% of the total rainfall. It 
strikes India in two currents: (i) the Arabian Sea branch, 
and (ii) the Bay of Bengal branch. The former crosses the 
west coast of India, giving rain to the peninsula, the Central 
Provinces and Rajputana. The Bengal branch gives copious 
rainfall to Burma, Bengal, Assam and Bihar, until it is 
arrested by the Himalayas. It then turns towards the west 
and, meeting with the Arabian Sea branch, gives a moderate 
rainfall to the whole tract from Bengal to' the Punjab. 

The north-east monsoon, which yields about 10% of the 
total annual rainfall, is really the south-west monsoon in 
retreat. During the winter, the land becomes cooler than 
the sea and moisture-bearing winds blow from the land to 
the sea, thus giving rise to the north-east monsoon. This 
winter monsoon gives rain to north and south Madras from 
October to December. Other parts of India, such as 
Hyderabad State, Berar, and some parts of the Central 
Provinces, Bombay and the Punjab, also benefit from the 
north-east monsoon. 

The monsoon determines the harvesting seasons in India. 
One set of crops is sown in June and reaped in autumn, 
namely rice, cotton and bajra. This is called the season of 
the kharif crops. The second set of crops, namely wheat, 
barley and linseed, is sown when the monsoon ends about the 
middle of September, and is reaped between January and 
March. This is the season of the rabi crops. The annual 
rainfall is a matter of vital importance to the country. Fluc
tuations in quantity, distribution, and timeliness bring misery 
or prosperity to the millions of people who are mainly depen
dent on agriculture. The rainfall enters into every aspect of 
life in the country, for the prosperity of industry, trade and 
finance depend on that of agriculture, which in its turn is 
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largely at the mercy of the monsoon, and particularly of the 
south-west monsoon. 

The lack of uniformity in the annual rainfall has given 
rise to the following classification: (i) Areas of assured rain
fall such as Burma, Assam, eastern and lower Bengal and 
the western coast strips; (ii) Areas of precarious rainfall such 
as Udaipur. Ajmer. and the Bombay Deccan excluding the 
Western Ghats; and (iii) Areas of drought such as upper 
Sind, western Rajputana and western Punjab (see Map III). 

~8. Solls.-The geological survey of a country includes 
the consideration of its surface and sub-soil. The soils of 
India belong to the following geological types : 

(i) The alluvial tracts .-These are the most extensive 
and agriculturally the most important. They occupy the 
greater portion of Sind, Gujarat, Rajputana, the Punjab. the 
United Provinces. Bengal; and the Godavari, Kistna, and 
Tanjore districts of Madras. An alluvial strip extends along 
the eastern and western coasts of the peninsula. The alluvial 
soils. rich in chemical and organic ingredients, are very 
fertile, and with a moderate and well-distributed rainfall are 
capable of growing most of the kharif and rabi crops. 

(ii) The Deccan trap formation covers the greater part 
of the Bombay Presidency, the whole of Berar, the western 
third of the Central Provinces and the western part of 
Hyderabad (Deccan). The soils in this area vary greatly in 
character and fertility. True Black Cotton soil occurs within 
the area of the Deccan trap below the general level of the 
foot-hills. It is famous as being suitable for the cultivation 
of cotton and jowar in the valleys of the Tapti and Narbada, 
ill the plains of Gujarat, Kathiawar and Karnatak, and in 
110 few districts of the Madras Presidency. It can also grow 
wheat, linseed and gram, and has a great capacity for 
absorbing and retaining moisture. . 

(iii) The crystalline tract.-The remaining soils belong to 
what is known as the crystalline tract, comprising almost 
the whole of Madras, Mysore, south-eastern Bombay, eastern 
Hyderabad and two-thirds of the Central Provinces. Though 
OIl the whole their fertility is of a. low order, certain varieties 
(e.g. the red or the red-brown loams and clay loams in 
Mysore and Madras) are very fertile. Crystalline soils of 
moderate fertility yield rice as their chief crop where canal 
irrigation is a.vailable, and also other valuable crops with 
the help of tank ana well irrigation. 

§9. Mineral productlon.-In the opinion of the Indus
trial Commission (1918), the mineral deposits of India. are 
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sufficient to maintain most of the key industries in the 
country. Up to the early eighties. practically nothing had 
been done for their development. Subsequent investigations, 
however, have led to the discovery and opening up of ma.ny 
kinds of mineral deposits which make possible the rise of a 
number of metallurgical industries in the country. Tile 
recent development of the transport system, the war of 
1914-18, and the industrial progress of India have stimulated 
mineral production. 

The minerals produced in India include coal, iron, man
ganese, gold, silver, lead, zinc, petroleum, mica, wolfram. 
sulphates, salt, saltpetre, building-stones, and cement-making 
materials (see Map I). The total values of the minera \;1 pro
duced in the years 1933 and 1934 were Rs. 22'16 and 
Rs. 23'54 crores respectively. A few words may be said here 
about the principal minerals. 

(i) Coal.-With the exception of the United Kingdom. 
India produces more coal than any other part of the British 
Empire. The quantity of coal produced in 1933 was about 
19'8 million tons valued at over Rs. 6 crores. Most of the 
Indian coal comes from Bengal, Bihar and Orissa (the 
Gondwana coalfields). Outside these provinces, the most 
important mines are in the Central Provinces, Hyderabad 
State, .Central India, the Punjab, Rajputana, Burma, Assam 
and Baluchistan. Indian coal is thus very unevenly distri
buted, the deficiency being specially marked in the case of 
the peninsula. Bombay can draw hydro-electric power from 
the Western Ghats, but the Madras Presidency is greatly 
ha.ndicapped in its industrial development (e.g. in the ex
ploitation of its iron are deposits) by lack of coal. Indian 
coal is generally poorer in quality than foreign coal. Only 
the Bengal coal can compare with foreign coal in the pro
duction of good metallurgical coke. On the recommendation 
of the Indian Coal Committee. a Coal Grading Board wa~ 
established in 1926 in order to improve the quality of Indian 
coal supplied in the market. It is also necessary to devise 
measures for the conservation of India's resources of ~ood 
quality coal. -

The coal industry in India owes its orirrin to the 
construction of railways in the country. though it: subsequent 
progress has been stimulated by the increased demand from 
the expanding iron and steel and other industries. 

(ii) Iron.-By far the most important of the iron 
deposits are those that occur in Sing-hbhum and Keonjhar, 
Bonai and Mayurbhunj States of Bihar and Orissa, where 
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recent discoveries include what appears to be a range of iron 
ore running almost continuously for forty miles. Other 
Bources are Bengal, Burma, the Central Provinces, Madras 
and Mysore State. The Barakar Iron Works, started in 
1874 (which have been transformed into the present Bengal 
Iron Company, Ltd.) led to the introduction of the modern 
iron industry into India. The remarkable development of 
the Tatar Iron and Steel Company, ina.ugurated at Sakchi 
(Jamshedpur) in 1911, has given a great stimulus to the pro
duction of iron ore, of which the total production amounted 
to 1'9 miIlion tons in 1934. 

(iii) M anganese.-This is a very valuable industrial 
mineral and is ma.inly required for the manufacture of steel. 
It is also used in the heavy chemical, electrical and glass 
industries. India at one time .(1907) displaced Russia as the 
first among the world's producers of this metal, but later she 
gave way to Russia.. .The record output of 1·1 million tons 
was reached in 1927, but .owing to the economic depression 
of recent years, the output fell to only 218,307 tons in 1933 
llnd the industry is still in a. stagnant condition though there 
was II> partial recovery in 1934, the output having increased 
to 406,000 tons. The principal manganese-producing areas 
are the Central Provinces, Madras, Bombay and Mysore. 

(iv) Gold.-India contributes only about 3% of the 
world's production of gold, the great bulk of which is mined 
in the Kolar field in eastern Mysore. India produced 336,108 
ounces of gold, valued at Rs. 2·76 crores, in 1933. 

(v) PetToleum.-There are two distinct oil-bearing areas 
in India on either side of the Himalayan arc; one on the 
€ast, and by far the most. important, includes Assam and 
Burma. and contributes 95%o~f the output; the other on the 
west includes the Punjab and Baluchistan. The most 
successful oilfields are found in the Irrawaddy valley in 
Burma, from which nine-tenths of the indigenous petroleum 
is obtained. India produced 322 million gallons of petroleum 
in 1934 (as compared with 118 million gallons in 1904), 
which is the highest figure'-in the history of the industry. 
Her contribution to the world's production of petroleum was 
only 0'62% and she occupied the twelfth place in 1933. The 
internal consumption of petroleum and petrol has increased 
enormously in recent years, and large quantities are still 
imported from abroad in spite of the extension of home 
supplies. 

(vi) Mica.-This mineral is principally used in the 
electrical industry as an insulating medium. India is the 



400 INTRODUCTION TO ECONOMICS 

len,ding producer of mica. with an output of more than three
fifths of the world's total. 

(vii) Saltpetre.-Saltpetre is in considerable demand for 
industrial purposes, for the manufacture of glass, for the 
preservation of food and for manurial purposes. It is pro
duced mainly in Bihar, the United Provinces and the Punjab. 
Nen,rly the whole of the output is exported, a smn,ll part 
being retained in the country for use as a fertilizer, 
especially in the Assam tea gardens. There wn,s a time when 
India possessed a practical monopoly of the world's supply 
of nitrates required for the manufacture of explosives a.nd 
chemical manure. Partly owing to the imposition of a 
hen,vy export duty and partly owing to other causes, Indian 
production declined. The competition of Chile nitrates and 
:French potash salts in foreign markets has adversely affected 
Indian exports of saltpetre. 

(viii) Salt.-About three-fourths of the salt consumed in 
the country is produced internally. The total output of salt 
produced in India (including Aden) was 1'71 million tons in 
1933, the imports in the same year being 396,818 tons. 
About 60% of the Indian salt is obtained by evaporation of 
sea. water on the coasts of Bombay, Madras and Burma. A 
second source is the rock salt obtained from the Salt Rn,nge 
and the Kohat mines in the Punjab. The other two sources 
are brine salt from the Sambhar lake in Rajputana and salt 
brine condensed on the border of the lesser Rann of Cutch. 
:Foreign salt is largely imported for the Bengal and Burma 
markets. In 1929-30 the Tariff Board, which considered the 
question of making the country self-sufficient in respect of 
salt, expressed the view that the whole demand of the Beng-al 
market (which is for fine white salt) could be met by India 
and Aden. The salt industry received protection in India by 
the imposition in 1931 of an additional import duty of 
4l annas per maund on foreign salt, reduced to 2! annas in 
1933. 

(ix) Cement-making materials.-Chalk, limestone and 
clay are found extensively in India in the Bundi State (Raj
putana) and also at Katni. Other areas are Porbandar in 
Kathiawar and the vicinity of Lucknow and Cawnpore in 
the United Provinces. The cement industry has a promising 
future. 

(x) Other minerals.-Other minerals of subordinate 
importance are lead, tin, copper, zinc, silver, bauxite (alu
minium). jade, chromite, potash, amber, diamonds, rubies 
and sulphur. 
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§lO. Vegetable resources.-India grows a large variety 
of vegetable products belonging to the sub-tropical and 
temperate zones, as the following enumeration will show: 

(i) Food-grains.-Rice in Bengal, Bihar, Orissa and 
Burma, and to some extent in Madras and Bombay; 
wheat, in the north-west parts of India; millets, such as 
.iowar and bajra, in Bombay and Madras; barley. in the 
United Provinces and Bihar; ragi, in Madras, the United 
Provinces and Bombay; maize, in Bihar and Orissa, the 
United Provinces and the Punjab; gram, in the Punjab, the 
United Provinces, Bihar and Orissa and the Central Provinces. 

(ii) Herbs.-Oondiments and spices, in Madras, Bombay 
and Bengal; sugarcane, all over India, especially in the 
United Provinces; coffee, in Madras and Qoorg; tea, in Assam 
1l,nd Bengal. 

(ill) Seeds.-Oil-seeds such as linseed, sesamum, rape 
and mustard, ground-nut, castor in Madras, the United Pro
vinces, the Central Provinces, Bombay and Burma.. 

(iv) Fibres.-Ootton, in Bombay, Berar, the Punjab and 
Madras; jute, in Benga.l. 

(v) Miscellaneous.-Opium, in the United Provinces; 
tobacco, in Bengal, Bihar, Bombay and Madras; fodder 
crops, in the Punjab and the United Provinces; cinchona, in 
southern India and Burma; india-rubber, in Assam, Khasi 
Hills and Burma; and forest products. 1 

§1l. Forests.-Among the most valuable natural 
resources of India. must be reckoned her magnificent forests, 
whose character is largely governed by rainfall and elevation. 
'Where the rainfall is heavy, evergreen forests of palm, ferns, 
bamboos and india-rubber trees are found. Under less 
copious rainfall, deciduous forests appear containing teak, sal, 
etc. Of the whole area of British India., more than one-fifth 
is under the control of the Forest Department, Burma. and 
Assam being the leading major provinces in this respect. 

In the economy of man and of nature, forests are of 
direct and indirect value. The direct utility of forests is 
chiefly due to their produce, such as timber and firewood and 
the raw materials they afford various industries, an'd the 
grazing for cattle they provide. They also offer employment 
to a. large number of persons working in a.nd near them and 
to others engaged in working up the raw products. Forest 
produce is divided into two main heads: (i) Major produce, 
i.e. timber and firewood; and (ii) Minor produce such as lac, 

• For further particulars regarding the various crops, see ch. iii, §3. 
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tanning materials, essential oils, turpentine and resin. 
Forest research. has proved the utility of bamboo for the 
manufacture of paper pulp, and the Government has since 
1925 granted protection to the Indian bamboo paper pulp 
industry on the recommendation of the Tariff Board. The 
indirect utility of forests is also not negligible. They make 
the climate more equable, prevent the soil from being washed 
away by heavy rains, help to regulate the water supply by 
rendering the flow of water in rivers more continuous, 
increase the fertility of the soil, a,fiord shelter to cattle and 
useful birds, and produce a healthy aesthetic influence upon 
the people. 

The conservation of forests is therefore of the utmost 
importance to every country. Nature's heritage must be 
protected against the raJ2acity of mankind. The process of 
reckless destruction of forests had gone on for centuries in 
India before the advent of the British rule. In the early 
years of the British rule, this destruction became intensifiec1 
owing to increase of population, extension of cultivation, 
mUltiplication of herds of cattle and increasing demand for 
timber and firewood for railways. It was during Lord 
Dalhousie's regime that the Government realized the neces
sity of adopting a policy of forest conservation. The first 
organized steps were taken about the year 1855. In 1864 
a Forest Department under an Inspector-General of Forests 
was established in the major provinces. Since then the 
Forest Department has grown and now controls, as mentioned 
above, more than one-fifth of the total area. of British India. 
Indian forests are classified as (i) Reserved, (ii) Protected, 
and (iii) Unclassed State Forests in descending order as 
regards the control exercised by the Government over the 
rights of individual and public use. The object of forest 
administration is to eliminate the danger of over-working the 
forests and to improve their yielding capacity. The Forest 
Research Institute, established in 1906 at Debra. Dun, has 
h.een doing useful research work. The Agricultural Commis
SIOn (1928) stressed the importance of increasing the utility of 
forests to the agriculturist, and at the same time of brino-in" 
him to take an enlightened view of forest administration~ ... 

§12. ~nimal resoUl'Ces.-The importance of animal life 
to an agncultural country like India cannot be exalYgerated. 
The variety of Indian conditions has naturally de:eloped a 
great v:ariety of animal life. The most important animals 
are: (1) Cows and butIaloes mainly prized for milk; (ii) 
Bullocks which play an important part in the agricultural 
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economy of India both a.s draught animals and on the field; 
(iii) Goats and sheep which, apart from yielding meat and 
wool, supply together with cattle practically all the manure 
used by the Indian cultivator. Other animals are donkeys, 
used as pack-animals everywhere; camels, used for transport 
across deserts (e.g. Sind) and generally in northern India; 

·and fish, which are of immense importance as articles of 
diet in Bengal, Assam and the coast strips of the peninsula. 
'fhe extensive forests of India shelter a large variety of wild 
unimals, reptiles and birds. 

§13. Sources of powel'.-The principal sources of power 
available in India are coal, wood, fuel, oil and alcohol, wind 
n.nd water. We have already referred to the uneven distri
bution of coal an'd its marked deficiency in the peninsula. 
The situa.tion as regards the other sources of power, except 
water power, is also not very favourable. At present water 
is the most promising source of power in India. The Gokak 
Mills situated near the Gokak Falls in the Southern Maratha. 
country (Bombay) were the pioneers in the use of hydro
electric power. In recent times cqnsiderable attention has 
been paid to large hydro-electric power schemes, e.g. on the 
Cauvery river at Sivasamudram, for supplying power to the 
U:olar gold fields (1903), on the river Jhelum in Kashmir, 
and at the Tata hydro-electric works in the Western Ghats 
in the Bombay Presidency (1915). The three Tata hydro
electrio schemes mark a. big step forward in the industrial 
development of India. These schemes, which have a com
bined normal capacity of 246,000 horse-power, provide 
electrical eI\ergy for the great in'dustrial city of Bombay. 
Bombay suburbs, Thana, Kalyan and greater Poona, thus 
enabling them to overcome the handicap imposed by the 
absence of coal in their vicinity. Another important hydro
electrio venture is, the Mandi scheme in the Punjab, which 
area also suffers from a deficiency of coal. This scheme 
when completed is expected to supply power to a very large 
number of industrial centres, including distant places like 
Delhi. In accordance with the recommen'dations of the 
Industrial Commission, the Government of India. undertook 
in 1918 a; comprehensive hydro-electric survey of India. which 
has revealed various interesting possibilities, especially in 
connexion with the Himalayan watersheds and rivers. 

The foregoing survey reveals the rich and varied character 
of India.'s natural resources. It is Do commonpla.ce remark 
that while nature has showered her bounties on the country 
with a liberal hand, man in India has failed to profit 
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adequately by them, so that the contrast between the bounties. 
of nature and the poverty of man is very strikin~. 

POPULATION 

§14. Total population.-The total population of India.' 
according to the last census (1931) is 352,837,778, British· 
territory containing 271,526,933 and Indian States 
81,310,845. With an area of about half that of the United 
States, India has a population almost three times as large. 

~ 15. Density of population by provinces and States.-We 
have already discussed the general factors which influence' 
the density of population in a country. 1 We give below the' 
total population and density per square mile in the various' 
British Indian provinces and Indian States according to the 
census of 1931 : 

Province, State or 
Agency 

India ... , 352·8 
Provinces ... 1271·5 
(1) Ajmer-Merwara ... I 0·5 
(2) Andamans and :Nico- I 

bars 
(3) Assam ... 1 

(4) Baluchi.tan (District. I 
and administered' 
territories) 

(5) Bengal 
(6) Bibar and Orissa 
(7) Bombay 

Aden 
(8) Burma 

••• ! 

(9) Central Provinces 
and Berar 

(i0) Coorg 
(11) Delhi 
(Ill) Madras 

... : 

(13) N.-W. Frontier Pro-
vince Districts 
and administered 
territories) 

(H) Punjab 
(15) United Provinces of 

Agra and Oudb 

0·02 
8·6 

·4 
50·1 
37·6 
21·9 

·05 
14-6 

15-5 
0·1 
0·6 

46·7 

11-4 
23-5 

48'4 

states and Agencies 81·3 
(16) Assam states (Mani-

pur and Khasi 
states) 0·6 

195 
218 
207 

9 
157 

9 
646 
4.54 
177 
643 
68 

155 
103 

1,110 
828 

179 
238 

456 

111 

51 

Province, State or 
Agency 

(17) Balucbistan states ... i 
(18) Baroda state ... I 

(19) Bengal states I 

(20) Bihar and Orissa I 
states .. , I 

(21) Bombay states ... I 
(21l) Central India agen-: 

cy 
(23) Central 

states 
Provinces I 

(24) Gwalior state 
(25) Hyderabad state .... 
(26) J ammo and Kashmir i 

states ." 
(27) Madras states (in-: 

eluding Cocbin and I 

Travancore) 
(28) Mysore state 
(29) N.-W. F. P. 

cies and 
areas) 

(30) Punjab states 

••• i 

(Agen" 
tribal I 

(31) Rajputana agency ... I 
(32) Sikkim state 
(33) United Provinces 

states 
(34) Western Inclia states, 

agency 

1 See Part I, cb. vi, §7. 

0·4 
11-4 
0·9 

4·6 
H 

6·6 

H 
3·5 

14·4 

3·6 

6·7 
6·5 

2·2 
4·9 

11-2 
0·1 

1-2 

4·0 

5 
2~ 
179 

162 
160 

129 

80 
134 
1'15 

43 

631 
224 

99 
132 

87 
39 

203 . 
118 
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§16. Factors determining density of population.-The 
average density of population in India. is 195 persons per 
square mile. The density varies from tract to tract from 
6'5 (mean density) in Baluchistan to 4,000 in the rural parts 
of the south-west coast (see Map lV). In most parts of 
India the highest density of population would require about 
40 inches of annual rainfall. In a few cases it has been 
possible to remedy deficiency in rainfall by irrigation. But 
taking the country as a. whole irrigation plays a negligible 
part in determining density. A far more important factor is 
configuration. Where the surface of the soil is level, every 
inch of land may be cultivated, so that a. very dense popula
tion can be maintained. If the surface is uneven. with hills 
and valleys. cultivation is 'difficult and population will be 
sparse. The nature of the soil is obviously another important 
factor. Tracts most favourably situated in respect of 
rainfall configuration and soil naturally develop the highest 
density. as in the case of Bengal and the United Provinces 
with their vast stretches of level and rich soil and adequate 
rainfall. Sometimes a pa.rticula~ly unfavourable climate 
cancels all other advantages and we get low density as in 
Assam. 

§ 17. Occupational dlstrlbution.-About 70% of the 
peopl~ of India obtain their livelihood from agriculture and 
allied occupations. Industries support about 10% of the 
population, but the bulk of these are engaged in unorganized 
industries connected with the supply of personal and house
hold necessities and the simple implements of work. 
Organized industries occupy only about 1'5% of the people. 
Trade and transport absorb about 8%: and administration 
nnd protection of the country about 1'5%. These figures 
are sufficient to illustrate the usual statement that agri
culture forms almost the sole occupation of the people of 
bdia. 

§ 18. Towns and yillages.-The mass of the Indian 
people being agriculturists, it is natural that we should fin"d 
a. great predominance of villages over towns. A bare 11 % 
of the Indian popUlation are town-dwellers (a. town being 
taken to mean a. place inhabited by not less than 5,000 
persons, or possessing some form of municipal self-govern
ment). There are only 2,575 towns as compared to nearly 
seven lakhs of villages. In England the proportion of 
the town-dwelling to the total population is 80%; in 
the United States, 56 %; in France 49 %; and in Germany f 
46%. 

27 
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The present excessively uneven distribution of the people 
between town and country, with only a negligible proportion 
living in towns, is an index of general backwardness. 
Civilization and progress have always originated in towns 
and radiated from them into the countryside. A greater 
development of modern industries would bring about an 
increase of the town population, and the country would 
progress more rapidly not only in an economic sense but also 
culturally. 

§19. Sex-distribution.-Another characteristic of the 
Indian popUlation is that males outnumber females, there 
being 940 females for every 1,000 males in spite of the fact 
that females are constitutionally stronger. The explanation 
is that in India the mortality among females is higher, and 
this is usually attributed to early marriage and excessive 
child-bearing combined with unskilful midwifery. 

§20. Productive or working population.-The commonly 
accepted limits for the productive or the working population 
are between the ages of 15 and 60 in Europe. In India, as 
old age and incapacity for work appear earlier, the limits 
are 15 to 40. On this basis the working population in India 
is 40% of the total, as against 60% in England and 53% in 
France. 

§21. Birth-rate and death-rate.-The Indian birth-rate 
and death-rate are among the highest in the world (about 36 
per thousand and 26 per thousand respectively). A high and 
unchecked birth-rate is usually associated with a high death
rate. In European coqntries generally there is a striking 
tendency for both birth-rate and death-rate to decline. The 
birth-rate is declining because people marry late and regulate 
the size of their families. The children, being fewer, can 
be better looked after and therefore a large proportion grow 
up to manhood. In In"dia the death-rate in general is very 
high owing to the poverty and the low vitality of the people, 
and it is particularly high among infants and females. 
Early marriages are an important contributing factor because 
they sap the vitality of the mother, and the child is conse
quently weak and liable easily to succumb to an ailment. 
Insanitary habits, ignorance of health laws, and unskilful 
midwifery make matters worse. 

§22. Population problem in India.-Between 1921 and 
1931 the Indian population increased from about 319 to about 
353 millions, i.e. by more than 10%. The increase of 
34 millions in ten years, although not great in proportion to 
thr.jtotal population, is none the less stupendous in itself. 
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Can India really BUpport a growth of popUlation on this 
Bcale? As the Qensus Report of 1931 points out, thirty-four 
millions is a 'figure approaching equality with that of the 
total population of France or Italy and appreciably greater 
than that of Buch important European powers as Poland and 
Spain. The population now even exceeds the latest estimate 
of the population of China, so that India now heads the list 
of all the countries in the world in the number of her in
ha.bitants. ' 

In Part I, Chapter VI, §6, we have explained the term 
• over-population , as population in excess of the optimum, 
though of course nobody can pretend to be able to say 
exactly what the optimum would be under a given set of 
circumstances. If we cannot say what figure corresponds 
exactly to the optimum population, we also cannot pronounce 
Il definite opinion as to whether the actual size of the popu
lation in India is or is not in excess of the optimum. But 
though· an exact statement is impossible we can make a 
reasonably sound guess on broad general grounds. 

If in any country (i) there are :0.0 considerable preventive 
checks to the growth of population, (ii) if further there are 
no prospects of any sudden and extraordinary economic deve
lopment, and lastly (iii) if the positive checks are unmistak
ably in operation (Le. there is a very heavy death-rate, 
particularly infantile death-rate) , we may ~ustifiably 
conclude that the country in question is suffenng from 
over-population. We shall consider the position in India 
along these lines. 

That there are no important preventive checks in 
operation in this country can be easily proved. In India 
practically everybody marries, anod marries as early as 
possible. Religion encourages marriage. 'Every Hindu 
must marry and beget children-sons if you please-to per
form his funeral rites lest his spirit should wander uneasily 
in the vacant places of the earth. 'I To avoid social obloquy 
most girls must marry before puberty. Amongst Moham
medans also early marriage is equally common. The joint
family system encourages early marriage because it is not 
necessary that everybody who marries should be able to earn 
his livelihood: wife and husband can be supported by the 
other members of the joint family. The very poverty of 
the masses makes early marriage necessary; for a wife is 

• P. K. Watta!, Th, Population Problma in India, 2nd ed •• p. 23. ° 
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necessary as a household drudge and often helps the hu~band 
in work in the fields and other outdoor occupatIOns. Children 
may come, but the standard of life is so low that it does 
not cost much to rear them. Many die for want of rare 
and proper nourishment, and those that survive are compelled 
to work and pay their way as soon as practicable. In the 
long run it is of course wasteful to society thus to force 
children to face life without any particular training. Dut 
the poor man cannot afford to take such long views. He 
is guided by what is immediately advantageous, howevel 
slight the advantage derived may be. The upshot of the 
whole matter is that the check to the growth of population 
due to abstention from marriage or its postponement is 
practically non-existent in India. It is therefore not sur
prising that the Indian birth-rate is one of the highest in the 
world. 

As regards the possibilities of economic development, 
much no 'doubt can be done in the way of improvement of 
agriculture and industrialization. But even a. superficial 
examination of our problems of agriculture will reveal the 
fact that there are many serious difficulties and obstacles to 
contend against, and progress must be slow. Similarls in 
the field of industry we have to reckon with the fact that 
other nations have gone far ahead of us, and it is a task 
of no mean difficulty to compete successfully with them. 
Even supposing we can shut out foreign goods by tariff 
barriers, our progress is not likely to be very rapid because 
there are other impediments besides foreign competition; 
our own deficiencies regarding labour and capital will take 
a long time to overcome. Even the most optimistic among 
us will agree that the country cannot hope for any such 
phenomenal increase of wealth as was witnessed in England 
as a result of the Industrial Revolution and as would 
suffice comfortably to absorb an unrestricted increase of 
popUlation. 

As regards positive checks, frequent visitations of 
epidemics like plague and influenza. carry off large numbers 
of people from time to time. Even otherwise the mortality 
rate is one of the highest in the world and is particularly 
heavy among infants. 1 

All the indications of a state of over-population are thus 
seen to be present in India, and taking into account the 
present conditions and the possibilities of economic advance 

I See §21. 
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in the near future we may say that India would be a better 
country for its people to live in, if they bred at a considerably 
slower rate than now. 

A 'definite movement towards artificial birth-control is 
taking place .in the country, and enlightened public opinion 
is making the demand that the Government should help the 
movement by propaganda and by such measures as the 
establishment of birth-control clinics where information and 
advice regarding methods of birth-control can be given to 
the people. 

Side by side with deliberate restriction of numbers, it is 
of the highest importance that every effort should be directed 
towards agricultural and industrial progress and the raising 
of the standard of living. Similarly the indirect bearing on 
the popUlation question of public health measures and the 
spread of education and culture to which reference was m~de 
in Part I, Chapter VI, should not be forgotten in considenng 
the problem of population' in India. 

ECONOMIC ASPECTS OF THE SOCIAL AND RELIGIOUS 

INSTITUTIONS 

§23. The caste system.-The various aspects of Indian 
economic life have received their peculiar shape and mould 
from the characteristic social institutions of the people. 

One of these institutions is the caste system. At one 
time perhaps the caste system could be defended as making 
for economic strength and efficiency, being based on the 
principle of division of labour. Also it worked well 'YVh~n 
there were only a few distinct occupations, proficiency in 
which mainly depended upon manual dexterity, which could 
most conveniently be handed down from father to son. Now 
with the appearance of numerous occupations and tne advent 
of machinery, mere manual dexterity has become compar~ 
tively less important, and the caste system is more a hin
drance than a. help. It tends to prevent a; man from follo'\\,'
ing his natural bent in selecting his profession, and this is 
undesirable from the individual as well as the social point of 
view. Some castes are regarded as lower and some as higher. 
The occupations of the former tend to be looked down upoq 
and this fosters an attitude of mind opposed to the principles 
that all honest labour is equally honourable, and that inferior~ 
ity and superiority are not questions of birth but of inna~ 
ability which is not the monopoly of any particular caste. 
The caste system in its present form is a source of social 
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and political weakness, and the sooner it disappears the better 
it will be for the nation. Western education and culture 
should weaken the caste system. But there are other power
ful influences-such as the scramble for political power 
ensuing from every forward step in political reform~which 
seem at present to be emphasizing the caste differences. 

§24. The joint-family system.-The joint-family system 
is another characteristic of Indian society. The joint family 
has of course some good points. Every member of the 
family is looked after. Widows and orphans find a natur~l 
shelter in the family. In these circumstances the State HI 

required to do less than in the west for those who are help
less. When a. large number of people live together as they 
do in a joint family, there is a saving in household expenses. 
In many ways the joint family at its best fosters the virtues 
of self-discipline, sacrifice, obedience and reverence. But the 
great objection under modern conditions to the joint family 
is that it stifles individual initiative and encourages drones 
lacking in the sense of self-respect and responsibility. At 
present, owing to the fact that individuals have very often 
to leave the family fold in search of a livelihood and owing 
to the growing influence of western individualism, the joint
family system is gradually breaking up. 

§25. Indian laws of inheritance and succession.-The 
Indian laws regulating inheritance and succession present a 
great contrast to the English law. In India landed property 
is distributed among a number of heirs. In England, owing 
to the system of primogeniture, land is concentrated in the 
hands of a few people. A wide diffusion of property and 
wealth appears to be more in consonance with ideas of social 
equity than its concentration. But in India the principle 
of equal distribution of wealth is seen to lead to such evils 
as the excessive subdivision and fracrmentation of land. It 
is .also commonly regarded as disco~aging large-scale enter
prIse by preventing the accumulation of much capital in the 
hands of a few persons. 

§26. Religion and economics in India.-It is often 
suggested that our present economic backwardness is due 
to our other-worldly religion and the fatalistic outlook which 
it engenders. We are so much engrossed with the salvation 
of our soul after death that we neglect to make the best of 
our life on this planet. It can, however, be easily proved 
that Christianity also is other-worldly in the sense that 
Hinduism and Islam are other-worldly and yet it has not 
prevented the progress of the Christian nations in the arts 
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of material civilization. We must further remember that 
in the past the Indian people have figured in history as 
great empire-builders, conquerors and colonizers. Their 
achievements in the sphere of the positive sciences like 
mathematics and astronomy have also been far from 
negligible, and the products of the Indian craftsman had at 
one time world-wide fame and circulation. All this would 
not have been possible if it had been true that Indian spiritu
ality had paralysed economic and other secular activity. 
Turning to present-day conditions, some of the communities 
(like the Marwaris, Jains, Bhatias, Khojas, Memons and 
Dobras), which have taken the most active part in the new 
commercial. and industrial life of the country and shown the 
greatest enterprise, are among the most orthodox and the 
least touched by modern scepticism and free-thinking. 

The truth of the matter is that the economic motive is 
quite as powerful in India as in the west. The spirit of 
fatalistic resignation which is holding it in check is due to 
historical and political causes and has very little to do with 
the teachings of religion. People necessarily become 
fatalistic when political and other conditions are such that 
nobody can be certain of reaping the fruits of his labour. 
When conditions become more settled and satisfactory the 
natural impulse of man to create and enjoy the good things 
of life asserts itself. If religion seems to discourage this 
impulse it is itself changed by the process of re-interpretation 
-by reading new meanings into old texts. This is what has 
happened in Europe and this is also what is happening in 
India. Are not many thoughtful Hindus discovering that 
some of the characteristic doctrines of Hinduism, like the 
karma doctrine, do not inculcate renunciation but, on the 
contrary, favour energetic endeavour? Are not some Moslems 
similarly discovering_ that the Koran does not really forbid 
the taking of reasonable interest on money lent? 

In short it is wrong to single out religion as a special 
influence in India making for apathy and indifference to 
ma.terial progress. Other influences such as political anarchy 
have played a. far more important part in creating such 
an attitude. Calamities like famines, and diseases like 
malaria and hookworm, which lead to low vitality, must also 
be held largely responsible for the chronic apathy and pessi
mism of the people. Now that peace has been established 
and we are learning more and more how to control. disasters 
like famines and to check the ravages of disease, a more 
hopeful outloox on life is becoming possible. 
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SUMMARY 

By 'Indian economics' we mean the study of present economic condi
tions. If the study is to be intelligent, it must of course invoke the aid 
of general principles of economics. 

ECONOMIC GBOGRAPHY 

India is a world in itself with an area of 1,805,332 square mil~s and 
having a population of 353 millions. She has extensive land frontiers and 
a long coastline. Her natural boundaries-the mountain ranges in the 
north and the two great arms of the Indian ocean in the south...,..stand out 
prominently. 

India. enjoys a favourable geographill.al location as regards the rest of 
the world and commands trade routes in all directions. She suffers, how· 
ever, from a deficiency of natural harbours. A vigorous policy of harbour 
development, including the revival of old neglected ports, is desirable. 

1'he shipping position in India is very unsatisfactory and there is a 
great need for building up an Indian mercantile marine. 

Inland means of transport are in a better condition. A network of 
railways and roads connects the ports with the inland trade centres, and 
there are navigable rivers like the Indus and Ganges in Northern India. 
Rural transport is however in a backward condition, and more feeder roads 
and railways are needed. Means of communication like the post and 
telegraph are fairly widespread. The telephone is restricted to large towns, 
and wireless has only just begun. With the spread of improved means 
of transport and communication the economic isolation of the rural areas 
is disappearing and the whole country is tending to become one economic 
unit, which in its tum is linked with the rest of the world. 

India falls into four well·marked divi8ion8: 
(i) The peninsula, lying south of the Vindhyas and flanked by the 

coast ranges known as the Western and Eastern Ghats, is triangular in 
sbape with Cape Comorin as its apex. The peninsula is not so well served 
by rivers as Northern India. Its principal products are millets, rice, oil
seeds, cotton, sugarcane, tea, coffee and spices. 

(ii) The Indo-Gangetic plain lying between the peninsula and the 
Himalayas, being travE\rsed by the Indus and Ganges river systems is 
very fertile and BUpports a dense popUlation. Its rivets are perennial and 
navigable. The Gangetic plain produces wheat, barley, millets, 8ugarcane, 
oil-seeds, jute, indigo and opium. 

(iii) The Himalayan mountain range of the north, which dominates the 
Indo-Gangetic plain, constitutes an impregnable barrier and exercises a 
decisive influence on economio conditions in respect of climate, rainfall, 
vegetation and forest resources. 

(iv) Burma stands out as a separate geographic unit. It is a moun· 
tainous country and commands excellent natural resources in foresls and 
mineral wealth. One of its main assets is the fertile valley of the navigable 
river, the Irrawaddy. Rice is th~ staple Burmese agricultural product. 

The Indian climate is semi-tropicaL The variations in temperature are 
moderate in the peninsula. In the north however there are extremes of 
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heat lind cold. There Bre three seasona in India: a cool dry season (winter). 
a wet Bultry season and a hot dry season. 

The rain/all showe striking variatione from one part of the country to 
another and is seasonal in its character. India has two monsoons, the 
south·west monsoon. which gives 90'}(, of the rainfall to the country. and 
the north-east monsoon. which accounts for the remaining 10%. The 
former. which last. from June to September. is of greater importance to 
the Western Ghat. area and Northern India; while the latter, which visits 
India from October to December. gives a good deal of rain to north and 
sOllth Madras. Rainfall vitally affects economic life in India. Certain 
regiona like the Western Ghats. Assam and Burma are assured of plentiful 
rain. Other parte like the Bombay Deccan and Udaipur are less fortunate. 
while still othere likll Upper Sind are almost rainless. 

Indian .oil. fall into three classes: (i) The alluvial tracts. as in the 
Indo.Gangetic plain, are very fertile and grow most of the crops; (ii) The 
Deccan trap, as in the Bombay Presidency and parts of the Central Pro· 
vinces and Berar, includes the black cotton soil suitable for cotton and 
jowar; and (iii) Crystalline soils. as in Madras Bnd Mysore, are com· 
paratively inferior, though certain varieties are very fertile. 

India', mineral wealth covers a wide range. including coal, iron. 
manganese, gold, petroleum, saltpetre and salt. The mineral deposits 
ars not yet fully exploited. They are sufficient to maintain most of the 
key industries. 

Coal. iron or. and oil are perhaps thll most important minerals in 
modern industrial life. 1 ndian ~oal is unevenly distributed, the deficiency 
being specially marked in the peninsula. There are rich iron orll deposits 
in Bihar Bnd Orissa, and the iron and steel industry has a bright future 
before it. The principal oillield, lie in Assam and Burma. The heavy 
increass in internal demand necessitates large imports of petroleum aDd 
petrol. 

Another important mineral is .alt, which has four main sources. sea 
salt, rock salt, brine salt and salt brine. Three-fourthe of the salt. 
consumed is produced in the country itself. In respect of salt, India may 
bs expected in the future to become largely self·sufficing owing to 'the 
protection given to the Indian industry. 

India '8 fllIgetable rllsourclI' are rich and varied. She produces food 
grains (rice, wheat, millets, etc.), spices. sugarcane, tea, coffee, oil·seeds. 
cotton, jute, india-rubber, etc. 

TIle jorest resourcel are a great national asset, the forest area accounting 
for one·fifth of thll total area. The main forest products are timber, fire
wood, bamboos, lac and tanning materials. Since 1864 the Forest Depart· 
ment has been made responsible for the conservation of forests, which fall 
into three classes (i) Reserved, (ii) Protected, and (iii) Unclassed. The 
Forest Research Institute at Dehra Dun is doing uselul research work. 

Animals, especially domestic animals like cows, buffaloes, bullocks, goats 
Bnd sheep, play a valuablll part in the economy of an agricultural country 
like India. 

Although several source, 01 power. such as coal, wood fuel, oil and 
alcohol, exist, the greatest promise is held out by hydro-electric poteer 
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schemes, several of which are already in operation in the Western Ghats, 
Mysore and the Punjab. 

The natural resources of India are considerable. Much, however, remains 
to be done before they can b~ said to have been properly developed. 

POPULATION 

The total population of India is 352,837,778 (1931). The aoe,age den,ily 
of India is 195 persons per square mile. It is more in same provinces, 
less in others, depending on rainfall, irrigation, configuration, Boil, etc. 

About 70% of the people are directly or indirectly occupied in agricul· 
tural pursuits and only about 10% in industry. Organized indlUtrie. occupy 
only 1'5%. As a corollary of this we find that only 11% of the people 
live in towns and the rest in rural area.. Such a distribution of population 
indicates economic backwardness and is unfavourable to general progresa . 

. There ar~ mon males than females because of the greater mortality 
among females. The productioe or working part of the: population may 
be put at 40%. 

India has a very high birth-rate with ita uanal concomitant of a very 
high death·rate. The death-rate is particularly high among women of 
reproductive age and among children. 

Between 1921 and1931 the population increased by 34 million •. 
No preventive checks being in operation, and economic development in 

proportion to an unchecked growth of population heing unlikely, deliberate 
restriction of numhers would be desirable. Strenuous efforts to expedite 
all-round economic progress, to raise the standard of public health and of 
education are equally necessary. In an indirect manner they are calculated 
to facilitate the solution of the problem of over-population. 

SOCIAL AND RELIGIOUS INSTITUTIONS 

The caste ,ystem is a prominent feature of Indian society. It ma 
have been useful at one time, but it is now an anachronism and a saurce 
of weakness. . 

A similar statement can be made about the foint-family ,y.tem. which 
runs contrary to the spirit of modem times and which on the whole 
Berves to weaken the incentive for economic effort. 

The Indian law, gooerning inheritance and 'llCCuaion make for a wide 
difiusion of wealth. On the other hand, they lead to excessive Bubdivision 
of land and prevent large accumulations of capital. 

Indian spirituality and other-worldline88 are often Cited a8 causes of 
India's economic backwardness. This is however not altogether a corred 
view. If the principal religions of India are other-worldly, this is also true 
of Christianity a8 professed by advanced western peoples. But western 
peoples are progressive whereas the Indians are comparatively apathetic and 
pessimistic. This difference in attitude is more due to such factors as the 
troubled political past of India and the excessive susceptibility to diseases 
and visitations of nature, than to the influence of the dominant religions or 
India. 



CHAPTER II 

ECONOMIC T~ANSITION IN INDIA 

§I. Economic transltlon in India.-We have already 
dealt with the general stages of economic development and 
with the social and economic effects of the Industrial 
Revolution in England. 1 We shall now attempt a brief 
survey of the fundamental changes in the economic structure 
and organization which have transformed conditions of life 
and labour in India during the last hundred years. Although 
the forces in operation have been partly those implied by the 
phrase 'Industrial Revolution', the changes have not been so 
com plete and revolutionary in their character as in the case 
of England. The old order of things has not yet altogether 
lost its vitality, especially in the rural areas. 'Economic 
Transition' is therefore a. more appropriate phrase than 
'Industrial Revolution' for describing the changes in the 
economic structure of India. We have the old and the new 
economic order existing side by side in India. 

§2. Characteristics of the old economic order.- Morison 
divides the countries of the world into two broad categories, 
namely (i) those belonging to the old economic order, that 
have not yet passed through their Industrial Revolution (e.g. 
India, Egypt and some countries of eastern Europe), and 
(ll) those belonging to the new economic type, that have 
accomplished their industrial revolution (e.g. England, Ger
many and the U.S.A.>. 

(i) The characteristics of the countries belonging to the 
old economic order are as follows: (a) The predominance of 
custom and status over competition ana contract; (b) The 
isolation and economic self-sufficiency of the village com
munities, primarily on account of defective transport and 
communication; (c) The predominance of agriculture over 
other occupations an'd the consequent preponderance of the 
rural over the urban population; (d) Simple and rudimentary 
division of labour owing to the narrow size of the market; 
(e) Small-scale industry of the handicraft and cottage industry 
type; (I> Absence of money economy and the prevalence of 
barter; (g) Undeveloped credit and the prevalence of usury. 

• Pan I, cb. ii, § §II-IS. 
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(ii) In contrast with these are the following character
istics of the countries belonging to the new economic order: 
(a) Freedom of contract and free play of competition; (b) 
Close interdependence between the different parts of the 
industrial world, made possible by highly developed transport 
and communication; (c) Importance of manufactures and 
commerce and the predominance of the urban over the agri
cultural popUlation; (d) Advanced division of labour facilitated 
by the growing extent of the market and use of machinery; 
(e) Large-scale industry requiring huge capital outlay and 
the concentration of labour in large factories and industrial 
towns; (f) Prevalence of money economy as opposed to 
barter; (g) Development of credit and banking and the 
absence of usury. 

The above is not a hard and fast classification, and most 
of the countries in the first category are showing a tendency 
to pass into the second one, and in some of them, as in 
India, the change is already plainly visible. India is now 
in a state of economic transition and exhibits in varying 
degrees characteristics appertaining to both types of coun
tries. The trend of development is, however, towards a 
growing predominance of the second type. 

§3. The old economic organization in India: the village. 
-India in the past was mainly a land of villages and she 
still is today. The isolated and self-sufficient village was the 
unit of the old Indian economy. The typical Indian village 
is an aggregate of cultivated holdings with or without some 
waste area attached, and usually it has a central site where 
the dwelling-houses are congregated, with the lands of the 
village spreading out in a series of concentric circles. The 
village often has a grove, and some kind of public office where 
the village officers keep their books and conduct their 
business. 

There are two main types of village constitution in India : 
t~e ryotwari or severalty village, and the joint or landlord 
vIllage. In the former, land is held separately by each 
cultivator, who pays his land revenue direct to the Govern
ment (as, e.g., in Bombay, Madras and Berar). In the 
second type, which prevails in the United Provinces and the 
~uJ?-j~b, the land in the village may be owned by a single 
mdlVldual landlord or a body of co-sharers who are jointly 
responsible for the payment of land revenue. 1 

Whatever the type, each village was in the past an 

, See also cb. iii, §32. 
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entirely self-sufficing unit containing within its bounds all 
the labour, capital and skill necessary for its agricultural and 
industrial activities. The inhabitants of the village fall into 
three groups: 

(i) ·The agriculturists-who may be divided into the 
land-owning and the tenant classes-form the bulk of the 
village population. Land holdings are usually small and are 
cultiva~ed by the farmers with the help of members of their 
families. They undertake the risks, provide their own 
capital or borrow it from the village money-lender, and 
occasionally exchange their produce in the nearest market 
for salt and other small necessaries and luxuries which are 
not available in the village itself. 

(ii) The village officers.-Each village has its own 
officers, and the village was, and to this day remains, the 
unit of administration in India. The principal village officer 
is the headman-the patel or lambardar-who is a hereditary 
officer responsible for the peace and order of the village and 
the collection of revenue. He holds a plot of land called 
watan land as remuneration for his services. Then there is 
the village accountant or scribe-styled the kulkarni (talati) 
or patwari-who keeps the village records and accounts. 
There is also a watchman or chowkidar who has to report 
crime, arrest offenders, and help the police. Lastly, there is 
the village messenger. Most villages had in the old days 
their panchayats, bodies of village elders who settled disputes 
and generally held the village community together.l 

(iii) The village artisans.-Each village possesses its 
complement of artisans-a carpenter, a blacksmith, a potter, 
a. cobbler, a money-lender (who is generally also a whole
sale grain-dealer), a. goldsmith, an oilman, etc. The artisans 
are the hereditary servants of the village. They are given 
houses in the village and are rewarded by a regular annual 
remuneration of service, land, or grain. Since the market 
for the goods produced by the artisans is limited there is 
nn imperfect division of labour, and rural industry is of a 
very primitive type. 

§4. Life In the old Ylllage.-Each village was almost 
sell-supporting and independent excepting in the matter of 
salt and a few other luxuries purchased at the village fair or 
brought in by the lamans (caravans). The village was 
forced to be self-supporting as it was cut off from contact 
with the outside world, and exchanges were confined to 

• See also Appendix. 
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those things which could be carried by men and pack-a.nimals. 
Good roads (with the exception of the Mogul military roads) 
hardly existed. There were only a .few natural w:aterways 
like the Indus and the Ganges, and mternal trade 1D conse
quence remained undeveloped. Each village was,. therefo~e, 
compelled to make its own arrangement~ to. satl~fy all Its 
requirements. It led a smooth economlC hfe 1D normal 
times, but in times of famine it inevitably suffered acute 
distress. 1 

Another feature of village life was the rare use of money, 
most of the exchanges being in kind. Grain being univer
sally desired it was the standard of value. The rate at which 
payments to village artisans were made was determined by 
a. complicated but well-understood set of village customs. In 
fact, custom rather than competition was the principal regu
lator of all the economic relations. Labour was immobile 
owing to the influence exercised by the joint family, the 
caste system and the general conservatism of the village 
people. There was a stronger sense of unity and solidarity 
than now exists. For instance, village tanks, temples and 
roads were kept in repair by communal labour, i.e. free 
labour supplied by the villagers themselves. The weakening 
of this corporate life is one of the most 'disquieting feature8 
of village life today. 

Custom and status held sway over the villagers' lives. 
Custom (i.e. conventions based on habit), which was opposed 
to change of any kind, determined rent, wages and prices 
under the old economic order in India. Birth in a particular 
caste and family determined once for all the status of the 
individual in society and deprived him of freedom of contract. 

§5. The village in transition.-The organization of the 
village community and its economic life are undergoing B 

change as a result of the new forces called into existence by 
administrative centralization, the growth of individualism due 
to the impact of western civilization, and the revolution in 
transport and communications. Modern administrative cen
tralization of revenue, police and justice has led to the 
weakening of the old village autonomy; the influence of 
western individualism has brought about the disintegration of 
the old corporate feeling in the Indian village; and the revo
lution in transport due to the construction of a network of 
railways and roads and the introduction of the motor-bus has 
broken down the isolation of the village. 

1 See ch. viii, §6. 
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The principal feature8 of the ."illage in transition may now 
be briefly indicated. 

In the first place, the old self-sufficiency of the ."illage 
has 'broken down. The village now buys from outside cloth, 
kerosene oil, aluminium ware, sugar, tea, matches, umbrellas, 
scissors, bangles, sewing machines, etc. In its tum the 
village now grows various products for the market, and ex
changes with the outside world are now becoming more 
characteristic of the village than self-sufficiency. 

The nature of the famine calamity has also been trans
formed with the possibility of importing food from distant 
places. Formerly, famines were those of food as well as of 
money. These have been replaced by famines of money, i.e. 
a famine nowadays means high prices (scarcity prices) and 
temporary unemployment in rural areas, and not starvation.! 
Although there may be no food in a particular village in a 
given year, this deficiency can ordinarily be made good by 
transporting it from other areas. 

Barter has gifJen way to money economy thanks to the 
growing frequency of exchanges wi~h the outside world, and 
the remittances of those who go outside the village for 
employment. Land revenue and other taxes, rents, interest 
on loans and wages are now largely paid in cash. The old 
customary payments in gra.in for services rendered by arti
sans, etc. still continue to some extent~ but their importance 
has greatly lessened. 

The village people are now less stationary and often 
migrate to towns to supplement their incomes. The mobility 
is due to economic necessity and has been facilitate"d by 
improved means of transport. " 

"Custom and status are gradually being supplanted by com
petition and contract. The institutions of caste and the 
joint-family system have weakened to some extent. Rents, 
prices and wages are coming more and more under the influ
ence of competition. Keen competition among tenants for 
land has necessitated tenancy legislation to protect their 
interests. This change has been quickened by the spread of 
western civilization, the growing use of money and the 
development of communications. 

§6. Transition In agriculture and village crafts.-(i) Agri
cultur6 has been commercialized and the village has been 
linked with the whole country. Even world markets are 
now accessible to the Indian farmer for agricultural produce 

I See ch. Yili, § 6. 
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such as cotton, jute, oil-seeds, wheat and rice. The opening 
of the Suez Canal in 1869 has helped to establish world-wide 
markets for agricultural produce. Another tendency is for 
different regions to specialize in different crops, e.g. BOUlbay 
in cotton, the Punjab in wheat, and Bengal in jute. The 
substitution of nonrfood crops like cotton and jute for food 
crops has resulted from the commercialization of agriculture,' 
and has called into existence a new complex marketing 
organization at the ports and inland trading centres, controlled 
by a special class of middlemen, wholesale dealers and 
exporters. 

The pressure on land has increased and land-holdings arc 
being increasingly divided, though the old agricultural 
practices still continue. 

(ii) 'I'he village crafts are in a state of transition. Cheap 
lmports of machine-made goods, cloth, aluminium ware and 
kerosene oil have adversely affected the spinner, the weaver, 
the potter and the oilman. All the village artisans are no 
longer indispensable. SOIlle of them like the carpenter and 
goldsmith have improved their position by migrating to 
towns. Those who have been unable to do so are pursuing 
their old occupations under increasing difficulties. Some have 
given up their hereditary occupations and joined the ranks of 
day labourers in the village itself or have migrated to towns. 
Altogether rural industry is in a depressed condition, and 
the problem of its revival is not easy to solve.1 

§7. Towns and industries in the old economic order.
Although the great majority of the Indian population lived 
in villages in the pre-British period, the development of 
towns was by no means negligible. Some of the towns, like 
Benares and Allahabad, were places of pilgrimage, others like 
Delhi, IJucknow, Poona and Tanjore were the seats of courts 
or the capitals of provinces. Some like Mirzapur and 
Bangalore were commercial centres. Town industry was 
more advanced and adopted a. more minute division of labour 
than rural industry. It was also well organized into guilds 
?f artisans. The use of money was more frequent, and credit 
lDstruments like hun dis were in common use. 

In the past, according to contemporary standards, India' 
was a. great in~ustrial as well as a. great agricultural country. 
From very anclent times the fame of her arts and crafts had 
spread far and wide. The main industry was the textile. 
'Weaving was the national industry and spinning was the 

1 See ch. iii, §15; ch. iv, §§U-19 
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pursuit of millions of women' (R. C. Dutt). The more 
important centres of the cotton industry were Dacca, Luck
now, Ahmedabad, Nagpur and Madura. There were also 
metal industries, the manufacture of arms, shields, enamelled 
ware, jewellery, and gold and silver thread, stone carving, 
tanning and. leather works, paper-making and perfumery. 
Ship-building was in a flourishing condition and the iron 
industry had attained a high level of progress. 

§8. Causes of the decay of old Indian industries.-The 
decline of the handicrafts ma.y be attributed to the following 
causes: 

(i) The disappearance of the indigenous courts, which 
deprived several industries of the patronage of the courts and 
of the nobility. 

(ii) The operation of adverse foreign influences.-The 
establishment of British rule indirectly weakened the power 
of the old guilds and brought about a. change in the tastes 
of the people, especially of the educated middle class, who 
adopted the standards of the ruling race and favoured articles 
of western manufacture. 

(iii) The policy of the East India CompallY and the 
British Parliament.-Before the adoption of Free Trade by 
Great Britain about the middle of the nineteenth. century, 
Indian industries were subordinated to British industries 
(under the old colonial policy) a.nd were subjected to heavy 
tariffs in Great Britain. 

(iv) The competition of machine-made goods.-The most 
important reason for the decay of the old Indian industries 
was the competition of machine-made goods imported from 
Great Britain and from other countries which had already 
completed their industrial revolution. The revolution in 
transport in India, effected by railways and roads, intensified 
this competition. 

(v) The laissez-faire policy of the Indian GOf)ernment.
Until recently (practically till the outbreak of the war of 
1914-18), the policy of thfl Indian Government was that of 
leaving industry to its own resources. At the same time, the 
railways facilitated the imports of foreign manufactures on 
the one hand, and the exports of raw materials and food-stuffs 
on the other hand. 

All these factors produced a far-reaching change in the 
economic life of the country. With the decay of the indi
genous industries there was progressive ruralization, almost 
three out of every four persons coming to depend on land 
(whereas formerly perhaps 60% depended on land and 

28 
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40% on industries). The foreign trade of the country 
expanded (the bulk of the exports being agricultural pro
ducts and the bulk of the imports, manufactured goods) and 
thus there was a one-sided development of the national 
economic life. 

§9. Transition in industries.-From the seventies of the 
last century, when the industrial position in India may be 
said to have been at its lowest, there has been a gradual and 
continuous progress of modern organized industries of the 
western type. The way was led by British business men 
and capitalists in the plantation industries (tea, coffee, 
indigo). This served as a stimulus to commercial classes in 
India, especially in Bombay, which had the honour of giving 
a. lead in this matter to other parts of India and winning for 
itself the position of the industrial capital of India. Its 
principal industry, the cotton mill industry, was started 
about the middle of the nineteenth century. At about the 
same time another important textile industry, the jute mill 
industry, was established round about Calcutta in Bengal, 
the capital and enterprise being European. The Industrial 
Revolution later spread to the mining industry, and to 
various other industries such as cotton gins and presses, steel 
and iron, rice-husking and grinding, and oil mills. Progress 
was at first slow. The swadeshi movement (which began 
in 1905) and the war of 1914-18, gave a stimulus to industrial 
development. The adoption of the policy of discriminate 
protection in 1923 has given a further incentive, although 
even today barely 1'5% of the population is engaged in 
organized industries. 1 

The economic transition described above has, to some 
extent, promoted the growth of towns in India. Railways 
and navigation, the growth of new industries (e.g. the rapid 
rise of J amshedpur in Bihar due to the Tata steel and iron 
industry) and administrative centralization have in general 
made for urban development, though it has been very slow 
as compared with the rapid urbanization in Great Britain 
after her Industrial Revolution. Even today the urban 
p?pul~tion is only 11 % of the total population in India. The 
d!VerSlOn of trade routes and the decay of handicrafts have 
caused the decline of some towns, but on the whole the forces 
making for their growth are asserting themselves. 

§10. Conclusion.-To conclude India is passin" throu"h , 0 0 

I For a description of some of the more important organized and 
cottage industries. and of the work of the Tariff Board, see ch. iv. H 7-19. 
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a. stage of economic transition. If we look at towns like 
Bombay and Calcutta we find that they display something 
approaching 0. full development of economic conditions as, 
found in the most advanced countries of Europe. On the 
other hand, in the vast rural areas the old order, while it 
has been shaken, still shows great vitality. The genera] 
tendency is towards the establishment of conditions similar 
to those prevailing in countries that have accomplished their 
Industrial Revolution. Modern industrialism in India, as 'iIi 
other countries, has been followed by certain evils, such as 
overcrowding in factory towns, the decay of cottage indus-; 
tries, and the exploitation of the labour of women and 
children. But we need not conclude that these evils are 
unavoidable. It is quite possible to deal with them effect
ively by legislation and in other ways. 

SUMMARY 

India. has been pa.ssing through a. process of economic t,G1I8ition during 
the Ia.st hundred yea.rs. Funda.menta.1 cha.nges in her economic structure 
a.nd orga.niza.tion ha.ve taken place in consequence of the advent of the 
forces implicit in the term 'Industrial Revolution'. The pace of this rev~ 
lution ha.s, however, been slow as compared with that of the revolution in 
England. And India today shows the characteristics of countries tha.t have 
not yet completed their industrial revolution and also of those that have 
completed it. Thus, the forcll of competition is making itself felt more and 
more, but custom is by no mllans dead. The economic isolation and self
sufficiency of the villa.ge havCl been weakened but they are not altogether 
things of the past. Large-scale industries like the cotton mill industry 
have come into existence, but the old village industries have no' be~ 
altogether extinguished. The use of money is growing in frequency without 
however completely supplanting barter and payments in kind. For eX&mple, 
the village artisans and menials are still generally paid in kind for the 
services rendered by them to the village community. 

The general trend of events is, however, for the newer forces increasingly 
to assert themselves. 

The transition in the old self-sufficient a.nd self-governing IndiGn flillGgs 
has been brought about by the revolution in transport (railways, roads, 
motor transport, telegraphs, etc.), administrative centralization, and in 
general by the impact of western civilization and individualism. Agri
culture has been commercialized, and the farmer now grows largely for 
the market and imports from outside some necessaries like cloth and oil 
and a few simple luxuries. Vil/Gge industries have on the whole been 
adversely alfected by the competition of machine-made goods and are in a 
stagnant condition today. 

1 ndiG in the pGst was both a mGnu/Gcturing Gnd an GgriculturG/ country: 
she was f&mous for her skill in arts. and crafts, in textiles, metal work, 
carving, embroidery, iron and steel manufacture and shipping. Variolla 
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adverse influences such as thE! disappearance of the old courts and their 
patronage, changes in taste, heavy tariffs in England on Indian manu
factUres, and the laiasez-Jaire and free trade policy followed until recently 
by the Indian Government brought about the decay of many of the 
indigenous industries and led to increasing ruralization of the country, 
thus adding to the pressure on the land. Since the seventies of the last 
century, there has been some growth of modern organized large· scale 
industries such as cotton, i ute, mining, steel and iron. For a long tim~ 

this growth was slow, hut owing to the stimulus of the war and the policy 
of discriminate protection adopted in 1923, more encouraging progres8 baa 
been in evidence in recent years. 

Industrial and commercial towns like Bombay, Calcutta, Cawnrore and 
J amshedpur are fast getting westernized and conditions of life and labour 
in them are being radically transformed. The vast conservative rural areas 
are however changing only very gradually and still display many features 
of the old economy. 



CHAPTER III 

AGRICULTURE 

§1. The Importance of agriculture inlndia.-As we have 
previously stated, nearly three out of every four persons in 
India depend npon agriculture for their livelihood. 
Although agricultnre is our principal national industry, it may 
be spoken of as one of our depressed industries considering 
the low yield per acre, the small, scattered, uneconomic land 
holdings, the indebtedness of the peasant, and the defective 
marketing organization. 

AGRIOULTURAL PRODUCTION 

§2. statistics of area under different crops in British 
Indla.-Of the total area in British India according to village 
papers, namely 667'73 million acres in 1933-4, the area. under 
forest accounted for 89'07 million a.cres (13·4% of the total 
area), the area not available for cultivation for 144'65 million 
acres (21'6 %), cultivable waste other than fallow for 153'59 
million acres (22·9%), fallow land for 47'45 million a.cres 
(7'21 %), and the net area. sown with crops for 232'10 ,million 
acres (35·0%). The total sown area, including areas sown 
more than once, amounted to 267'02 million a.cres. Of this 
the area. irrigated wa.s 50'51 million a.cres, 

The following table shows the relative importa.nce of the 
principal crops in British India. in 1933-4 as compared with 
1901-2 : 

FOOD-GRAIN8- I 
Rice ...... 70·07 31·8, SO·29 30·1 
Wheat •.. ••. 18·61 8·t ~7·60 10·t 
Barley ••• ... 6·!r.l 9·8 6·72 I 2·5 
Jowar •.• ••. 91·82 9·8 91·40 8·0, 
Baira .•• ••• 13·20 5·9 13·14 5·0 
Ragi ••• ••• 3·75' 1·7 3·73 l·t 
Maize ••• ...' 6·20 ~·8. ~'05 9·3 
Gram •.• ••• 9·78 4·t 16·M 6·9 
Other grains and pulses ••• ,27·35 12·4 30·61 11·5 

---~ 

Total food·grains ••. 177·00' ISO'O I ~·06 77'~, .. , 
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tables, fruits, condiments and 
OTHER FOOD-CROPS (including vege-[ 

spices, miscellaneous food-crops) ... , S·03 3·7 
1·3 

8·OS 
3·36 

3·1 
1·3 SUGAR ••• ••• 2·06 

Total food-crops 187·83 85·0 217-62 81·8 

QIL-SEEDS-
Linseed ... ... 
Sesamum (til) ... ... 

--1------

2·27 1·0 2·07 I 0·8 
3·75 1·7· 4-21' 1·6 

Rape and Mustard ... ... 
Groundnut ... ... 

2·881·3 3·32 1·2 
- - 5·95 2·2 

Coconut .. - ... - - ·64 0·2 
Castor ." ... 
Other oil-seeds ... ... 

- - ·47 0·2 
3·07 1·4 1:13 0·4 

~-- - --- --
Tota.! oil-seeds ... n'97 IH 17·19 6·6 

., ---- --- ------
i'FIBRlls_ 

. Cotton _ .. ... 10·30 4-7 14-50 5·4 
. ;Jute . . .. -_. 2·28 1·0 2·50 0·9 .. ' '''Other fibres 0·56 0·2 . 0·63 0·2 ... ... 

--- --- ------
Total fibres -.. 13·14 5·9 17-63 6·5 

1----------
OTHER NON-FoOD Cnops-

Indigo ... _ .. [ 0·79 0·4 0·04 0·02 Opium ... . .. 0·61 0·3 0·02 I 0·01 . Coffee ... ... / 0·12 0·05 0·10 0·04 'Tea ... 0·49 0·3 0·78 I 0·30 ... 

I 
Tobacco .. - 0·95 0·45 H)1l 0·40 . Fodder crops 

'" "., 2·94 1·4 10·21 3·84 Miscellaneous crops ... ... ~ 1·71 0·8 

~I~ ---
Total bon-food crops ... 32·72 15·0 I 19·50 18.20 

i -1-- 1
--

Total sown area (includes area sown [' , forre than once) ••• • •. 220·35 I 267.02 : _ 
1 : 

,The above table clearly brings out the wide range of 
"Inrua'sagricultural production, the preponderance of food 
over non-food cr0J.>s, and a certain tendency for non-food crops 
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to displace food crops. Agricultural production provides 
practically all the food-grains consumed in the country, yields 
large quantities of raw materials like cottO}}, jute and oil
seeds for the principal manufacturing industries, and is the 
main source of our export trade. There is some room for 
extensive cultivation, but much more for intensive cultivation. 

§3. A BUrYey of the principal crops of India (see 
Map V).-(i) Food crops . ....;....(a) Rice is the leading crop of 
India. and the staple food of most of the people. It accounts 
for a little over 30% of the whole cultivated sown area. Rice 
is grown extensively in India, especially in the wet and moist 
regions. The principal rice-growing provinces are Bengal, 
Bihar, Orissa, Burma and Madras, other rice-growing pro
vinces being the United Provinces, the Central Provinces, 
and Bombay. Burma, owing to its low density of popUlation 
in relation to the area. under rice, has a. large exportable 
surplus, which accounts for the bulk of our exports of rice. 
Rice is a. winter crop, being mainly harvested in December 
and January. There are different varieties of paddy grown 
in different parts of India, and 'the Imperial Council of 
Agricultural Research has in recent years intensified research 
work on rice. 

(b) Wheat.-Next in impartan<!e to rice in acreage is 
Wheat, which covers about 10% of the total cultivated area. 
It is a rabi crop, sown from October to December and har
vested from March to May. Wheat is the staple food 9f the 
people in the Punjab, the United Provinces a~d the North: 
West Frontier Province. Elsewhere, it is grown mainly for 
export. The principal wheat-producing provinces in, India 
are the P';1njab, the United Provinces, the Central Pz:ovinc~s 
and Berar, Central India. States, Bombay, Bihar !Jond Orissa; 
the first' two accounting for nearly two-tpird~ of _ the ~tal 
area. Exports of Indian wheat, .which were considerable in 
the pre-war years, have latterly been almost _nominal owing 
to increase in the wheat-eating population in India. itself. In 
.recent years, the grower of Indian wheat has had to be pro
tected by a. high import duty. as cheap foreign wheats, 
especially Australian, were flooding the markets. With the 
development of Sukkur Barrage irrigation ~Il Sind, and the 
newer Punjab canal colonies, the area under wheat is 
expected to expand and the export trade may revive. - , 

(c) Barley is grown chiefly in th~ United J;>rovinces, and 
Bihar, and serves as food both for man and cattle. 

, (d) Millets (jowa,. andbajra).-These two varieties .of 
the Indian millets constitute an important group of (oodcrops 
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for the masses in Madras, Bombay, Deccan. and the adjoin
ing districts of Hyderabad. They also supply valuable fodder 
for the agricultural cattle. Both jowar and bajra are ex
tensively grown, especially in the Deccan. Bajra is a khan! 
crop, while jowar is both a khaTi! and a rabi crop. Exports 
of millets are inconsiderable. 

(e) Pulses are extensively grown throughout India. and 
figure prominently in the dietary of the people. They are 
chiefly grown in the United Provinces, the Punjab, Bombay, 
the Central Provinces and Bengal. Gram is the principal 
pulse, and about half of it is raised in the United Provinces. 
The large internal demand accounts for the small exports. 

(f) Fruits and vegetables, condiments and spices, etc.
The Indian fruit industry is not well developed, owing partly 
to small internal demand due to the poverty of the masses 
and partly to defective packing, transport and marketing 
methods. The Agricultural Department is now paying 
greater attention to these matters and notable success has 
been achieved in the Peshawar valley. Condiments and 
spices such as pepper, chillies, ginger, cardamom and betel
nut a,re chiefly grown in the extreme south of India, though 
certain varieties are cultivated everywhere. 

(g) Sugar.-India was proba.bly the original home of 
sugarcane, and has a larger area under it than any other 
country. But the poor yield per acre and the large internal 
demand, lack of protection against imports (e.g. from Java), 
and defective organization of the Indian refined sugar in
dustry necessitated in the past large foreign imports. How
ever, thanks to the grant of protection since 1931-2, and the 
keen interest in cane research taken by the Imperia.l Council 
of Agricultural Research, India's sugar industry is reviving 
rapidly and there are good. prospects of the country becoming 
self-sufficient in the near future in respect of refined sugar. 
~he bulk of the sugarcane is at present used for manufactur
mg ~ur or g~l (unrefined country sugar). The chief cane
gr.owmg prov~nces are" the United Provinces, the Punjab, 
Blhar .. and Onssa, Madras and Bombay . 

. (11) Non~food crops.-(a) Oil-seeds.-India grows 3. 

vanety of oIl-seeds, such as linseed, sesamum, rape and 
mustard, groundnut, coconut, castor cotton-seed mowra 
niger, coriander, cummin, ajwan and kardi. Oil-se;ds are a~ 
important group of crops and account for nearly 7% of the 
total cropp.ed area. A large quantity is exported annually, 
"although mcreased competition in foreirnmarkets has 
a"dversely affected the exports in the post-;ar period. It is 
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felt that India has not yet learnt to make the best use of 
her oil-seed resources, though attempts have been made to 
develop a. local oil-crushing industry. Groundnut is the most 
important of the oil-seeds. The chiefoil~seed-growing pro
vinces are the United Provinces, the Central Provinces, Bihar 
and Orissa, Bombay, the Punjab, Madras and Burma. 

(b) Fibres, such, as cotton and jute, constitute an 
important group of crops. 

Cotton is the leading fibre crop. There is a considera.ble 
area. under cotton, grown mainly in Bombay, the Central 
Provinces, Berar, Hyderabad, the Punjab, Central India. 
States and Madras. As a cotton-producing country India. 
ranks next to the United States of America. Indian cotton 
is mostly short-staple, and is not suited for the manufacture 
of cloth of higher counts, such as that produced by Lanca
shire mills: Egyptian and American cotton is superior to 
Indian cotton in this respect. The Agricultural Department 
is doing a great deal to impro'\"e indigenous varieties and to 
encourage the cultivation of superior (i.e. American) varieties 
in India (e.g. in Sind).. Attempts 'are also being made to 
increase the yield per acre. There is a. large export trade in 
raw cotton, about 60% of the crop being sent out. Japan 
and China. a.nd, to some extent, the continental countries of 
Europe are the buyers of Indian cotton. Latterly there has 
been a. considerable increase in the consumption of Indian 
cotton in Lancashire mills; and this tendency is expected 
to be strengthened with the increased supply of long-staple 
cotton in Sind. The Indian Cotton 'Committee, which was 
appointed in 1917, 'made various recommeIidationsbearing 
on the cultiva.tion and marketing of cotton and the preven
tion of the malpractices of adulteration, :mixing and dumping. 
The Indian Central Cotton Committee, which was established 
on its recommendation to ensure a. closet touch between the 
Agricultural Department and the cotton trade, has 'done a. 
great deal to carry out improvements and to promote' suitable 
legislation. The East India. Cottoil Trade Association was 
formed in 1922 for the improvement of the cotton -trade. 

India. is the world's sole producer -of jute. The cultiva
tion is restricted to the Ganges-Brahmaputra. 'delta. in Bengal, 
Assam, Bihar 'and Orissa.' The soil' here is' enriched by 
alluvial deposits suited to grow this exhausting crop without 
any expenditure On manure. The exports both of raw jute 
and' of jute manufactures are a leading item in our export 
trade, only next -in importance to cotton. - The jute industry 
is in a. depressed condition' today owing to the 'severe slump 
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in prices and the general trade depreflsion, and the area 
under jute has diminished in recent years. 

(c) Indigo has had a highly chequered history. Until 
the competition of chea.p German synthetic dyes began, the 
Indian indigo industry was in a flourishing condition, and was 
responsible up to 1907-8 for more than half the value of 
dyeing and tanning materials exported. Since then both the 
exports and the area under cultivation have seriously dwin
dled, and the future of the industry is uncertain. Salvation 
lies in cheaper production, both as regards cultivation and 
manufacture. Indigo is cultivated in Madras, the U oited 
Provinces, Bihar, Orissa and Bengal. Bihar is the most 
important province from the point of view of foreign trade. 

(d) Opium.-The area under opium has declined pro
gressively as a result of the policy of the Government of 
India. By international agreements all exports have been 
stopped except for medicinal purposes. The internal con
sumption of opium is also strictly controlled. The cultivation 
of the poppy is carried on under a system of Government 
licenses in the United Provinces. 

(e) Coffee is an exotic plant in India, and is mainly 
grown in Mysore State·, Madras, Coorg, Cochin and Travan
core. The competition of cheap Brazilian coffee in European 
markets has adversely affected the cultivation of coffee in 
India. 

({J Tea.-With the exception of China, India is the 
largest tea-producer in the world. The tea industry, which is 
the leading plantation industry in the country, has enjoyed a 
long spell of prosperity with growing internal consumption 
and foreign exports. The principal tea-growing areas are 
Assam, Bengal, Madras, Punjab (Kangra), the United Pro
vinces and Travancore. There is a very large export of tea, 
especially to the United Kingdom, which takes about 90% 
of. the Indian exports. The world economic depression, over
production, and competition from .Java and Sumatra have 
adversely affected the. industry in recent years. This country 
has fO?Dd it necessary to cooperate with other tea-producing 
countnes of the world and adopt a scheme of restriction of 
output and of exports. . . 

. (g) Tobacco.-There are three principal centres of the 
tobacco industry, eastern and northern Bengal, Southern 
~dia and Lower Burma. The leading tobacco-growing pro
VInces are Madras, Bengal, Bihar and Orissa. Bombay, 
Burma, the United Provinces, and the Punjab. The bulk of 
the tobacco is consumed locally, though :Madras and Rangoon 
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have a considerable export trade. Increased consumption of 
cigarettes has encouraged the opening of a number of 
factories for the manufacture of cigarettes in India. The 
Agricultural Research Institute at Pusa is devoting its atten
tion to the question of improving the quality of Indian 
tobaccos. The heavy import duties on foreign tobacco and 
cigarettes, which are still imported in large quantities, are 
expected to stimulate the cultivation and consumption of 
Indian tobacco. 

(h) Fodde1' crops.-The area. devoted to these crops is 
inadequate in view of the large ·number of agricultural cattle 
needed in India. The principal areas are the Punjab, Bom
bay .alid the United Provinces. The Agricultural Department 
is giving much attention to the question of growing and 
storing fodders. 

(i) Rubber, which is a.n important raw material in the 
industrial economy of today, is grown mainly in Southern 
India. and Burma. Most of it is exported. India's share in 
world production is very small, being only about 3%. 

§4. Low yield of land and its causes.-The yield per 
acre of land in the case of almost all crops is much lower 
in India. than in countries where agriculture is better organ
ized. For instance, the yield of cotton per acre in India 
varies between 75 and 100· lb. of lint cotton as compared 
with 180 lb. in the U.S.A. and 300 to 400 lb. in Egypt. 
India's outturn of sugar is stated to be less than one-third 
that of Cuba, one-sixth of Java, and one-seventh of Hawaii. 
The causes of low productivity are the uncerta.in character 
of the rainfall, floods, hailstorms, frosts and other vagaries 
of the climate, damage caused by wild animals, rats, locusts 
and other pests, inefficient methods of cultivation, small and 
scattered holdings, and the under-equipment of the agricul
turist. Increased irrigation and the efforts of the Agricul
tural Department to deal with pests and to improve methods 
of cultivation may be expected to improve the yield. 

LAND AND ITS PROBLEMS 

§5. Subdivision and fragmentation of holdings.-We 
shall now discuss our two main problems relating to land. 
namely subdivision and fragmentation of holdings, and 
irrigation. 

One of the greatest handicaps of Indian agriculture is the 
endless subdivision and fragmentation of land. Not only is 
the total size of the average holding too small, but it is also 
scattered in a. number of tiny plots situated at inconvenient 
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distances from one another (see Map VI a). For instance, 
Bamalal Bhalla found that in the village of Bairampur in the 
Punjab 34'5% of the cultivators had more than twenty-five 
fragments each. A special inquiry into 2,397 villa~es in the 
Punjab disclosed that 17'9% of the 'owner' holdlDgs were 
under 1 acre; a further 25'5% were between 1 and 3 acres, 
14'9% between 4 and 5 acres, and 18% between 5 and 
10 acres. In the village of Pimpla Sondagar in the Poona 
District. Dr Mann found that 81% of the holdings were 
under 10 acres, while no less than 60% were less than 5 acres. 

The causes of subdivision and fragmentation are mainly 
the growing pressure of increasing population on the la.nd due 
to the absence of a corresponding expansion of industries, the 
growth of a spirit of individua.lism responsible for the break
up of the joint-family system, and the operation ,of the Hindu 
and Mohammedan laws of inheritance and succession and 
the customs associated with them. It is easy to see how 
the size of the family holding would diminish with every 
division of the ancestral property among all the sons, or in 
general among a. large number of heirs. Subdivision is also 
usually accompanied by fragmentation, because every sharer 
usually insists on obtaining a fradion in every lot of the 
family land, instead of being satisfied with one compact 
block. The aim in such a system is to ensure perfect 
equality of shares, but it is carried to an extreme as the 
result of jealousy and suspicion. It is clear that these laws 
and customs are more frequently invoked today than in the 
past owing to the growth of population and the failure of 
industry to expand sufficiently to absorb the increased popu
lation. The break-up of the joint-family system and the 
growing spirit of individualism have also aggravated the 
situation. 

The evils of subdifiision and especially of fragmentation 
are very serious. The cultivation of small holdings entails 
waste in a variety of ways. Even such poor equipment as 
the ordinary cultivator possesses,namelv a pair of bullocks 
and. a, plou~h, is not always fully utili~ed, and the cost of 
cultIvatIon mcreases unduly. Sometimes the plots are so 
small, that, th~y cannot be properly ploughed and cultivated. 
Fencm~, smk!ng of wells and other improvements cannot be 
economIcally mtroduced. There is also a great waste of area 
due to the many hedges, baulks, pattis, etc. The employ
ment of labour-saling devices becomes impossible. Great 
~aste of labour and time in going from one field to another 
IS entailed by fragmentation, which also gives rise to 
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numerous boundary disputes. Subdivision and fragmen
tation in general destroy enterprise a.nd impede thorough and 
intensive cultivation of the land. The cultivation of such 
holdings is not compatible with progressive agriculture and 
a high yield of land. The great majority of the land holdings 
in India thus tend to be uneconomic, i.e. unprofitable to 
cultivate. 

Remedies.-Attempts have been made in recent times to 
tackle the problem on a voluntary basis as well as by the 
method of legal compulsion. The object of such attempts is 
to secure to the peasant an economic holding, which is 
usually regarded as one 'which allows a man a chance of 
producing enough to support himself and his family in 
reasonable comfort after paying his necessary expenses' 
(Keatinge). Perhapi the best thing is to say that the end to 
be achieved is to arrange the relation between land, labour 
and capital so that it will lead to the greatest possible advan
tage to the producer. The object is to put the ryot in 
possession of a. reasonably-sized holding, and to help him to 
improve his economic condition in so far as this can be done 
through such holdings. 

Among the attempts on a. voluntary basis, the most 
interesting is the experiment in consolidation of scattered 
holdings by the formation of CQoperative Societies for this 
purpose under the auspices of the Cooperative Department in 
the Punjab since 1920-1. The effect of consolidation of hold
ings, in so far as it has been achieved, has been beneficial (see 
Maps VI, a and b). Land has become more productive and 
valuable, litigation and quarrels have decreased, and there is 
a keener desire for improvement. The pace of the movement 
is, however, slow a.nd there is no guarantee that in future the 
work of consolidation will not be undone. Permissive legis
lation, enabling a. certain proportion of landholders in a. 
village to consolidate scattered holdings, has been tried~ for 
instance. in Baroda, but without success. Better results have 
been shown by 'the Consolidation of Holdings Act (1928) in 
the Central Provinces, which has been applied to begin with 
to the Chhattisgarh Division only. In the Bombay Presi
dency, an unsuccessful attempt was made in 1927. Owing to 
bitter and not very enlightened opposition, the Bombay Small 
Holdings Bill introduced in the Legislative Council by Sir 
Chunilal Mehta. ha;d to be withdrawn. In this conriexion, 
we may note the Agricultural Commission's warning that in 
tackling the problem of subdivision and fragmentation, great 
caution and the utmost possible consideration of the opinions 
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and prejudices of the people affected are necessary. An 
element of compulsion ma,y be inevitable. It should, how
ever, only be applied in the last resort to overcome the 
obstacles created by an obstinate minority of landholders or 
tenants. 

§6. Importance of irrigation.-Indian agriculture cannot 
be other than a risky occupation so long as it must depend 
exclusively on an uncertain rainfall, and it is therefore 
necessary to provide irrigation wherever possible. In certain 
parts of India, such as Sind, Rajputana and the south-west 
Punjab, which are practically rainless, cultivation is impos
sible except with the help of artificial irrigation. In other 
parts like the Deccan uplands, where the rainfall is precarious 
and ill-distributed, irrigation is necessary to overcome chronic 
drought. Some crops like rice and sugarcane require a large 
and regular water-supply. Second or winter crops, which 
are necessary to feed a growing population, require artificial 
irrigation in the a,bsence of winter rains. The well-being 
of the large masses dependent on agriculture is affected by 
the adequacy of water-supply and it is for this reason that 
irrigation, especially in the form of wells and tanks, has been 
practised in· this country from times immemorial. The 
distinctively British contribution consists in the large irriga
tion works constructed for the purpose of utilizing the surplus 
water of large rivers. 

The advantages of irrigation are obvious, namely, increase 
in the yield -of crops, introduction of stable agriculture in 
dry and precarious tracts, protection and insurance against 
famines and scarcity, larger railway profits in the agricul
tural provinces like the Punjab, and direct financial gain to 
the Government. The export trade (for instance, in wheat 
and cotton) has benefited from irrigation, which has also 
brought some relief to densely populated areas. On the 
other hand, water-logging and salt effervescence are danfTers 
particularly associated with canal irrigation. These dangers 
have not ~lways been effectively guarded against in the past, 
so that soIls have sometimes deteriorated as a result of irri
gation. The provision of adequate drainaO'e in canal tracts 
and economical use of water are the reme"'dies. 

§ 7. Main kinds of irrigation works.-The three main 
kinds of irrigation works in India are: (i) Wells, (ii) Tanks, 
and (iii) Canals. The cana,ls are of three types (a) inunda
tion canals, (b) perennial canals, and (c) storage works. 

(i) Wells.-Well-irrigation is a vital factor in Indian 
irrigation. There are 2,500,000 wells in the country, which 
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water about 25% of the irrigated area. Wells are privately 
owned, although their construction is encouraged by the 
Government, which advances takka'Di loans and assists in the 
installation of small power-pumps and tube-wells. 
. (li) Tanks, which are a characteristic feature of Indian 
agricultural economy, are highly developed in Madras, 
where there are over 35,000 of these petty irrigation 
works. On the other hand, they are hardly known in 
the Punjab and Sind. They need to be further en
couraged by the Government, especially where canal irrigation 
is impossible. 

(iii) Canals are now the most important form of irriga
tion in India, and are specially encouraged by the Govern
ment. Different types of canals have been introduced in the 
various parts of the country. (a) The inundation canals are 
drawn directly from a river without the use of any barrage. 
They are seasonal in their character, obtaining water only 
when the river is flooded and reaches a certain level. Lands 
in Sind and the Punjab used to be, and to some extent still 
are irrigated by such canals drawn from the Indus and the 
Sutlej respectively. (b) Perennial canals are constructed by 
putting some form of barrage across a river which flows 
throughout the year and diverting its water by means of 
canals to the land to be irrigated. They are to be found in 
the United Provinces, the Punjab and Madras. The Sukkur 
Barrage, which was opened in 1932, has converted inundation 
canals into perennial canals flowing all the year round as a 
result of the barrage constructed across the Indus. (c) 
Storage works canals are constructed by building a. dam across 
8 valley to store the monsoon rain-water. The water so held 
is distributed by means of canals. Such works have been 
constructed in the Deccan, the Central Provinces, and Bundel
khand, where the rivers are not perennial, and therefore 
necessitate artificial storage of water. 

§ 8. Classification of Government irrigation works.
Until 1921 Government irrigation works were classified as 
follows: (i) Productive, (ii) Protective, and (iii) Minor. 

(i) Productive works were expected to yield, within ten 
years of their completion, net revenue sufficient to cover the 
annual interest charges on the capital investment. Such 
works are mostly found in Northern India and Madras. In 
1930-1, 22·45 million acres were irrigated by such productive 
works, the capital invested in them being Rs. 92 crores. 
This was the only type of irrigation works for which the 
Government raised loans. 
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(ii) Protective works were not expected to be direc,Uy' 
remunerative, but rather intended to ensure protectlOp 
aO"ainst famines in precarious tracts like the Deccan. The 
c~st of such works was met from the annual grants for famine 
relief and insurance. These works are economical indirectly~ 
and in the 10nO" run. The area irrigated by them amounted 
to 4'19 million" acres in 1930-1, the capital outlay on them 
beinO" about Rs. 45 crores. 

(iii) Minor works.-This was a miscellaneous class, in
cluding mainly old tanks taken over by the British Govern
ment. They were all financed from revenues. ' 

Since 1921, this old classification, for the purpose of 
determining the source from which funds were to be pro
vided. has been altered, and it is now possible to finance 
any work of public utility from loan funds. The classes of 
protective and minor works have been abolished, and all 
irrigation works, whether major or minor, for which capital 
accounts are kept, have been reclassified under two heads: 
(i) Productive, and (ii) Unproductive, with (iii) a third class 
embracing areas irrigated by non-capital works. 

§9. Growth of irrigation.-The total. capital outlay on 
irrigation and navigation works amounted to Rs. 146 crores 
at the end of the year 1932-3 as compared with Rs. 42'4 
crores in 1901-2. The gross revenue for the year 1932-3 
wasRs. 12'5 crores, working expenses Rs. 4'7 crores and 
the net return on capital 5·35 %. The area irrigated by 
Government irrigation works has steadily increased from 10'5 
million acres in 1878-9 to 29'75 million acres in 1932-3, the 
estimated value of the crops so raised being Rs. 87 crores 
(excluding non-capital works). The irrigation rates charged 
vary with the crop grown and are different in each province. 
as well as on the several canals in any given province. Thus 
in the Punjab they vary from Rs. 7-8 to Rs. 12 per acre for 
sugarcane, from Rs. 3-4 to Rs. 5-4 per acre for wheat, and 
so on. 

The area. irrigated (see Map vm is the larO"est in the 
Punjab (10'5 million acres out of a total 29'75 ~illion acres 
in 1932-3). The percentage of the area. irrigated by Govern
~ent irrigation works to the total cropped area was 12'7% 
lD 1930-1. Madras, the United Provinces and Sind are other 
provinces advanced in respect of irriO"ation facilities. Bombav 
Presidency and the Cen,tral Provin~es, both of which are i~ 
nee'd of irrigation facilities. are poorly developed, the percen
tage of area. irrigated by Government irrigation works being 
only 1'5 and 2'1 respectively in 1930-1. Bengal, Burma and 
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Assam also show poor development, but their need is not so 
great thanks to more favourable rainfall. The total area irri
gated in British India from all sources amounted to 50'5 
million acres in 1933-4-26'9 million by canals, 6·5 million 
by tanks, 11'4 million by wells and 5·7 million by other 
sources. 

§1O. Irrigation policy of the Government.-The British 
Government inherited from its predecessors some of the 
present irrigation works such as a few inundation canals (i.e. 
the Ganges and Jumna canals) in Upper India, and storage 
works and tanks, especially in the Madras Presidency. In 
the time of the East India Company these were neglected, 
but from the middle of the nineteenth century the Govern
lJIent began to repair and revive the old works. Subsequently, 
the Government adopted a new policy of constructing and 
maintaining productive irrigation works, by raising loans 
(or the purpose. The Famine Commission of 1880 recom
mended the construction of protective irrigation works as a 
measure of famine protection (e.g. in the Deccan), but' pro
gress was very slow on account of their heavy cost. A new 
chapter in the irrigation policy of the Government was 
opened in 1901, when the Irrigation Commission of that 
year made a series of recommendations with a view to ex
tending as fast as possible the' scope of productive and 
especially of protective irrigation works for the Deccan. 
They also recommended the Kistna and Tungabhadra pro
jects. Following their recommendations, the Government's 
earlier policy of concentrating on railway construction was 
modified in favour of irrigation, and a large number of new 
works were undertaken, with the result of more than doubling 
the capital outlay. Under the Reforms of 1919, irrigation 
became a provincial subject, and since 1922 remarkable 
activity in regard to irrigation works has been displayed by 
the various Provincial Governments. As many as 19 im
portant new works have been either completed or are under 
construction. The new major works of exceptional impor
tance are: (i) the Sutlej Valley project in the Punjab 
(completed in 1933) estimated to cost Rs. 23'86 crores and 
to irrigate over five million acres, (ii) the Sukkur Barrage in 
Sind (completed in 1932) estimated to cost about Rs. 20'04 
crores and to irrigate over five million acres, (iii) the Cauvery 
Reservoir and Mettur project (complete'd in 1934) estimated 
to cost about Rs. 7'37 crores and to command a new area 
of three million acres, and (iv) the Nizamsagar project (com
pleted in 1933) estimated to cost Rs. 4'27 crores and to 

29 
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irrigate 2,75,000 acres. In Bombay the Lloyd Dam, whic.h 
is the largest mass of masonry in the world, was completed 
in 1926. In the United Provinces considerable progress has 
been made with the Sarda-Oudh canals. 

§1l. Canal colonies in the PunJab.-These have played 
a striking part in the irrigational history of the Punjab. 
Before the advent of irrigation in the eighties of the last 
century, the whole vast stretch of the country now irrigated 
by the Lower Chenab, Jhelum and Bari-Doab Canals, was a 
aesert owing to meagre and precarious rainfall. It was 
therefore necessary to transport bodily whole communities 
into the new areas opened up by canal irrigation. Colony 
tracts and villages were systematically planned, the land in 
each colony being divided into large and small squares and 
rectangles; roads were marked out; village boundaries were 
settled and so Oll. The colonists, who had to build their own 
houses, were judiciously selected by the Revenue officers in 
the congested districts from among the classes of hereditary 
landlords or occupancy tenants to hold the so-called 'peasant 
grants', under which the bulk of the land is allotted. The 
terms of the grant vary in the different colonies. The 
average area allotted to each individual is from one and a 
half to two squares, or about forty to fifty acres, larger 
grants being made to hereditary landholders of substance and 
status, and to enterprising men of means. Grants were also 
made in recognition of special civil and military services to 
the Government. What was once a treeless waste land has 
thus been converted into flourishing canal colonies. The 
peasant-proprietor, who holds nearly 80% of the land, is the 
backbone of these colonies, of which the three principal ones 
are Lyallpur, Shahpur and Montgomery {other colonies being 
the Sidhanai, Sohaj Para Jbang, Chunian, Upper Chenab 
and Upper Jhelum}. The aggregate area of land covered by 
them amounts to five million acres (see Map VIll). It may 
be added that the Government of the Punjab derives a sub
stantial net revenue from those colonies which, in the words 
of Mr M. L. Darling, 'have, in fact, opened for the Punjab 
an era of prosperity undreamed-of in the past'. 

LABOUR, EQ'CIPMENT AND ORGANlZATlO~ 

§12. The Indian agricnltnrist.-Having considered land, 
we may proceed to deal with other factors of the agricultural 
o~ rural e~onom! of India, namely, labour or the agriculturist 
hilllself, his eqUIpment, and the organization of his business. 

It is clear that efficient 3."CTficulture "depends largely upon 
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the qualities of the farmer. As things stand at present the 
Indian cultivator or ryot must be acknowledged to be inferior 

. in point of intelligence, enterprise and capacity for labour to 
the European or American farmer. His inefficiency is not, 
however, rooted in the nature of things, and is largely to be 
attributed to adverse factors such as chronic drought. 
pressure on land, lack of education and sanitary amenities 
in the rural areas, the load of indebtedness he has to carry, 
and the caste system. Glowing tributes to the careful hus
bandry combined with hard labour, perseverance and fertility 
of resource of the Indian agriculturist have been paid by 
foreign observers like Dr Voelcker. 1 At the same time we 
must admit that, generally speaking, he is lacking in origi
nality and initiative and is too closely wedded to routine and 
traditional methods and practices. His conservatism is often 
an obstacle to reform and progress. It is necessary to im
provo both the farmer and his environment so that each may 
help the other. A comprehensive scheme of rural education 
suited to the rural environment and needs, providing for the 
education not only of children but also of adults of both sexes, 
is the first reform needed. The radio, the cinema, the magic 
lantern, exhibitions and demonstrations must all be pressed 
into the service of rural education. In the second place, 
sanitary conditions in villages must be improved by the provi
sion of good drinking water, medical aid and improved 
housing. To overcome the farmer's conservatism it is neces
S!\ry to aim at closer contact between village and town by 
means of better roads and communications and an efficient 
postal system. It is arso necessary that absentee landlordism 
should be discouraged, and the landlord induced to take a 
more active and personal interest in the village agricultural 
improvement. . 

§ 13. Agricultural technique: methods of cultivation.
The Indian agriculturist for the most part follows methods 
of extensive cultivation which are unsuitable in view of the 
smallness of the average holding. In this respect, Japan and 
China present a marked contrast, agriculture in these coun
tries being ca.rried on very intensively and thoroughly. almost 
like gardening. The salvation of the Indian peasant lies 
similarly in adopting intensive methods of cultivation. This 
involves more expenditure on permanent improvements and 
irrigation, more efficient cultivation, careful selection oC seed. 
1\ better system of rotation of crops, and adequate manuring: 

~ee §25. 
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The value of pure seed of good quality is great. A certain 
number of seed societies and seed farms exist, but they need 
to be multiplied in all parts of the co~n.try. . . 

The application of manure and fertllizers IS essentIal for 
increasing the yield of land. The question of proper manu
l'iul treatment of the soil and of the careful conservation of 
the manure is much neglected in India, one of the wasteful 
practices being the use of cow-dung as fuel. Alternative 
forms of fuel through afforestation should be provided ill 
order to ensure the fuller use of farmyard manure. Manure 
pits in villages should also prove useful. In canal and other 
irrigated areas, fertilizers like ammonium SUlphate, bone
meal, fish manures, and oil-cakes are being used in gradually 
increasing quantities thanks to the propaganda. work of the 
Agricultural Department. 

§14. Equipment.-(i) Implements.-The Indian agTi
culturist still largely uses his old and simple implement~, 
which are cheap, light and portable, easy to make and to 
l·epair. Improved implements are, however, necessary to 
Increase the productivity of the soil. Iron ploughs, improved 
barrows, hoes, seed-drills and fodder-cutters, sugarcane 
crushers, small-pumping machinery and water-lifts have been 
introduced to some extent, but much still remains to be done 
in this direction. It is clear that American methods based 
on an extensive use of agricultural machinery are ill-suited 
to a country of small peasants. Cooperative and joint-farm
ing, however, would make poRsible to a limited extent the 
nse of such machinery. The Agricultural Department 
(through its engineering section) is ti:ying to popularize the 
use of improved implements. 

(ii) Live-stock.-Cattle are the most important part of 
the live-stock possessed by the Indian cultivator. They 
supply practically all the motive power for ploughing and lift 
irrigation, and are a principal source of the manure com
monly used and the chief means of rural transport. The 
importa~ce of milch-cattle for a mainly vegetarian country is 
also ObVIOUS. It must, however, be admitted that the quality 
of Indian cattle leaves much to be desired. The country 
is maintaining an excessive number of cattle, but they are 
usually so poor and ill-fed that there is a serious deficiency 
of cattle-power. There are large numbers of useless cattle, 
but religious prejUdices come in the way of their reduction . 
. :Moreover, over the greater part of India there is a shortage 
of fodder from December to July. Increasing attention must 
be paid to the growing of fodder crops and to the efficient 
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storage and economical use of fodder supply. Cattle
breeding. which is at present neglected, must be practised 
more carefully and extensively. The big landlords must give 
II. lead. The Veterinary Department iIJ doing useful work 
in cattle-breeding as well as in the prevention and treatment 
of cattle diseases like rinderpest, which take a. heavy toll 
and inBict great losses on the farmer. The provision of 
veterinary aid in India is, however, most inadequate and 
needs to be substantially extended. 

§15. Rural Industrfes.-Agriculture needs organization 
ItS much as any other business, but in India it is at present 
in a. very bad way both as regards internal organization (Le. 
as regards holdings, permanent improvements and sub
sidiary industries) and external organization (i.e. as regards 
marketing). 

The absence of subsidiary industries which would enable 
the farmer to employ his labour-power more effectively and 
distribute it more evenly throughout the year, is a source of 
great economic weakness to the small landholder in India.. 
At present there is a. large waste of rural labour on account 
of the seasonal character of agricultural occupation. In the 
slack season, which lasts from 150 days to 270 days in a 
year in different parts of the country, the agriculturist is 
practically unemployed. -i\.s Mr Darling points out, 'the 
only way in which a. small farmer can keep himself out of 
debt is by being frugal and industrious and by having a 
second string to his bow' as in Japan, France, Germany 
Ilnd Italy. Dairy-farming and cattle-breeding are promising 
as side-occupations. The following rural industries may also 
be mentioned: poultry-keeping, fruit-growing, market
gardening, hand-hulling, sericulture, bee-keeping, tanning. 
mat-making, bamboo and cane work, rope-making, making 
bidis, pottery, etc. It is clear that not all of these are suit
able for every part of India, and that careful selection based 
on intensive regional surveys would be necessary. 

Hand-spinning as a possible rural industry has received 
a. good deal of attention because of the controversy. which 
has centred in recent years round the chaTka and its asso
ciation with Mr l\f. K. Gandhi, the great preacher of the 
gospel of the chaTka. It. is argued that hand-spinning is 
simple, easily learnt, and is capable of being taken up and 
put aside Ilny time so as not to interfere with agriculture. 
the main occupation of the people. On the other hand, 
khaddaT cannot always compete successfully with the cheaper 
mill-made cloth, which is also cooler and more attractive. 
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However, so long as the farmer is not and cannot be. supplied 
with any other more remunerative supplementary llldustry, 
hand-spinning offers some chance of balancing his budget at 
the end of the year. 

A more hopeful solution of the problem lies in promoting 
the establishment, in rural areas, of industries connected with 
the preparation of the agricultural produce for consumption 
and export, such as cotton-ginning, decortication of ground
nuts, rice-milling and -husking, and oil-pressing. 

§16. Marketing of agricultural produce.-The main 
problem of the external organization of agriculture is the 
marketing of agricultural produce to the best advantage of 
the farmer. It is unfortunately true that from this point of 
view the existing marketing system suffers from several defi
ciencies. The Indian cultivator is normally dependent on 
the money-lender, to whom his crops are often mortgaged in 
advance. There are also several professional dealers and 
middlemen who are highly organized, and profit at the ex
pense of the cultivator. Other handicaps of the cultivator 
are: low standard of literacy, absence of properly regulated 
markets and of combination among farmers, chaotic condi
tion of weights and measures, inadequate storage facilities 
and defective communications in rural areas. Owing to his 
chronic shortage of capital and his inescapable cash liabilities 
like land revenue and rent, the farmer has to sell in a falling 
market and thus fails to get the best price. The system of 
sales in the larger markets through dalals (commission 
&gents) is also defective. Apart from high brokerage, there 
are several unauthorized deductions to which the necessitous 
seller has to submit. 

It is obvious that an efficient system of rural marketing 
is indispensable to secure rural prosperity and betterment. 
The two most hopeful measures of reform are: (i) Cooperatifje 
sale and (ii) Regulated markets. 

(i) .Cooperative Sale Societies have made some progress, 
notably ill respect of the sale of cotton in Gujarat and Kar
natak. There are also Cooperative Commission shops for the 
sale of wheat in the Punjab, and societies for the sale of 
jute in Bengal. The Cooperative Sale Society offers many 
advantages, such as elimination of some of the middlemen 
with their high commission charges, use of correct weitThts 
and measures, proper grading of produce, competitive and tofuir 
prices, and advance of money against produce. The sale 
movement has, however, made only a. limited pro!!I'ess, its 
mam handicaps being inefficiency of management," the fact 
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that the society has no hold on its members, and inadequate 
finance. 

(ii) Regulated markets, such as those established in some 
districts in the Bombay Presidency under the Bombay Cotton 
Markets Act (1927), are calculated greatly to improve exist
ing marketing organization. Here trading takes place under 
proper rules and by-laws administered by a Market Com
mittee on which growers as well as producers are represented. 

Increasing attention is also being paid to the standard
ization of weights and measures. Reform in this matter is 
necessarily slow since it has to encounter strong obstacles 
set up by conservatism and custom. 

The Government of India is now devoting considerable 
care and attention to the problems of agricultural marketing 
of India. It recently (April 1934) appointed Mr A. M. 
Livingstone as the Marketing Expert on the staff of the 
Imperial Council of Agricultural Research. A central mar
keting staff and provincial marketing officers have also been 
appointed. as suggested by the Royal Commission on Agri
culture (1928). This new organization is at present engaged 
in conducting marketing surveys of the principal crops in 
the different provinces to provide a common basis for future 
progress. 

RURAL INDEBTEDNESS 

§ 17 . Estimates of rural indebtedness.-One of the most 
serious problems of the rural economy in India is the heavy 
burden of rural indebtedness. The Central Banking Enquiry 
Committee (whose report was published in 1931) estimated 
that the total agricultural indebtedness of the British Indian 
provinces was in the neighbourhood of Rs. 900 crores. The 
figures by provinces are as follows : 

Bombav 
Madras 
Bengal 
United Provinces 
Punjab 
Central Provinces 

and Berar 

Rs. 81 crores 
" 150 
.. 100 
.. 124 
.. 185 

861 .. 

Bibar and Orissa 
Assam 
Burma 
Central Ar~as 
Coorg 

Rs. 155 crores 
22 
60 
18 ,. 
55 lakhs 

While it is true that the small peasant in India as in all 
other countries will, and has to, borrow and that he was 
indebted even in pre-British days, rural debt has shown 
an alarming increase, especially in recent years. It is not 
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however so much the volume of indebtedness which gives 
cause for anxiety, as the fact that the greater part of the debt 
is unproductive and carries very high rates of interest. The 
burden on the peasantry has been made almost unbearable 
owing to the present fall in the prices of agricultural products. 

§18. Causes of indebtedness.-The following are the 
main causes of rural indebtedness, apart from the extreme 
poverty of the masses : 

(i) Excessive pressure of the population on t.he land and 
subdivision and fragmentation of holdings.-The growth of 
the population and the ruralization of occupations has 
increased the pressure on land. Far more people have to 
depend on land than are required for its thorough and 
profitable cultivation. Land holdings, moreover, are for the 
most part uneconomic and yield only a small income even 
in the best of years. The decline of cottage industries and 
the lack of subsidiary occupations have further worsened the 
economic position of the farmer. 

(ii) The insecurity of harvest.-Indian agriculture in pre
carious tracts like the Bombay Deccan is a gamble in the 
monsoon. It may be said in general that an agricultural 
cycle of five years gives one good year, one bad and three 
that are neither bad nor good. It is only in good years that 
the peasant can keep himself out of debt. 

(iii) Loss of cattle due to famine and diseases like rinder
pest adds to the economic embarrassment of the cultivator 
and often compels him to borrow for purchasing cattle. 

(iv) Excessive love of litigation, and improvidence and 
extravagance have been suggested as causes of indebtedness. 
While the Indian peasant is ordinarily frugal to a fauIt, on 
certain occasions like death and marriage ceremonies he 
spe~ds beyond his means, owing largely to the tyranny of 
SOCial custom and lack of education. It is, however, clear 
that the indebtedness due to causes (i) to (iii) is far more 
serious than that caused by the occasional extra vag-a nee of 
the peasant. 

(v) A tlcestral debt, which is inherited from father to 
son, may be regarded as one of the important causes of 
existin~ indebtedness. 'Innumerable people are thus born in 
debt, hve in debt and ditl in debt passing on the burden to 
those who follow.' 

(vi) The modern change in the cultivator's po.~ition.-As 
Mr Darling aptly remarks, 'prosperity is as much a cause 
of debt as insecurity of harvest'. The establishment of peace 
and order in India, the growth of towns, and the opening 



AGRICUlITURE 445 

of world markets to Indian agriculture have made land a 
valuable security for borrowing from the money-lender, and 
the illiterate and uneducated peasant has not been able to 
resist the temptation to borrow. 

(vii) The money-lender and the system of usury.-With 
the establishment of British Civil Courts for enforcing con
tracts, and the disintegration of the village community, 
which removed all restraint on the money-lender, the 
peasant's position was weakened. High rates of interest and 
the system of compound interest led to the eXEloitation of 
the ryots, many of whom came to be deprived of their lands. 
In fairness to the money-lender it may be said that the high 
rates he often charges are largely to be regarded as insurance 
against the great risk he runs of losing his capital. 

(viii) Land revenue policy.-The heaviness of land revenue 
nnd the rigidity of its collection, as suggested by R. C. Dutt, 
have operated to increase the burden of indebtedness in both 
these respects since Mr Dutt's time, though their effects have 
been largely nullified by the present depression. The land 
revenue system requires to be made ,more elastic so that ade
quate and prompt suspension or remission of land revenue 
could be granted in times of rural distress, whether due to 
scarcity or fall in prices. 

§19. state policy regarding Indebtedness.-The gravity 
of the problem of rural indebtedness was forced on public 
attention by the Deccan Riots Commission (1875). From 
time to time the Government has adopted various measures 
to tackle the problem. In the first place, it tried to improve 
the Civil Law and procedure regarding agricultural debtors, 
whose tools, implements and cattle were exempted from 
attachment. The Deccan Agriculturist's Relief Act of 
1879 gave power to the courts to go behind the con
tract between the agriculturist debtor and the money
lender, and to modify it in favour of the former by reducing 
the rate of interest and, if necessary, by restoring his land. 
The Act has not proved effective, and to some extent the 
facilities given by it have been abused. The Usurious Loans 
Act, consolidate'd and amended in 1918, seeks to determine 
the legal maximum amount of interest recoverable. Regula
tion of money-lending has been recommended by the Agri
cultural Commission, and the licensing of money-lenders by 
some of the Provincial Banking Enquiry Committees. The 
Punjab Regulation of Accounts Act (1930) requires money
lenders to use regular account books and to furnish to each 
debtor a statement of his account. 
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A more hopeful solution is debt concaiation on a, volun
tary basis as suggested by the Central Banking Enquiry 
Committee. This is all the more necessary today because 
the burden of past debts has greatly increased owing to fall 
in prices. The money-lenders also are more willing than 
they used to be to accept conciliation of debt by arbitrators. 
This plan is being tried in the Central Provinces, the Pun
jab, and in some of the Indian States like Bhavnagar. 

Land Alienation Acts have been promoted in some pro
vinces in order to restrict the transfer of land. For instance, 
under the Punjab Land Alienation Act (1901), non-agricul
tural classes are not allowed to buy land from a member of 
an agricultural tribe nor take it on mortgage for more than 
twenty years. This has, however, produced adverse reactions 
on rural credit and has led to an increase in the number of 
money-lenders exploiting the agriculturists. 

Under the Land Improvement Loans Act of 1883 and the 
Agriculturists' Loans Act of 1884, the Government advances 
takkavi loans to agriculturists. This system of State loans 
has never been very popular, owing to red tape and strictness 
in recovery. 

Probably the most promising among the measures adopt
ed by the State to deal with rural indebtedness is the supply 
of credit on a cooperative basis through Cooperative Credit 
Societies and Land Mortgage Banks. 

THE COOPERATIVE MOVEMENT IN INDIA 

§20. The Cooperative Acts of 1904 and 1912.-The idea 
of using cooperation as a m~ans of fighting rural indebtedness 
in India and supplying cheap credit to the farmer was first 
suggested by Frederick Nicholson, a. Madras civilian, who had 
made a special study of agricultural and other land banks in 
Eur~pe. In .his Report (1895-7) he pleaded powerfully for 
the mtroductIOn of cooperative credit societies on the lines 
of the well-known Raiffeisen societies in Germany. Mainly 
as . a result of this, the Cooperative Credit Societies Act 
was pa,ssed by the Imperial Legislative Council in 1904. 
It proVIded for the formation of credit societies (rural and 
ll:rban) only, and postponed all forms of non-credit coopera
tion. Any ten or m?re persons could apply for registration 
and form themsel:ves mto a credit society, if all of them were 
from the same VIllage, or the same caste or tribe, or from 
the same town. In the case of rural societies unlimited liability 
was the rule; in the case of urban societies the matter was 
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left to the option of the society. All profits had to be carried 
in the case of the rural societies to the reserve fund, urban 
societies being required to carry only one-fourth of the profits 
in this way. The societies were to raise the required work
ing capital by entrance fees paid by members, shares (there 
being limita.tions on the value of an individual member's 
shares), deposits from membeTs and loans from outside, and 
were to distribute the funds so raised among members only. 
Hegistrars were appointed in all provinces to exercise super
vision over the organization and to control the movement. 
The Government reserved certain powers for itself such 
as (i) compulsory inspection and audit, (ii) compulsory dis
solution of a society, if necessary, by the Registrar, subject 
to an appeal to the Provincial Government, and (iii) wide 
mle-ma.king power. To encourage the movement the 
Government offered certain concessions and privileges to the 
societies registered under the Act, such as exemption from 
income-tax, stamp duties and registration fees, priority over 
the ordinary creditors of a member and the grant to a new 
society of limited loans free of interest, for the first three years. 

In every province, the movement showed remarkable 
progress. In 1911-12 the number of societies was 8,177, the 
number of members 403,318, and the amount of working 
capital Rs. 3'35 crores. In 1912, fresh legislation was passed. 
The new Cooperative Societies Act of that year recognized 
non-credit forms of cooperation affecting purchase, sale, pro
duction, insurance, housing, etc. It also recognized central 
societies such as (i) Unions, consisting of primary societies 
for mutual control and credit, (ii) Central Banks, consisting 
partly of societies, and partly" of individuals formed for 
financing primary credit societies, and (iii) Provincial Banks. 
consisting of individuals (societies were later admitted) to 
supply finance to the whole movement in the province, ordi
narily through the agency of Central Banks. The Act of 
1912 gave a. fresh impetus to the cooperative movement, and 
11 number of societies for the sale of produce, cattle insur
ance, milk supply, yarn, silk and manure purchase, retailing 
oC farm implements and common necessaries (consumers' 
stores) were started and prospered. The Maclagan Com
mittee, appointed by the Government in 1914 (October) to 
l'eview especially the financial aspects of the movement, 
made. several useful recommendations which . have largely 
determined the organization of cooperative finance in the 
various provinces. Since the Reforms of 1919, cooperation 
has become a provincial transferred subject under the care 
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of a minister. Some of the provinces like Bombay (1925) 
have passed separate Cooperative Societies Acts, mainly based 
upon the framework of the All-India Act of 1912. In recent 
years, owing to the fall of agricultural prices and economic 
depression the movement has been passing through a critical 
stage, and this has focussed public attention on its major 
defects, such as ignorance on the part of members of true 
cooperative principles, inefficient management, laxity of 
internal control, unpunctual payments and large overdues. 
The Government should make a determined effort to remove 
these defects, enlisting all possible help from the non-official 
leaders of the movement. 

§21. Statistics relating to the cooperative movement.
The latest available statistics (for the year 1933-4) relating to 
the cooperative movement in India are .as follows: The total 
number of Cooperative Societies was 105,083. Of these 
92,467 were Agricultural Societies, 11,124 non-Agricultural 
Societies, 613 Central and Provincial Banks (including 
Banking Unions) and 879 Supervising and Guaranteeing 
Unions. In the same year, Madras had 13,581 societies; 
Bombay 5,816; Bengal 23,538; Bihar and Orissa 8,901; the 
United Provinces 6,051; the Punjab 21,395; Burma 2,167; 
the Central Provinces and Berar 3,794; Assam 1,400; the 
North-West Frontier Province 451; Delhi 288; and Ajmer
Merwara 707. The movement has made a fair amount of 
progress in some of the Indian States as well. The number 
of members of primary societies in the year 1933-4 was 
4,316,222, and the total working capital amounted to 
Hs. 95'73 crores. While these figures indicate substantial 
progress, there is still much scope for further extension in 
view of the large size and population of the country. Not 
more than 10% of the credit needs in rural areas even in 
advanced provinces like Bombay are being met at present 
through the cooperative agency. 

§22. The constitution and working of a primary agri
cul~u~al credit society.-Since the primary agricultural credit 
SOCIetles represent about 90% of the total number of societies, 
we may. further examine their organization, management 
and workmg. 

We have already pointed out that any ten persons (rom 
the same village can form themselves into such a society. 
The membership must not exceed one hundred in number. 
This is to ensure close supervision and mutual control. 
Liability is unlimited. This exercises an educative in
fluence on the members by stimulating mutual control. 
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and improves the credit of the society by inspiring 
confidence amongst its outside creditors. The management 
is democratic and honorary. It is entrusted to (i) a General 
Committee consisting of all members, which elects members 
of the Managing Committee a.nd adopts the annual balance 
sheet; and (ii) a Managing Committee, which conducts the 
routine and executive business of the society and admits new 
members. There is also a paid Secretary. The working 
capital is drawn from two sources: (i) internal, comprising 
entrance fees, deposits by members, share capital (if any), 
and the reserve fund of the society; (ii) external, comprising 
loans and deposits from other societies, from the Govern
ment, and, most important of all, from the central financing 
agencies like the central and provincial cooperative banks. 
Since the internal sources, especially deposits by members, 
are not well developed, external sources of capital hold a 
dominant position in cooperative finance today. Loans are 
advanced usually for productive objects, i.e. for buying seed, 
cattle, manure and meeiing other needs of the agriculturist, 
such as payment of rent or land revenue. Long-term loans 
Cor permanent improvements and redemption of past debts 
nre rarely given by such societies. Special Land Mortgage 
Danks are being established in the various provinces for this 
purpose. Loans for unproductive' purposes, such as ceremo
nial expenses, are theoretically not permissible, but they are 
necessary for preventing the ryots from falling into the 
clutches of the money-lenders. The time of repayment is 
fixed so as to enable the members to return their loans 
after the crops are harvested. Punctual payment is 
essential, postponement being grante'd only in exceptional 
circumstances. 

The main cooperative security is that offered by the 
honesty and character of the borrowing member. Material 
security in the shape of land is also accepted as collateral 
security. The borrowing member has to furnish sureties, 
usually from among the members. 

Profits after meeting all expenditure are carried to the 
Reserve Fund, but the Act of 1912 permits 'distribution of 
dividends on share capital, if any, and a certain amount of 
expenditure on charity and education. Disputes between 
the society and its members are settled by arbitrn.tion. The 
Registrar can dissolve a. badly managed society after an 
inquiry into its affairs. 

§23. Benefits and limitations of the cooperative moye
ment.-The cooperative movement in India has conferred 
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substantial benefits on the country. It bas, for instance, 
made cheaper credit available to the agricultural and artisan 
classes, and much saving in respect of the interest paid by 
them has thus been effected. The money-lender's monopoly 
has been broken in many a village. With the progress of 
cooperative banking, the hoarding habit has received a 
welcome check. Agriculture has benefited in a variety of 
ways. The movement h~s proI~lOted t~e organization of 
agriculture on a cooperatIve basIs (as lD Denmark), sup
plying the various needs of th~ peasant ... It ~as also helped 
the Agricultural Departments lD populanzmg lffiproved seed, 
cattle and implements. It thus bids fair to assist the farmer 
to realize the ideal of 'better farming, better business and 
better living'. 

Societies started for special non-agricultural purposes, 
such as Urban Banks (organized on the lines of the Schulze
Delitzsch Banks in Germany), weavers' and artisans' 
societies, factory workers' and salaried employees' societies, 
housing societies and consumers' stores, are also doing useful 
work, though as yet on a small scale, in their respective 
fields. Cooperation is proving most helpful to cottage indus
t.ries such as the hand-loom weaving industry. 

Apart from economic or material benefits, cooperation has 
also conferred certain intellectual and moral advantages. As 
Mr Darling says: 'Litigation and extravagance, drunken
ness and gambling are all at a discount in a good cooperative 
society and in their place will be found industry, self-reliance, 
and straight dealing, education and arbitration societies, 
thrift, self-help and mutual help.' The cooperative society 
may be regarded as a nursery for training in self-government 
and the duties of citizenship. 

vVe must, however, realize that all these advantages
moral and educational as well· as purely economic-have been 
secured .only on a very small scale. We have already referred 
to certalD defects in the working of the cooperative societies, 
such as unpunctuality of payments, inefficient control, and 
rl,ilatoriness. There is in many cases very little true coopera
~lOn, and often a mercenary view of the society is taken by 
ItS members. The ignorance and illiteracy of the rural 
population are the greatest obstacles to the success of 
cooperation in India. The movement is at present passing 
through a healthy phase of self-criticism, and there is a keen 
des~e both i.q official and non-official quarters to remedy the 
varIOUS defects and strengthen it, even if the progress is slow. 
It has been well said by the Agricultural Commission that 
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• if cooperation fails there will fail the best hope of rural 
India' . 

§24. Land Mortgage Banks.-The experience gained 
since the introduction of the cooperative movement in 1904 
has shown that the credit societies, as well as the Central 
and Provincial Banks, can supply only short-term credit. But 
long-term credit is essentiai for the redemption of old debts 
(which carry a heavy burden of high interest rates), for effect
ing permanent improvement of the land and generally for 
introducing better agricultural methods. It is now fully 
realized that these needs can be met only by a special type of 
banking institution, namely the Land Mortgage BanI,. 
organized largely on cooperative lines to suit the requirements 
of small farmers and actively helped by the State. Such 
Land Mortgage Banks already exist in several provinces such 
as the Punjab, Bengal, Bombay and Madras. The increase 
in the burden of rural debts owing to the fall of agricultural 
prices in recent years and the cheap rates at which money 
can be raised today by the issue of long-term debentures 
(bonds) against the security of lanq by the Central Land 
Mortgage Banks have given a. further stimulus to the starting 
of such banks. For instance, the Bombay Government is at 
present (1935) carrying out its scheme of establishing fifteen 
such banks in the various parts of the Presidency. A 
Central Land Mortgage Bank has also been established at 
Bombay, as in the Madras Presidency, to facilitate the issue 
of land-mortgage debentures. Apart from debentures, Land 
Mortgage Banks raise funds by the issue of share capital 
u.nd by inviting long-term deposits. Loans are given against 
the security of land for long periods varying from 10 to 30 
years for the re'demption of old debts, purchase of costly 
agricultural implements, and purchase and improvement of 
land. 

The State (i.e. the Provincial Government) helps these 
banks in various ways. In most provinces the Government 
guarantees the principal (l£ and interest on land-mortgage 
debentures. It also agrees to buy a certain amount of such 
debentures, and lends free the services of its revenue 
officers for the correct valuation of land, which is 
necessary before advancing loans to the members of the 
Land Mortgage Banks. Land-mortgage debentures have 
been 'declared' as trustee securities for the investment of 
trust tunds. 

For big zamindars. as in Bengal and the United Pro
vinces, commercial Land Mortgage Banks. organized on 
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joint-stock lines, might be started, as recomrpended by the 
Central Banking Enquiry Com~ittee. 

STATE AID TO' AJ.;RICULTURE 

§25. The evolution of the Agricultural Departments.
We have already referred to the efforts of the Agricultural 
Departments to improve agriculture. We shall now give a 
further account of the relation of the Government to agri
culture. The necessity of improving the cultivator's position 
and the agricultural system has been "definitely recognized 
by the State for a long time. The idea of starting a special 
Agricultural Department in order to achieve this purpose was 
first contemplated in connexion with the Orissa famine of 
1866. It was later taken up by Lord Mayo's Government 
(1869), but materialized only in 1884 as a result of the 
recommendations of the Famine Commission of 1880. Agri
cultural Departments were established in the various provinces 
under Directors, Deputy-Directors, Superintendents and 
Overseers. A stimulus was given to the work of these newly 
started departments. by the visit of Dr Voelcker, Consulting 
Chemist to the Royal Agricultural Society, who was sent 
to India. in 1889 by the Secretary of State to report and 
advise on our agricultural practice from the modern scientific 
point of view. In his Report, Dr Voelcker emphasized the 
value of agricultural education and improvement. In 1901. 
an Inspector-General of Agriculture was appointed to advise 
the Imperial and Provincial Governments. The post was 
abolished in 1912 and its duties were entrusted to the Director 
of the Agricultural Research Institute, Pusa, who was until 
1929 the Agricultural Adviser to the Government of India. 
The Pusa Institute was established in 1903, together with a 
college for more advanced training and special short practi
cal courses. The princely donations of l\fr H. Phipps, 
an American visitor, and Sir David Sassoon, were utilized 
by Lord Curzon for the new Research Institute. In 1905 
certain improvements were introduced in the organization of 
the Departments and larger funds were provided for agricul
tural experiments, research, demonstrations and instruction. 
The Agricultural College at Poona. was started in 1908, and 
in subsequent years similar colleges were established at 
Cawnpore, Nagpur, Lyallpur, Coimbatore and ),Iandalay. 
The . Agricultural Departments were strengthened by the 
appolltment of agricultural engineers who were to lrive the 
necessary advice to the cultivators as relYards amcultural 
machinery and its installation. An An~India Board of 
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Agriculture was founded in 1905 in order to bring the pro
vincial depart.ments more into touch with one another and 
to discuss questions of common interest at their annual 
meetings, and make recommendations to the Government of 
India. The latter's control over Provincial Governments has 
been considerably relaxed since 1921, when Agriculture 
became a transferred subject under a minister. On the 
recommendation of the Royal Commission on Agriculture 
(1928) a big step forward was taken in 1929 (July) when the 
Imperial Council of Agricultural Research was established. 
At the same time the advisory functions of the Agricultural 
Adviser to the Government of India were transferred to· the 
newly created Council. The Agricultural Departments are 
assisted and their work supplemented by the Cooperative 
Department and by certain bodies like the District Agricul
tural Associations and Divisional and Taluka Development 
Boards, as in the Bombay Presidency. 

§26. Work of the Agricultural Department.-The pro
vincial Departments of Agriculture carryon (i) experiment 
and research on agricultural.' farm~ and laboratories; (ii) 
organize propaganda work to demonstrate and secure the 
adoption of new methods and improved implements, the intro
duction of new manures, production and distribution of pure 
seeds and improved varieties of crops (e.g. cotton, wheat, 
rice, sugarcane, etc.); and (iii) control agricultural education 
imparted in agricultural colleges and schools. Useful work is 
also being done on certain fundamental problems of agricul
tural chemistry, soil improvement and control of agricultural 
pests. The demonstrations given by the department are 
conducted on Government farms or the fields of cultivators. 
Agricultural and cattle shows and exhibitions are also 
arranged from time to time. We have already referred to the 
work of the Veterinary Department. Lack of adequate 
funds, the vast areas over which the work has to be carried 
on, the red-tapism inseparable from all Government activities, 
and the conservatism and illiteracy of the rural masses a.re 
some of the obstacles in the way of rapid improvement. 
These are, however, being gradually overcome. 

In this connexion, we may refer to the work being done 
by the Imperial Council of Agricultural Research whose main 
duty is to promote, guide aildco-ordinate agricultural 
research work throughout India and thus extend help to the 
provincial Departments of Agriculture in agricultural and 
veterinary matters. The Council consists of a. Governing 
Body and an Advisory Board. The Agricultural Commission 

30 



454 INTRODUCTION TO ECONOllICS 

recommended an initial endowment of Rs. 50 lakhs for the 
Acrricultural Research Council. It has already spent more o . 
than a crore of rupees during the past SlX years on research 
in agriculture and has promoted various useful schemes of 
agricultural development. Those concerning the sugar in
dustry and the improvement of the agricultural marketing 
organization deserve special mention. 

§27. Provincial Boards of Economio Enquiry.-We may 
here invite attention to the recommendation of the Central 
Banking Enquiry Committee (1931) that in order to provide 
the Government with the information it requires to pursue 
a progressive and constructive agricultural policy, a Provin
cial Board of Economic Enquiry should be established in 
each province. The Committee in this connexion specially 
refer to the Punjab Board of Economic Enquiry consisting 
of both officials and non-officials, which was established in 
1919. The Board, which practically depends on a Govern
ment grant for funds, has carried out a large number of 
village surveys and collected information in subjects such as 
the size and distribution of agricultural holdings, the rates 
of food consumed, farm accounts, family budgets, and other 
useful information regarding the economic position' of the 
agriculturist. 

§28. Village uplift.-As the Agricultural Commission 
truly remark, 'no substantial improvement in agriculture can 
be effected unless the cultivator has the will to achieve a 
better standard of living and capacity in terms of mental 
equipment and physical health, to take advantage of the 
opportunities which science, wise laws and good administra
tion may place at his disposal'. The demand for better life 
can be stimulated only by a deliberate and concerted effort 
to improve the general conditions of the countryside where 
the great majority of the people live. The respo'nsibility for 
initiative in this matter rests with the Government. \Vhat 
is required is an organized and sustained effort by all those 
departments (e.g. the Revenue, Forest, AmcuItural, Co
operative, Educational, Public Health, Industries and Public 
Works Departments) whose activities touch the lives of the 
rural popUlation. The sympathy, interest and active Rupport 
of the general public are also essential. Mere isolated effort~ 
by a few enthusiastic and high-minded officials like )11' F. L. 
Brayne, I.C:8. (whose name is associated with the famous 
experiment in rural uplift in the Gurgaon District of the 
Punjab) cannot achieve any permanent results. A widespread 
campaign for rural uplift has recently been started in many 
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provinces in India.. Special mention may be made of the 
scheme of village uplift initiated in Bombay three years back 
by Sir Frederick Sykes as Governor of Bombay. The schem~ 
is based on the cooperation between officials and non-officials 
working through a. series of Village, Taluka. and District Com
mittees, the Collector of the District being the President of 
the District Committee. Agricultural improvement, rural 
industries, rural sanitation, education, housing and rural ame
nities are the main objectives of the scheme. The Govern
ment of India. has also interested itself in the countrywide 
movement for rural reconstruction, as may be seen from the 
recent (1935-6) grants to the provinces of over two crores of 
rupees for village uplift. We may here point out that 
although the efforts now being made for village uplift deserve 
nothing but praise, the rural problem cannot be solved by 
itself. A simultaneous effort to promote the industrial and 
general economic development is also necessary. 

LAND REVENUE IN BRITISH INDIA 

§29. Land revenue history.-(i) Hindu PeTiod.-From 
very ancient times the State in India. has claimed a share 
of the tJroduce of the soil from the cultivators. According 
to the Laws of Manu the king was entitled to receive one
sixth of the gross' produce, i.e. of the grain heap on the 
threshing-floor, and a higher proportion (one-fourth) in times 
of war and emergencies. Land revenue was paid in kind, 
but payments in money were gradually introduced, especially 
after the establishment of Mohammedan kingdoms. 

(ii) M oguZ period.-The Moguls did not introduce any 
fundamental changes in the ancient revenue system of the 
Hindus, but merely reduced the Hindu customs to a coherent 
system and introduced regular records and revenue accounts. 
In this connexion special mention may be made of the 
famous Settlement made under Akbar by his able finance 
minister, Todar Mal. Lan'd was carefully measured and divid;. 
ed into four classes, the Government's share being fixed at 
one-third of the gross produce. The term of the Settlement 
was fixed at nine years. Similar developments took place in 
the Deccan, under Malik Amber of Ahmednagar. The 
Maratha system of land revenue administration was mainly 
based on this settlement. 

An important and unfortunate change in the' land 
revenue system and tenure was introduced by the appearanc~ 
of revenue faTming in the declining days of' the Mogul 
Empire. Under this system, the task of collecting revenues 
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was assicrned or farmed to certain contractors (revenue 
farmers) ~ho paid to the Government nine-tenths of the 
whole collections and kept the rest as their remuneration. 
Gradually these contractors consolidated their position and 
acquired superior hereditary rights to land. The actual cul
tivators were much oppressed under this system, and the net 
result was seen in the increasing complexity of land tenures 
and rights, and departure from the former revenue practices, 
more particularly in Bengal, where the revenue farmers 
assumed zamindari rights. 

(iii) British period.-The task of the British administra
tors was thus made difficult, and at first mistakes were made. 
Many years had to pass before a tolerable system was evolved 
for the various provinces. The early confusion was worse 
confounded after the grant of Diwani in 1765 to the East 
India Company owing to Clive's Dual Government system. 
This was abolished in 1772, and after several experiments 
the famous Permanent Settlement of Bengal was introduced 
in 1793 by Lord Cornwallis. The zamindars were recognized 
as landlords and the State demand on them was fixed in 
perpetuity. The results of the new Settlement were not very 
happy. At first the zamindars were unable to pay the heavy 
State demand of revenue, and the tenants were greatly 
oppressed. Laws had to be passed in 1859 and 1885 protect
ing the rights of the tenants and preventing their being rack
rented and evicted arbitrarily from their holdings. The early 
policy of Permanent Settlement, which was extended to 
Benares in 1795 and to certain parts of North Madras, was 
soon afterwards (1820) abandoned. Subsequent land settle
ments in the various provinces in India were thus effected 
on a temporary basis (Temporary Settlements) for periods 
varying from twenty to thirty years. Thus the settlements 
with the talukdars in Oudh, the malguzars in the Central 
Provinces, the village communities (mahals) in the Punjab 
and in the N orth-Western Provinces (United Provinces) as 
also with the ryots in Madras, Bombay and Berar were 
effected on a temporary basis. 

§30. What is a settlement ?-·What is called a 'Settle
ment' of land revenue consists of the determination of (i) the 
share of the produce or the rental to which the State is 
entitled; (ii) the person or persons liable to pay it; and (iii) 
the record or all the private rights and interests in the land. 
In order to determine the assessment of revenue there is a 
valuation of the land, the ascertainment of revenue rates 
according to the various classes of land, and the totalling up 
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and adjustment of them in the various circles and groups of 
villages. This gives the sum payable by the estate or hold
ing. Land revenue is collected in instalments, and suspen
sion and remission are granted in case of partial or total 
failure of crops and agricultural distress in general. The 
different bases for assessing land revenue adopted in 
the various provinces are considered below. 

§31. Permanent versus Temporary settlements.-Land 
revenue settlements, as pointed out above, fall into two 
classes according to their duration: (i) Permanent Settle
ments where the share of the State is fixed in perpetuity, as 
in Bengal, North Madras and Benares; and (ii) Temporary 
Settlements where the revenue demand is fixed temporarily 
for a certain period. This period is thirty years in Bombay, 
Madras and the United Provinces, twenty years in the 
Central Provinces, and forty years in the Punjab (under the 
Punjab Land Revenue Amendment Act of 1929). 

At one time there was much controversy regarding Per
manent versus Temporary Settlement in India. The late 
R. C. Dutt (1900) advocated its extension all over India and 
Lord Curzon, on behalf of the Government of India, opposed 
it. In favour of the Permanent Settlement it is argued that 
it ensures a stable revenue to the State at a moderate cost of 
collection and promotes agricultural improvement and pros
perity. It is also free from the evils associated with 
Temporary Settlements, such as harassment of the cultivator 
at the time of revision, the expensive machinery required 
for re-settlement, impediments to industry and improve
ments, and concentration of power in the hands of revenue 
officials. 

On the other hand, the most serious drawback of 
Permanent Settlement is the State's sacrifice of all prospec
tive increase of revenue from land. This has been one of 
the important causes of the financial embarrassment of 
Bengal. It has also been argued that the Permanent Settle
ment has created evils of absentee landlordism, and the State 
has had to undertake special legislation to protect the 
tenants. It has further been pointed out that the machinery 
of Temporary Settlements has now been greatly improved 
an'd much of the work connected with them, such as classi
fication of land, is permanent. Moreover, private improve
ments are p!-,otected against enhancement of assessment, and 
suspension and revision are granted when necessary. It is 
claimed in short that the present-day Temporary Settlements 
achieve a happy compromise between the legitimate claims 
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of the State and the rights and convenience of the agricul
turists. Non-official opinion today is reconciled to them and 
seeks to further improve them by securing a longer period 
of settlement (as in the Punjab Land Revenue Amendment 
Act) and a moderate assessment and by providing for legis
lative control of land revenue administration. 

§32. Three main kinds of settlementS.-Settlements 
may also be classified according to the system of ten~re ~i.e. 
the way in which land is held). There are three mam kmds 
of land tenure in India: (i) ZamindaTi, where one person 
or a few joint owners own a large estate and are responsible 
for the payment of land revenue in a lump sum on the 
whole estate, as in Bengal; (ii) MahalwaTi tenure, where the 
village estates are held by co-sharing bodies whose members 
are jointly and severally liable for the land revenue, as in 
Agra and partially in the Punjab; (iii) RyotwaTi tenure. 
where land is held in single independent holdings owned 
severally, though aggregated locally in villages, the individual 
holders being severally responsible for the payment of the 
land revenue, as in Bombay, Madras and Berar. l 

Corresponding to the three main kinds of land tenures 
and influenced by them, there are three main kinds of settle
ments (Baden-Powell), namely: 

(i) ZamindaTi Settlements for single estates under one 
landlord, either on a permanent basis as in Bengal, North 
Madras and Benares, or on a temporary basis as in the 
case of the talukdars of Oudh (and a few zamindars in 
Bengal). The cultivation of land is done by tenants who 
pay rent to the landlord . 

. (ii) Mahal1caTi Settlements for estates of proprietary 
bodIeS, usually village communities as in the United Pro
vinces and the Punjab. The settlements with malg-uzars in 
the Central Provinces are officially included in the above 
class. In the Punjab there is no considerable body of 
tenants, and about half the land (includinlJ" land in the new 
Canal Colonies). is held and cultivated by ~asant proprietors. 
Though theoretlCally revenue is collected here not from indi
vidual cultivators but from joint holders of villalJ"e estates 
who are jointly and severally responsible for it, i~ practice 
the share of revenue due from each is distributed and can 
be recovered separately. The Punjab peasants are, there-

1 We have already referred to the two main types of villages in India, 
the Joint or Landlord village and the Rvotwari or Severalty villa"e-6ee 
~h. ii, §3. . " 
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fore, generally in the same position as peasant proprietors 
in Bombay and Madras. 

(iii) RyotwaTi Settlements for individual occupancies or 
holdings, e.g. in Madras, Bombay and Berar. The settle
ments in Burma, Assam and Coorg are in principle 
ryotwari though not officially so called. 

§33. Basis of assessment.-In all mahalwari systems 
(including the Punjab), land revenue is technically said to 
consist of a. fraction of the net assets of the estate as annually 
received. These assets mainly consist of the total rents 
actually received, calculated rental value in the case of lands 
held by the proprietors themselves, and certain miscellaneous 
profits from waste lands, fruits and wild produce. The 
fraction claimed by the Government has varied from time 
to time. It was very high in the beginning; it was reduced 
to 66% in 1833; under the Saharanpur Rules of 1855 it was 
further reduced to about 50% ; and according to official 
claims the actual fraction realized in most cases is well below 
the theoretical maximum of 50%. In the Punjab, the 
fraction has recently (1929) been re~uced to 25% of the net 
assets. In Madras, and also in Burma, the theoretical basis 
of assessment is the value of the net produce of land (i.e. 
gross produce minus expenses of cultivation). About half of 
this is fixed as the maximum land revenue. In Bombay, 
and also in Berar, there is no definite basis of assessment. 
The system is of a.n empirical character, and revenue rates 
depend upon certain general economic considerations, etc. 
In recent years, however, the rental value, as ascertained 
by records of leases and sales, is in practice being adopted 
as n. basis of assessment. In Sind assessment rates depend 
upon irrigation and not upon rainfall, which is negligible. 
The period of settlement is also shorter than in Bombay 
Presidency. 

§34. State Iandlordism.-Two of the most controversial 
questions relating to land revenue in India are: (i) whether 
there is State ownership or individual ownership, and (ii) 
whether land revenue is a tax or rent. As regards the 
question of State ownership of land, the opinion generally 
held is that the State never claimed exclusive proprietary 
right over land in the pre-British period, and therefore the 
Brith'h cannot be said to have succeeded to any such claim. 
In fact the existence of private property was definitely recog"
nized under both Hindu and Mohammedan rule. In the 
eighteenth century, when the Mogul Empire broke up, the 
various usurping Governments did, however, claim to be the 
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owners of the soil. The British Indian Government has 
everywhere recognized or conferred a private right in land, 
and in large areas of the country (e.g. Bengal, Oudh and the 
whole of Northern India) it has expressly declared the pro
prietary rights of the landlords and village 0Y'.ners. Even in 
the ryotwari provinces like Bombay the position of the ryot 
or 'occupant' is not essentially different from that of the 
zamindar, and he exercises all the rights of a proprietor so 
long as he pays the revenue assessment. We may also refer 
here to another view, namely, that the Indian conception 
of land tenure is a compromise between the English theory 
of absolute property in land and the other extreme of State 
ownership. 

§35. Land revenue: Tax or Rent ?-If private owner
ship of land is granted it follows logically that the land 
revenue is a tax and not a rent. The whole question is 
highly complicated and does not admit of a definite answer 
one way or the other. The controversy is, however, a. 
profitless war of words since no question of actual practical 
policy at present in debate seems to depend upon how it is 
settled. It is sometimes said that if we admitted State land
lordism we should also have to admit the right of the 
State to exact the full economic rent. But this is a. conse
quence which we cannot escape in any case because it is a 
universally accepted maxim of taxation that theoretically the 
whole of the economic rent may be absorbed in taxation 
without hurting the taxpayer, provided that the economic 
rent can be separated from wages, profits and interest. So 
also the case for exemption of uneconomic holdings from 
land revenue can be argued quite as well on the assumption 
of Government landlordship as otherwise. It is also gene
rally agreed that in considering the incidence of taxation, 
land revenue should be regarded as a tax. It would how
ever be an act of political wisdom if the Government were 
to. declare in uDl;nistakable terms that it fully recognizes 
pnvate property 1D land and abandons all pretensions to 
universal landlordism. 

~36. Ricardian theory in relation to the land revenue In 
India.-As we ~ave seen, the principles governing- assessment 
vary from prOVlDce to province so far ItS their formal state
ment is c?ncerned. The general claim of the Government, 
however, IS that in the net result, the land revenue forms 
everywhere .in British It;di~ a certain moderate proportion of 
the economIC rent. ThIS IS clearly not the case if we take 
into account the large number of uneconomic holdings in 
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India. Here the land tax is an appropriation of the bare 
minimum of subsistence left to the cultivator. Elsewhere 
also, pure or true rental value cannot be accurately deter
mined, since, owing to the pressure on land and the lack of 
alternative occupations the actual rents paid by competing 
tenants l14'e likely to be higher than the true economic rent 
of land. Economic necessity is further strengthened by the 
traditional sentiment in favour of investment in land. The 
economic rent in the Ricardian sense therefore bears no defi
nite relation to the assessment, though we cannot at the same 
time say that in every case land revenue falls on the income 
earned. 

§37. Need for reform.-There is, however, a strong 
case for lowering the stan'dard revenue rates, say to 25% 
of the annual value of land as suggested by the Indian 
Taxation Enquiry Committee of 1924-5. By annual value 
they mean the gross produce less cost of production, includ
ing the value of the labour actually expended by the farmer 
and his family, and the return for enterprise. It is also 
desirable to bring under legislative control the process of 
revising the land revenue assessment, as in the Punjab where 
legislation was passed in 1928-9 extending the term of 
assessment to forty years, and fixing the share of the 
Government at 25% of the net assets. Legislation similar 
in principle has also been passed in the United and Central 
Provinces. 

SUMMARY 

AORIOULTUBAL I'BODUOTION 

AgnclAltlAre hold, a dominant position in our economic life, nearly 70% 
of the population being dependent on the land for their livelihood. It is, 
lowever, in a depressed condition and needs much improvement in order 
io promote rural prosperity. 

AgnclAltlAral production in India COf)erl a wide range 01 crops. Food 
:rops like rice, wheat, barley, millets, pulses, and sugarcane are the leading 
:rops. There has, however, been a certain tendency for non-food crops 
,ike oil-seeds, cotton and jute to encroach on the food crops owing to 
,he high prices and ready sale they have commanded until recently' in 
.he world markets. Different prof)incel and tract. ,p8cialill8 in the difler
mt crops according to their climatic and soil conditions. Thus Bengal. 
Bihar, Burma and Madras specialize in rice; the Punjab and the United 
t>rovinces in wheat; Madras, Bombay and Berar in millets Gowar and 
,ajra); the United Provinces, the Punjab and Bihar in sugarcane; the 
Jnited and Central Provinces, Bihar and Burma in oil-seeds; Bombay, the 
:entral Provinces and the Punjab in cotton; Bengal in jute; Southern India 
o tea, coffee, spices and condiments; Assam in tea. 
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The yield of the land per acre in India is very low in comparison with 
other countries. It is, however, capable of being increased by the adoption 
of intensive methods of cultivation. 

LAND AND ITS PROBLEMS 

One of the serious handicaps of the Indian agriculturist is the efldleu 
!ubdillision and fragmentation 0/ holdings, many of which are uneconomic. 
Their ·cultivation entails great waste. They hind~r agricultural reforms 
and give rise to boundary disputes. The evil has been attributed to the 
Hindu and Mohammedan laws of inheritance and succession, but is in the 
last resort traceable to the incI'easing pressure on land due to the growth 
of population and lack of alternative occupations. Attempts are being mad" 
to deal with this problem on a voluntary basis, as also by the method of 
legal compulsion. A certain amount of success has attended the interest· 
ing experiment in the Punjab of consolidation of scattered holdings on 
a cooperative basis. Legal compUlsion does not appear to be a suitable 
method in the peculiar conditions of India. 

Irrigation is an imperative need of Indian agriculture especially in 
rainless deserts like Sind and precarious tracts like the Deccan, and has 
in various forms been practised from time immemorial. 

Wells, tanks and canals are the principal kinds of irrigation works in 
India. Canals are of three types: inundation canals, as in the Pnnjab; 
perennial canals, as in the United Provinces and, recently, in Sind and 
the Punjab; and storage works as in the Deccan. Government irrigation 
works (mainly canals and to some extent tanks, especially in the Madras 
Presidency) are either productive (i.e. which pay their way within 10 years 
of their completion) or unproductive, i.e. not directly remunerative but 
urgently needed to protect precarious tracts like the Deccan from famines 
and drought. 

The Government in the past largely concentrated on the former, but 
is now devoting greater attention to the latter, Irrigation activity has 
greatly increased in the various provinces since the subject of irrigation 
was transferred to the provinces under the Reforms of 1919. Big scbemes 
like tha Sukkur Barrage, the Sutlej Valley project, and the Cauvery Reser
voir and Mettur project, have been launched and are well under way. 

The Canal Colonies in the Punjab are an arresting feature of irrigation 
in that province and have largely contributed to its prosperity. The principal 
colonies are Lyallpur, Shahpur and Montgomery. 

LABOUR, EQUIPMENT AND ORGA~"lZATlOl\' 

The Indian cultivator shows a curious combination of conservatism and 
prejudice with patience and hard work on the one hand, and on the other. 
of improvidence with frugality. An improvement of his environment 
through rural education, better sanitation and communications in rural areas, 
and a keener interest in land· by zamindars ia needed to make him a 
more progressive and efficient farmer. 

The Indian agriculturist for the most part follows ezte1l8i~e method, 
oj cultivation. Hia salvation lies in adopting intensive methods of culti· 
vation as in China and Japan. For this pnrpose irrigation, rotation of 
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crops, increased application of manure, supply of pure seed, improved imple
ments and cattle are essential. The present position in all these respects is 
not 8atisfl}ctory though, thanks to the efforts of the Agricultural Depart
ment, a. certain amount of improvement is taking place. 

The two most important problems of agricultural organization relate to 
(il subsidiary rural industries, and (iil marketing of agricultural produce. 

(i) Subsidiary industries .-In the absence of subsidiary industries to 
fill up his spare time during the slack agricultural season and to supple. 
ment his small income from land, the cultivator's economic position is very 
weak. The provision of supplementary industries suitable to the various 
rural areas-such as dairy-keeping, poultry-farming, fruit'growing, sericul· 
ture, rope·making-is urgently needed. Hand-spinning is useful but not 
lufficiently remunerative. 

(ii) The present system of agricultural marketing is very defective and 
does not operate to the best advantage of the cultivator, who is handicapped 
by his indebtedness, illiteracy, defective rural communications, lack of uni
formity of weights and measures, lack of storage facilities, and the many 
unauthorized deductions from the price he receives in the unregulated 
markets. 

Marketing of agricultural produce through cooperative sale societies and 
the establishment of regulated markets, which provide for the safeguarding 
of the cultivator's interest through market I committees on which he is 
represented, are proving very useful. 

The Central and Provincial Governments are evincing keen interest in 
this matter and have 'recently arranged for marketing surveys through a 
special agency of marketing experts and· officers. 

RURAL INDEBTEDNESS 

Agricultural indebtedness, which amouDts to nearly Rs. 900 crores in 
British India alone, is a serious problem of the rural economy of India. 
Thl! main causes of the indebtedness of the peasant are: excessive pressure 
on land, uneconomic holdings, insecurity of harvests, loss of cattle due 
,to famine and disease, loss tlirough litigation, improvidence and 
ancestral debt. The system of money-lending in the. changed social and 
economic conditions of today has also contributed to the growth of mral 
indebtedness. 

The Government has since the seventies of the last century adopted 
"arious mellsures to tackle the problem of rural indebtedness, such as 
improvement of the Ch'i! Law regarding fllral debts, anti-usury laws. regu
lation of money-lending. restrictions on the transfer of land, grant of 
State 108ns (takkat>ll. and provision of credit through Cooperative Societies 
and Land Mortgage Banks. 

THB COOPERATlVB MOVEMENT IN INDIA 

The first Coopel"ative Credit Societies Act was passed in 1904. Rural 
and urban societies were started on the lines of the well·known Raiffeisen 
and Schulze-Delitzsch Societies in Germany. Registrars of cooperative 
societies were appointed in the several provinces, and the new movemen~ 
soon struck root in the country. Its scope was widened by the Amending 
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Act of 1912, which recognized non-credit societies, central financing 80cietiel 
and unions. The progress of the movement has beeD" remarkable, e8peciall~ 
since 1921 when cooperation became a transferred subject under the contro 
of ministers in the provinces. In recent years, however, the movemenl 
has been passing through a crisis partly owing to the adverse effects 01 

economic depression and partly owing to certain defects in the movemenl 
itself such as laxity of internal control and management, and lack o! 
cooperative spirit and training. 

Cooperation is, however, the only salvation of the IndiaD peasant aDi 
artisan. The rural cooperative society with its honorary services, demo 
cratic management and joint responsibility is very well suited to Buppll 
the small farmer with controlled credit on reasonable terms aDd als( 
generally to make him a better citizen. The good work done by th( 
credit society must be supplemented by a general organization of agri 
culture on a cooperative basis, as in Denmark, so as to Becure fullcl 
advantages of cooperative sale and purchase, cooperative farming, etc. II 
cooperation also lies the hope of artisans like the weavers, factory workers 
and depressed classes. The middle classes have also found cooperation very 
useful in dealing with their own problems of housing, the supply of house· 
hold requisites and of credit. 

Cooperative credit societies which are financed by Central and Provincial 
Banks cannot, however, solve the problem of the supply of long-term credit 
for redemption of old rural debts, land imprO'Vement, etc. Land Mortgage 
Banks, organized mainly on cooperative lines, are necessary to meet this 
need. They have already been started in some provinces. The State hal 
offered them help by guaranteeing the interest on, and to some extent also 
the principal of the debentures issued by them, and by direct purchase of 
such debentures. 

STATE An> TO AORICllLTURE 

The Government in India has for a long time recognized the need for 
improving agriculture and of bettering the lot of the Indian peasant. To 
this end Departments of Agriculture were started in 1884 in the variOl18 
provinces under Directors of Agriculture assisted by Deputy·Directors and 
Inspectors. Agricultural Colleges were also started at PooDa, Cawnpore, 
Nagpur, Lyallpur, Coimbatore and Mandalay. The biggest step forward 
was recently taken on the recommendation of the Agricultural Commission 
by establishing in 1929 the Imperial Council of Agricultural Research. 
Vlhich has so far spent a crore of rupees in promoting useful research 
in agriculture and in the solution of the veterinary problems connected 
with the improvement of Indian agriculture. 

The Agricultural Departments carry on experiments on agricultural 
farms, organize propaganda work to demonstrate the value of new methods 
and implements, and control agricultural education. 

A Provincia! Board of Economic Enquiry should be started in each pro· 
vince on the lines of the Punjab Board of Economic Enquiry. 

Lastly, a comprehensive and well'Bustained effort is necessary to bring 
about fli!lage uplift, which means better educational and sanitary facilities, 
improved communications and, in general, a higher standard of amenities 
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and civic life in rural areas. At present, various Provincial Governments 
have Bet on foot schemes of village uplift, and the Central Government 
hili given a grant of a crore of rupees for this purpose. 

LAND RI!VENUE IN BRITISH INDIA 

From times immemorial, the State in India has claimed a share of 
the produce of the Boil from the cultivators. Land revenue was at first 
paid in kind but came gradually to be paid in money, especially under 
the Mogul., who also introduced systematic Land Revenue Settlements. 
Thiij 8ystem however fell into disorder after the break-up of the Ml)gul 
Empire, when revenue-farming was introduced. This resulted in the subordi· 
nation of peasant rights to those of the new usurpers who became zamindars, 
al in Bengal. After several experiments and mistakes, the British admini
stration in India evolved a workable land revenue system. The early 
policy of Permanent Settlement, which was introduced in Bengal, Benarea 
and North Madras, was supplanted by Temporary Settlements elsewhere. 
The Permanent Settlement has serious drawbacks, such as a rigidly fixed 
land revenue involving loss to the Government. Its main advantage, 
namely that it acts as a stimulus to agricultural improvements, 'can very 
well be secured by long-term settlements. 

Thers ar" three main kinds 0/ settlement in India: (i) The Zamindari 
Settlement with landlords, (ii) the Mahalwari Settlement with village com
munities, and (iii) Ryotwari Settlement with I individual occupants or holders 
of land. In (i) and (ii), where the land revenue is not fixed in perpetuity 
(as in Bengal), the basis of assessment is rental value, the theoretical 
maximum claimed by the Government beinlf one half of the rental value. 
Iu the Punjab, it is now one-fourth. In the ryotwari system of Madras 
the basis of assessment is the net produce, while in Bombay general 
economic considerations take the place of a theoretical basis, although in 
recent years greater reliance is being placed on rental value. 

There are certain controversial questions relating to land revenue in 
India. One of them is whether the land belong. to the State or is the 
private property of the zamindar or ryot. The case for the latter view 
is pretty strong, and the Government would be well advised frankly to 
recognize private property in land. The second controversial question is 
whether land revenue is a taz or rent? As the Taxation Enquiry Com
mittee point. out, it should be regarded as a tax. In this connexion, a 
third question has been raised, namely, how far the land revenue taken 
in India conforms to the Ricardian theory of economic rent. It will be 
found on examination that land revenue in India cannot be identified with 
economic rent. 

There is a strong case for lowering the land revenue and fixing it at 
about one-fourth of the annual value of the land. It is also very desir
able to place the process of revising the assessment under legislative control. 



CHAPTER IV 

INDUSTRIAL DEVELOPMENT 

GENERAL SURVEY 

§1. Benefits of industrial development.-In these days 
we are all very keen that our country ehould become an 
important industrial nation because we expect to realize 
great benefits from such a development: 

(i) An adequate development of industries will make 
for a more even distribution of population among a variety 
of occupations and make the economic system more stable. 
For example, frequent failure of rains and famines, to which 
we are subject, will not directly affect practically the whole 
population as they do at present, but only that part of it 
which is engaged in agriculture. 

(ii) Industrialization, if properly directed, will enrich 
the nation. 

(iii) The State will benefit because of the increased tax
able capacity of the people. State finance will also be more 
elastic because industrialization will make possible a num
.ber of productive taxes on other kinds of income than landed 
Income. 

(iv) Industry will give scope to a diversity of aptitude 
and talent and will make the people more intelligent, alert 
and progressive. A predominantly agricultural country 
tends to be too conservative and intellectually inert. 

(v) Industrialization will open a number of new sources 
of employment and should to a large extent solve the problem 
of middle-class unemployment. 

(vi) It will also create a habit of productive investment 
and discourage hoarding. 

(vii) It is now widely recognized that industrialization ha!l 
an important bearing on military efficiency. 

§2. Principal landmarks of recent industrial history of 
India.-Till about the beginning of the nineteenth century. 
India. could be described as both an agricultural and a manu
facturing country. As in Europe before the Industrial Re
volution, the industries in India were of course not of the 
modern large-scale type but were cottage industries. How
ever. a very much larger proportion of the population than 
at present was engaged in industry, and India could stand 
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comparison with any European country as regards industrial 
development and skill. In fact she could legitimately claim 
superiority in this respect over many European countries. 
We have already indicated the reasons why India fell from 
this high estate and came to be an almost exclusively agri
cultural country. 1 From many points of view this was a 
deplorable development, and the Famine Commissions of 
1880 and 1901 emphasized forcibly the necessity of indus
trializing India as one of the important means of meeting 
the problem of recurring famines in the country. The 
swadeshi movement which began in 1905 served to drive home 
the lesson that for modern industry a more solid foundation 
was necessary than short-lived political enthusiasm, and that 
vigorous and consistent State help was essential to provide 
this foundation. 

§3. Industrial policy of the State.-Till the end of the 
nineteenth century Government policy had been unhelpful 
and indifferent. The first sign of a change was noticed when, 
at the instance of Lord Curzon, a separate Imperial Depart
ment of Commerce and Industries was created in 1905. 
This welcome development, however, received a sudden 
check when in 1910 Lord Morley, the then Secretary 
of State for India, sent his famous Dispatch deprecating 
any direct attempts on the part of the Government to foster 
industrial development. The Indian authorities followed 
Lord Morley's dictates too literally and too conscientiously 
and failed to turn to any practical account the enthusiasm 
for industrial regeneration which characterized the swadeshi 
movement. 

The experience of the war made the Government realize, 
more vividly than before, not only the economic but also 
the military importance of industrialization. As the 
Montagu-Chelmsford Report puts it: 'Nowadays, the pro
ducts of an industrially-developed community coincide so 
nearly in kind, though not in quantity, with the catalogue 
of munitions of war that the development of India's natural 
resources becomes a. matter of almost military necessity.' 
The Industrial Commission appointed in 1916 stressed the 
importance of active Government assistance in furthering 
the industrial development of the country and ma1.-ing it more 
self-sufficient. 

The Indian Munitions Board established in 1917, although 
its n1l1in business was to control and develop Indian resources 

• See cb. ii, §8. 
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SO as to assist in the successful prosecution of the war, in
cidentally stimulated the development of Indian industries 
by placing large orders with Indian firms, supplying informa
tion and expert advice, and in other ways. 

PROTECTION AND OTHER MEASURES OF STATE AID 

§4. Protection in India.-A large part of the stimulufl 
received by Indian industries during the war was necessarily 
temporary in character. After the war, foreign competition 
began again and the question of protection assumed serious 
practical importance. The Fiscal Commission appointed in 
1921 recommended the adoption of a policy of discriminate 
protection to be interpreted by an expert Tariff Board. The 
Government accepted this recommendation in 1923, and since 
1924 a Tariff Board has been instituted. Under instructions 
from the Government it has examined the claims of a num
ber of industries for receiving protection. Protection has in 
this manner been extended to the iron and steel, cotton, 
paper, sugar, salt, match and other industries. 

The term 'discriminate protection' suggests that we must 
discriminate between those industries which with some 
initial assistance (in the form of protection from foreign 
competition), are likely to develop sufficient strength to be 
able ultimately to stand on their own legs, and industries in
capable of such develop~ent. We have already explained 
in what circumstances and subject to what safeguards the 
policy of protection can be pursued in the interests of a 
nation. 1 Discriminate protection in India is merely an 
application of these principles to Indian conditions. 

§5. Essentials other than protection.-Protection alone 
is not enough to bring into existence flourishing and efficient 
industries. There must also be an adequate development of 
certain indispensable adjuncts of modern economic life like a 
sound banking organization, a well-developed system of trans
port, a sympathetic railway and shipping policy, an effective 
marketing organization, an efficient system of commercial and 
industrial intelligence, etc. These matters will be dealt with 
separately in Chapters V and VI. 

Quite as essential as anything else for industrial develop
ment is that the people must really and truly desire it, and 
show the genuineness of their desire by taking the necessary 
pains to achieve it. There must be less apathy and more 

1 See Part I, .. h. xii. § §9.10. 
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self-confidence and enterprise. The lack of these qualities at 
present is largely due to our defective system of education, 
which is much too academic and out of touch with reality. 
We must train our own skilled labourers and supervisors 
and foremen instead of incurring excessive expenditure over 
men imported from abroad. Technical and commercial 
institutes and colleges must be started in large numbers to 
afford the necessary facilities for training managers and to 
enable capable· business men to discover and develop their 
special talents. The organization of research is another 
important matter to be attended to. The present position 
in all these respects is most unsatisfactory. 

The extension of Government patronage to the prodllCts 
of Indian industries is a. useful stimulus to their develop
ment, and this is now forthcoming in a steadily increasing 
measure. A special department called the Indian Stores 
Department has been instituted for the purpose of encourag
ing Indian industries through purchases of stores, on behalf 
of the GoverDlpent, valued at more than Rs. 3 crores every 
year. 

The provincia.l Departments of' Industries, which have 
been created in accordance with the recommendations of the 
Industrial Commission, aim at the promotion of technical 
and industrial education, the supply of industria.l information 
and financial and other assistance to industries. Special 
State Aid to Industries Acts, such as the Industrial Loans 
Act of the Punjab, have been passed by certain provinces 
in order tha.t suitable private enterprises might be financed. 
In practice, however, it is the cottage industries that have 
received more help from these Acts than large-scale indus
tries. 

INDIAN INDUSTRIES 

§6. Industrial progress in India.-Indian industries 
may be divided into two classes: (i) Cottage industries 
carried on in the home of the worker, and (ii) Organized 
industries of the new type carried on in workshops and 
factories, with which we will deal first, beginning with a. 
short account of the principal modern industries developed in 
India. (See Map IX.) . 

The following sta.tistics give some idea. of the advance 
in industrialization made by India. According to the 
returns of Indian factories subject to the Indian Factories 
Act, the total number of factories during 1933 was 8,452 and 
the total number of persons employed 1,403,212. The total 

31 
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number of joint-stock companies registered in India was 
7,998 with a paid-up capital of Rs. 287 crores in 1931-2, 
as compared with 2,545 companies with a paid-up capital of 
Rs. 81 crores in 1914-15. The total number of companies 
registered elsewhere than in India but working in India was 
911 with a paid-up capital of £756 million in 1931-2, as 
compared with 517 companies with a paid-up capital of 
£298 million in 1914-15. Although the above figures show 
some progress in industrialization in India, organized indus
tries as yet play too small a part in the national economy. 
There are only a few types of large-scale organized industry 
in the country, such as the cotton and jute mill industries 
and the steel and iron industry, and the population engaged 
in modern industry is only about 1·5% of the total popUlation 
of the country. 

§7. The cotton mill industry.-Among the large-scale 
industries owned and managed by Indians the cotton mill 
industry leads easily. It was started at first in Bombay 
a,bout the middle of the last century, and even today Bombay 
continues to be its leading centre. In later years, and 
especially in recent years, up-country centres like Ahmeda
bad, Sholapur, Hubli and Nagpur have rapidly developed 
owing to their situation in the heart of the cotton-producing 
tracts and their access to extensive up-country markets and 
plentiful labour supplies. Until the beginning of the present 
centUry the industry was mainly a spinning industry, but 
owing to the loss of the Chinese market for India's mill-made 
yarn, the weaving branch has greatly advanced, and at present 
there is a tendency to increase the manufacture of finer 
counts, a certain amount of long staple cotton being imported 
from the U.S.A. and elsewhere for this purpose. In spite of 
occasional setbacks due to famine, plague, foreign competi
tion, fluctuations in foreign exchange and high prices of 
cotton, the in'dustry has continued to expand. The late world 
war gave it a considerable stimulus owing to decreased foreign 
imports and Government patronage in respect of military 
requirements in cotton goods. The swadeshi movement has 
also been helpful to its growth. On the other hand, in 
recent years the industry has suffered from trade depression 
and excessive competition from Japan in Indian markets. 
Not only has Japan displaced Indian: exports to China and 
Japan, but has latterly seriously invaded the Indian market 
itself with cheap yarn and piece-goods. The Indian industry 
has however been able largely to overcome these difficulties 
with the help of the protection it has enjoyed since 1927. 
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Japanese competition has further been recently regulated 
by the Indo-Japanese Trade Agreement of 1933-4, which 
restricts the maximum, quantity of imports of Japanese 
cotton piece-goods into India. to 400 million yards a. 
year, the basic allotment being 325 million yards a 
year provided Japan buys annually one million bales of raw 
cotton from India. The agreement is now (June 1936) due 
for revision. 

The total number of cotton mills in India was 352 and 
the number of persons employed 3'85 lakhs in 1934, as com
pared with 271 mills and 2'60 lakhs of employed in 1914, and 
193 mills and 1'61 lakhs of employed in 1900. The number 

. of mills in 1877 was only 51. The total mill production of 
cotton piece-goods was 3,397 million yards, and imports 944 
million. yards in 1934-5, ,as compared with a. total mill pro
duction of 678 million yards and imports of 2,288 million 
yards in 1904-5. Foreign imports have thus been substan
tially reduced. Allowing for hand-loom production, which 
contributes nearly 25% of the total cloth consumed in India, 
home productiob is now able to meeij the greater part of the 
total demand for cloth in India. The Tariff Board recently 
(1935) conducted an inquiry into the question of protection 
against imports from Lancashire. However, besides protec
tion, internal reform is necessary to place the cotton mill 
industry on a sound footing. In the first place, the Managing 
Agency' system requires to be regulated by law,l and in the 
second place, the industry must intensify its efforts to explore 
export markets for its products. ' 

§8.The Jute mill Industry.-Another well-developed 
large-scale industry in India' is the jute mill industry, which 
came into existence in Bengal in 1855, when the first mill 
was started near Serampore. The progress of the' industry 
was slow during the first thirty years, and the export trade 
in jute· manufactures was negligible. The war led to a con
siderableexpansion and to the prosperity of the iridustry. 
which 'was called upon to meet the demand in the various 
theatres of, war for sand-bags for trenches, etc. For ma.ny 
years Dundee (in' Scotland) was the principal centre of jute 
manufacture. Calcutta, however, now holds a commanding 
position in the manufacture' and trade of jute Irianilfactures. 
In 1931-2 there were 103 jute mills at work, the' number 

I A recent official Bill (1936) to amend the Indian CompanieS Act (1918) 
seeks to remove many of the evils of the managing agenr.y system. ' , 
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of persons employed being 276,800 as compared with the 
average of 1879-80 to 1883-4, when the number of mills was 
21 and the persons employed 38,800. 

The jute industry enjoys certain advantages over the 
cotton mill industry. In the first place, India enjoys a 
monopoly in jute. The organization of the industry also 
is more efficient. Unlike the cotton mill industry, the 
jute industry is highly centralized, there being as many 
as 90 mills within a radius of 40 miles from Calcutta. 
It is, however, largely financed and managed by European 
capitalists. 

The jute industry has not escaped the adverse effects of 
the trade depression, to meet which the Jute Mills Associ
ation has taken steps to restrict output. A certain recovery 
in the exports of jute manufactures, which consist mainly of 
gunny bags and hessian cloth, has been in evidence in recent 
years. The total value of jute manufactures exported in 
1934-5 was Rs. 21'47 crores. 

§9. Iron and steel iodustry.-This is a basic or key 
inOdustry, and its national importance is greal. Its develop
ment is of recent date. The Barakar Iron Works, started 
in 1874 00 the Jharia coalfields in Bengal and acquired in 
1889 by the Bengal Steel and Iron Company, was the suc
cessful pioneer in this new field of India's industrial deve
lopment. The next important stage in the history of the 
industry was ushered in by the formation of the Tata Steel 
and Iron Company, which was established at Sakchi in 
1907 and began work in 1911. The war-time requirements 
of the Government stimulated further progress, and a large 
scheme of extension was completed in 1924. In the same 
year protection against foreign competition was granted to 
the steel. and iron industry as recommended by the Tariff 
Board. It was renewed in 1927 and 1934. Under this new 
stimulus, the industry has made striking progress. India is 
now self-sufficient regarding pig iron, of which the production 
bas advanced from 35,000 tons at the beginning of 
the present century to 1,343,075 tons in 1934-5. The pro
duction of steel also has made considerable headway, the 
total quantity produced being 627,000 tons in 1934-5 as 
compared with 139,433 tons in 1916-17. Foreign imports of 
iron and steel manufactures are still considerable. Sakchi 
(renamed J amshedpur) has become a veritable beehive of 
allied industries, such as the tin-plate, wire and nails, railway 
wagons, heavy chemicals and other industries. The future 
of the industry is bright in view of the great natural advan-
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ta,O'es of rich and abundant iron ore deposits· near coalfields 
anod adequate supplies of other raw materials, and a large 
home market. 

§l0. Tanning and leather Industries.-The indigenous 
tanning industry is an old industry in the country, which 
produces a. large supply of hides and skins (cow-hides, goat
skins, buffalo-hides and sheepskins, which may be regarded 
us the by-products of agriculture). These were largely ex
ported to Germany, Austria and the U.S.A. in the past. 
ILnd even today are not fully utilized at home. European 
methods of tanning were first introduced by the military 
authorities for harness and other military requirements. A 
Government (harness and saddles) factory was set up at 
Uawnpore in 1860. Private factories followed, and Cawn
pore has thus become the main centre of the leather trade 
in India. Since then other centres like Bombay and Madras 
have also shown considerable progress. The tanning and 
leather industry experienced great prosperity durin~ the war 
owing to the patronage extended to it by the Indian Muni
tions Board, which required large quantities of army boots 
und shoes. The limited protection which the industry 
enjoyed in the shape of a 5% export duty on raw hides and 
skins after 1919 (the duty was 15% with a rebate of 10% 
in favour of Empire countries during the years 1919-23) has 
ceased . to operate owing to the abolition of the export 
duties on raw hides and skins in 1934 and 1935 res
pectively. The industry is 'deserving of encouragement 
by protection. There is also considerable scope yet for 
internal improvement. 

§11. Chemical Industrles.-The development of chemi
cal industries. especially the heavy chemicals like sulphUric 
and hydrochloric acids, is essential for the general economic 
development of a modern country. These industries are as 
yet poorly developed in India and large foreign imports are 
necessary. The war gave a stimulus to many chemical 
industries. India's sources of raw materials for heavy 
chemicals should not be deficient if only the various minera.l 
ores were properly treated. Striking success has aleady been 
achieved in the manufacture of sulphuric acid-a key indus
try for all chemical industries. Protection, .as recom~ended 
by the Tariff Board, was granted to the mdust?' m 1931 
until 31 March 1933.· Since then it has been contmued only 
in the case of magnesium chloride. 

I See ch. i, §9(ii). 
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H2. Paper-making.-The modern paper industry of 
India dates from 1870, when the Bally Mills were establish
ed on the Hooghly, whose neighbourhood is still the prin
cipal centre of the industry. The Titaghur Paper Mills were 
established in 1882. In 1934-5 there were altogether 10 
paper mills in India, namely four in Bengal, three in Bom
bay, and one each in the United Provinces, Madras andTra
vancore. Sabai grass, which grows abundantly in northern 
India, is the principal raw material used, although the Indian 
Paper Pulp Company makes paper from bamboo pulp. This 
new development is full of promise. Under the Bamboo Paper 
Industry (Protection) Act of 1925 renewed in 1932 up to 31 
March 1939, the industry has had the benefit of protection. 
The Indian production of paper amounted to 892,000 cwt. 
in 1934-5 as compared with imports of paper and pasteboard 
aggregating 2,564,000 cwt. in the same year. 

§13. Other industries.-Mention may be made of two 
industries, namely the sugar and match industries, which have 
rapidly expanded in recent years under the stimulus given 
by }Jl'otectioll. The cement industry has also shown remark
a~le expansion since the war. The total production of 
Portland cement, which is comparable as regards quality 
with the British product, increased from 945 tons in 1914 
to 236,746 tons in 1924 and to 764,000 tons in 1934-5. 
Imports in the last-mentioned year amounted only to 
67,000 tons. Other industries which have made some pro
gress and give promise of further development are the oil
milling . industry, glass manufacture, printing ink and silk 
industries. Reference has already been made to the coal, 
the petroleum oil, and tea industries. A number of flour 
mills, rice mills, cotton gins and presses, railway workshops, 
and tile and brick factories are scattered throughout the 
country. . 

§14. Survival of cottage indusbies.-Competition of 
machine-made goods has already been fatal to some of our 
old cottage industries. Where new methods constitute a 
definite advance on the old methods, they must be intro
duced. But some kind of planned orderly retreat should be 
made possible for those engaged in the old type of cottage 
iildustry-even if this retards industrialization to some 
extent. In this part of our subject we shall however be 
concerned not with old industries which must sooner or 
later succumb, but with those which have it in them to survive 
an·d prosper even under modern conditions. Those indus
tries which require simple tools and which are closely 
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connected with agriculture have generally nothing to fear from 
factory goods. There are also cases where the artisans have 
successfully adapted themselves to the new conditions and 
have learnt to use superior raw materials and better tools. 
'The weaver has taken to the mill yarn, the dyer to synthetic 
dyes, the brass- and copper-smith to sheet metal, the black
smith to iron rolled in convenient sections, in each case with 
advantage to himself from lessened cost of production wbich 
has greatly extended his market. In some districts in 
Lower Bengal, the weavers use the fly-shuttle slayexten
sively, and it is gradually coming into use elsewhere also. 
The tailors invariably employ sewing machines, and town 
artisans readily take to improved tools of European and 
American manufacture.'l In some cases the goods produced 
are such that they do not admit of the employment of 
machinery and large-scale production. Proximity to the 
market and a more intimate knowledge of the consumers' 
wants may further turn the scale in favour of the cottage 
worker. 'Thus some kinds of head-wear, dhotis and saris 
made by the hand-loom weavers have not been displaced by 
modern factories. The weavers of Dacca, Murshidabad, 
Madura and Benares, those engaged in making embroideries 
in Lucknow and Delhi and lace in Surat supply com
modities for which the demand in the country has not 
been seriously affected by competition with similar 
machine-made articles. The metal worker, the shoe-maker, 
the goldsmith, the tailor, the confectioner, and other 
craftsmen fall. into the sa.me category and are similarly 
.protected. 'I Workers in the various cottage industries 

• are still vastly more numerous than those engaged in 
organized industries. 

We shall now examine the position of some of the most 
important cottage industries. 

§15. The cotton hand-loom industry.-Hand-weaving 
still provides subsistence for about six million people. The 
position of the hand-weaver is strong in the case of goods 
which are either very coarse or refined and artistic, because 
here he can hold his own against machinery. The hand
loom supplies nearly 25% of the total demand for cloth in 
India. Since about 1922. the weaver has suffered severely 
from foreign (especially Japanese) competition as well as the 
competition of Indian mills. 

l Industrial Commission Report, §l!55. I India in 19116-7. p. 330. 
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§16. Woollen industry.-Under the Moguls, the manu
facture of woollen carpets had reached a high pitch of excel
lence. Carpet-weaving at the present time depends almost 
entirely on foreign demand, which absorbs about 90% of the 
total production. The industry is in a Janguishing condition 
on account of the ignorance and poverty of the weavers and 
the absence of organization. 

Another woollen manufacture that is widely prevalent 
in the country is that of the coarse rough blanket 
(kambb). Many shepherds and agriculturists pursue it 
as a by-occupation. Having regard to the facility with 
which the raw materials can be obtained in every part 
of the country and the big size of the home market, 
the industry has possibilities, which deserve to be care
fully examined. 

§ 17. SericuIture and silk manufactures.-Sericulture j~ 
practised more or less successfully in Bengal, Kashmir and 
Mysore, and wild silk is produced in the Central Provinces, 
Bihar and Orissa and Assam. The East India Company's 
efforts to encourage silk manufactures in India. as a profit
able form of export met with opposition from English 
weavers and had to be abandoned. The policy thereafter pur
sued of discouraging silk manufactures in India had an 
adverse influence on the indigenous weaving industry. 
Other adverse influences have been the change in the nature 
of the European and also the home demand, the progress 
of silk-weaving in Europe, and later the competition from 
Japan, China and the United States. Both sericulture and 
silk-weaving are at present in a bad way in India. Most of 
the silk now exported is in the form of waste or cocoons, 
because reeling is done 80 badly in India. The Indian 
weavers themselves prefer the more even re-reeled Chinese 
Of. Japanese silk to the home-made product. Efforts are 
being made, especially in Bengal, to improve the quality of 
Indian silk. The Agricultural Department in that province 
runs two sericultural schools. A large number of seed 
farms have also been started. The students tra.ined at the 
Government schools are given awards and are provided with 
'seed stocks' from Government nurseries. Attempts are also 
being made in Assam, Mysore, Burma and Kashmir to 
encourage sericulture. Grants amounting to Rs. 93,000 have 
recently been allotted to various provinces to enable them to 
set up schemes for the benefit of sericulture. The manu
facture of silk goods would seem to enjoy certain special 
advantages in India and ought to succeed. Large-scale 
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production is more difficult than in the case of cotton, and 
has hardly yet made a beginning in India. Again silk 
manufactures being of the nature of luxury goods admit of a 
great diversity in workmanship, which makes them eminently 
suitable for cottage industry. There is also a. heavy import 
duty on foreign manufactures. 

§18. Other cottage industries.-The present position of 
Bome of our village industries has already been discussed in 
Chapter ll. We have also discussed the question of indus
tries subsidiary to agriculture. There are numerous other 
cottage industries such as embroidery work, furniture, metal 
and cutlery, gold and silver thread, pottery, soap-making and 
bead-manufacture. The policy to be followed with regard 
to each of them must depend upon the results of a detailed 
investigation. 

§19. Methods of aid to cottage Industries.-The first 
step is to decide which of the old cottage industries have a. 
chance of prospering under present conditions and to con
sider whether any new industries ~uld with advantage be 
started. The next step is to consider means to help the 
small artisan to establish himself firmly and securely. Suit
able provision for manual training and instruction in crafts 
is an obvious necessity. Special' industrial schools like the 
weaving schools in the Bombay Presidency should be esta
blished. The question of making available cheap raw 
material of good quality and introducing more efficient tools 
an'd implements by practical demonstrations and otherwise 
should receive proper attention. Assistance could also be 
rendered in the form ·of technical advice and by giving the 
a.rtisans new patterns and designs likely to be popular. An 
attempt must be made to provide the handicraftsmen with 
the requisite capital through cooperative credit societies and 
perhaps also through industrial banks. Quite as important II.s 
anything else is an effective marketing organization. The 
Arts and Crafts Emporia. at Lucknow and Lahore have been 
moderately useful. The establishment of Provincial Market
ing Boards, licensed warehouses, and cooperative wholesale 
depots should also help. Several of the provinces have passed 
State Aid to Industries Acts to enable the Government to 
encourage suitable cottage .and other industries. A sum of 
Rs. 5,75,000 was allotted by the Government of India to the 
Provincial Governments from November 1934 to March 1936. 
With the assistance of these funds various schemes for the 
development of the hand-loom weaving industry have been 
started. 
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INDUSTRIAL LABOUR 

§20. Migratory character of Indian labonr.-We must 
now discuss certain important questions relating to industrial 
labour in India. The factory labourers in India do not con
stitute a wage-earning class exactly corresponding to the 
factory labourers in western countries. In those countries, 
the labourers form a permanent class of purely industrial 
workers, with no agricultural interests or attachments. The 
Indian factory operative on the other hand generally comes 
from a village and he always maintains his connexion with 
the village where he has his home and his bit of land and 
his family looking after it; From time to time he visits his 
village, and even if he is not able to go as often as he would 
like to, almost invariably he returns to his village after his 
superannuation. He goes to the city because he must. He 
finds it more and more difficult to make a living in 
the village. 'The city, as such, has no attraction for him ... 
Few industrial workers would remain in industry if they 
could secure sufficient food and clothing in the village; they 
are pushed, not pulled, to the city." The fact that the 
labourer does not develop any permanent interest in his 
employment in the city is a. source of weakness in many 
ways. All the same, the Labour Commission has expressed 
the view that in the present circumstances the link with the 
village must be regarded as a distinct asset and that the aim 
should be not to weaken it but rather to strengthen and 
regularize it. 

§21. Scarcity of labour.-Complaints are sometimes 
heard that there is scarcity of labour in India. This is true 
so far as the supply of skilled labour is concerned, and we 
have already indicated the remedies to be adopted in this 
connexion. For the rest, owing to increasing pressure on 
agricultural land in the village combined with the growing 
facilities for travel and communication, more and more 
people from the countryside are showing a willingness to 
migrate to cities t-o avail themselves of· whatever opportuni
ties may be th.ere for securing employment. 

The position in this respect would be further improved 
if labour were recruited directly by the mill managers in
stead of through middlemen or jobbers. The jobber, because 
he is instrumental in securing employment, comes to acquire 
great power over the ignorant and often helpless worker, 
and generally abuses it. More and more factory owners are 

1 Labour (Whitley) Comm;l8ion Reporl. p. 4. 
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now giving their attention to the question of direct recruit
ment. 

§22. Labour legislation in India.-In order to attract 
workers and make them contented and efficient, conditions of 
lite and labour in the cities must be made more tolerable. This 
is a. matter which can only be dealt with satisfactorily by 
legislation, and now the law tries in various ways to make 
things easier for the workman. The Factories Act, 1911, as 
amended by the Acts of 1922, 1923, 1926 and 1934 prescribes 
a daily as well as a weekly limit to the hours of work in 
factories-the daily limit being 10 hours and the weekly limit 
54 hours in all 'perennial' factories. Children are not to work 
for more than 5 hours per day. The Act also provides for 
rest intervals and a weekly holiday. The law also insists on 
certain conditions with regard to ventilation, light and tem
perature being observed to secure operatives against danger 
to health or serious discomfort. 

In the. interests of women workers some provinces like 
Bombay have passed Maternity Be~efit Acts by which leave 
of absence is given for a certain period before and after 
confinement, with a suitable wage allowance during the 
period of absence. . 

Each province has appointed' Factory Inspectors whose 
duty is to secure the observance of the Factories Act. The 
Inspectors can compel the factory managers to take suitable 
steps for the prevention of accident or injury to the workers 
from unfenced machinery, etc. Some of the Local Govern
ments have made rules requiring the provision of first-aid 
appliances, sterilized dressings, etc., for the benefit of 
workers who may get hurt in spite of all precautions. The 
Workmen's Compensation Act was passed in 1923 and it has 
subsequently been improved by several Amending Acts (of 
1929, 1931 an'd 1933). By this means the worker or his 
family is compensated for certain kinds of injury, or death, 
according to a fixed sca.le. 

§23. Houslng.-One of the biggest problems in indus
trial centres is connected with the housing of labour. The 
present conditioIL of housing is most deplorable and there. is 
terrible overcrowding and congestion in factory towns like
Bombay. The labourer is not so much housed as 'warehoused'. 
The vast majority of the working classes live in single rooms 
in filthy, insanitary surroundings. It is impossible for th.e 
labourer to live a normal healthy family life in these cond~
tions, and in fact many workers are forced to l~a!e ~~eU' 
families in their villages. Improvement Trusts, MUDlclpahties, 
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as well as individual employers have made some efforts to 
remedy this serious defect. But much more will have to be 
done before we could be said to be anywhere near a satis
factory solution of the problem. 

§24. Welfare work.-Thereare other activities than those 
noticed above which have for their object the improvement of 
the health, safety and general well-being, and the industrial 
efficiency, of the worker, which are grouped together under the 
name of 'welfare work'. Some of the more enlightened em
ployers have voluntarily instituted welfare schemes for tll(? 

benefit of their operatives. Sometimes institutions like the 
Y.M.C.A., the local Social Service Leagues, and the Depressed 
Classes Mission Society have rendered valuable assistance to 
employers in organizing welfare work or have independently 
organized it themselves. Welfare work is concerned with 
education, medical and maternity benefits, recreation (in the 
form of games, cinemas, lantern slide lectures as counter
attractions to the liquor-shop and the bucket-shop), housing, 
grain and cloth shops, workers' cooperative societies, tea-shops 
and canteens. 

§25. Trade Union movement.-All these activities 
should, strictly speaking, be initiated and controlled by the 
workers themselves. Labour can best help itself by stand
ing on its own legs instead of depending on outsiders. In 
the western countries, labourers possess powerful and effici
ent associations of their own in the form of Trade Unions, 
which take care of their members' interests in every possible 
way. It is a good sign that in India also a similar move
ment has been started. Its progress here however is not 
comparable with its progress in the west. The leadership 
of the Indian Trade Unions is still largely in the hands of 
middle-class people who, although they may be well-inten
tioned, do not always understand the needs and the difficul
ties of the working classes. Sometimes it may happen that 
they have political and other motives besides the good of the 
workers. Another weakness of the Trade Union movement 
in India is due to the fact that the labour force in most of 
our industrial centres is heterogeneous in character and the 
workers may come from different places, speak different 
languages, profess different religions, and so on. Effective 
combination in such circumstances is a. matter of great 
difficulty. Widespread illiteracy among the workmen is an
other serious handicap. And lastly we must refer to the 
floating character of Indian labour. Even "hen the labourer 
stays for years in a city after leaving his village, he does 
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not necessarily work at the same establishment but may 
change his employer any number of times. A man who is 
thus constantly on the move from factory to factory cannot be 
n. very useful member of a Trade Union or any other associ
ation. Gradually, however, matters may be expected to 
improve in all these respects. The Trade Union Act of 1926 
seeks to encourage Trade Unions calculated to promote the 
obvious interests of the workers. Trade Unions which get 
themselves registered under this Act are subjected to certain 
restrictions intended to secure proper management of their 
funds and to direct their activities into proper channels. As 
against the restrictions, the Act grants certain privileges and 
concessions not available to the unregistered bodies. For 
example, the Act grants immunity from civil and criminal 
liability to officials of the registered Unions acting in fur
therance of a1l1e{f~timate objects of the Union. The formation 
of strong Trade unions is essential not only to safeguard the 
interests of .the wage-earners but also to promote the orderly 
progress of mdustry. 

§26. Present inefficiency of ,Indian labour.-We have 
indicated above the main directions in which improvement 
of labour conditions is to be sought. Such improvement is 
calculated to create a more contented labour force. It will 
ILlso increase the efficiency of Indian labour which, by com
parison with western labour, must be pronounced to be 
inefficient. The European worker no doubt gets higher 
wages, but his outturn of work more than justifies the high 
wages. In this sense European and American labour is 
really cheaper than Indian labour. At the same time it 
should be borne in mind that the difference in efficiency is 
more n. matter of environment than of race. There is no 
reason to despair of making Indian labour quite as efficient 
as European labour provided the necessary conditions for 
progTess are provided in the shape of educational facilities, 
vigorous public health measures, decent housing, etc. The 
possibilities of increasing efficiency through an increase of 
!cages should also be carefully explored. 

§27. Industrial harmony.-In recent years the frequency 
of industrial disputes has been growing in India, and the 
important question of maintaining harmonious relations. be
tween workers and employers has been receiving the senous 
attention of the Government. The Trade Disputes Act was 
passed in 1929, and it was put on a permanent basis in 
1934. The Act provides for the setting up of Courts of 
Inquiry (consisting of independent outsiders) and Boards of 
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Conciliation (consisting of representatives of each of the 
parties to the dispute) mth the intention of having the issues 
clearly framed so that the public may be in a position to 
judge fairly the rights and the wrongs of a dispute. Dis
putes are not settled compulsorily, but reliance is placed on 
the force of public opinion to bring about peace. Various 
provinces have also appointed special officers whose duty is 
t<\ do all that is possible to prevent industrial strife. 

SUMMARY 

GE~"ERAL SUBVEY 

Industrialization is higllly desirable for India. It will increase the 
wealth of the country, give it greater economic stability, make its people 
more alert and progressive and offer scope for diversity of talent. It will 
also decrease. middle-class unemployment, benefit the public treasury through 
increased taxable capacity, and discourage hoarding by creating profitable 
avenues for the employment of savings. It will even add to our military 
efficiency. 

The Government in this country was for II long time indifferent to 
industrialization. A new era seemed to have begun with the creation oC 
tho Imperial Department of Commerce and Industries in 1905. But Got/cm
ment's policy on the whole continued to be on the old laillez-/ajre linl's 
until the war unexpectedly forced it to adopt a more helpful attitude. 
The Indian Munitions Board, established in 1917, gave a great stimulus to 
industrial enterprise in India. 

PROTECTION .Co;n OTHER MEASURES 01' STAT!! Am 

After the war, acCording to the recommendations of the Fiscal Commis
sion of 1921, India entered upon the period of discriminate protection, and 
a number of modern industries have sprung up in consequence. But besides 
protection, we must have other things for securing real progress in industrial 
de.elopment, such as a sound and helpful banking and transport system, 
and effective organization of marketing and commercial intelligence. Edu
cation must be such as to make the general outlook of people more practical. 
Technical and commercial schools must be started, and an adequate supply 
of skilled labour of supervisors and managers must be ensured. The 
Government must be prepared to help Indian industries by patronage, finan~ 
and by suitable legislation. 

INDIAN lNDUBTBlBB 

Indian industries fall into two classes: (il Cottage industries, aDd 
(iil Organized industries. Although industrialization has been advancing in 
India, especially since the war, organized industries as yd play a small 
part in the country's economic life. Cotton, jute, iron and steel are among 
the few large-scale organized industries. 
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The cotton mill 'ndwt'll is the leading industry-its principal centrea 
being Bomi;lay, Ahmedabad, Bholapur, Hubli and Nagpur. In spite of 
variou. advene factore it has steadily expanded, eapecially in consequence 
of the stimulus it received during the war of 1914·18. Increased competi
tion during the ·post-war period, especially from Japan, has made the grant 
of protection to the industry necessary since 1927. In 1934, the total 
number of cotton mills in India was 352. The industry is mainly financed 
by Indian capital and its management is largely in Indian hands. 

The i"t. .ndwtl'lf is to Bengal what the cotton mill industry is to 
Bombay. Both have progressed side by side since the middle of the last 
century. There were 103 jute mills in 1931-2, as many as 90 being 
situated round about Calcutta. India's monopoly of jute gives the jute 
mill industry a great natural advantage. Its expansion was greatly favoured 
by the war, and India today occupies a leading position in the manufacture 
and trade of jute. The jute industry has also suffered owing to economic 
depression and has had to adopt a policy of restricting output. 

1,0n and lIeel. a basic or key industry, has shown remarkable progress 
since 1907 with the establishment of the Tata Steel and Iron Company at 
Bakchi (Jamshedpur). It receiv~d a stimulus owing to the purchase of 
various requirements by the Government during the war; and has enjoyed 
the benefit of protection since 1924. It has a great future before it having 
regard to the very substantial natural advantages it possesses. 

The tanning and leathe, indwtl'lf has th~ advantage of a large supply 
of raw hides and skins, much of which ia still exported to Germany, the 
U.S.A., and other countries. Apart from the old indigenous tanning 
industry, a modem tanning and leather iadustry has come into exiatence at 
Cawnpore, Bombay and Madras. The war-time purchases of army boots 
and shoes, etc. by the Government contributed substantially to the progress 
of tho industry. There is however still considerable scope for internal 
improvement. 

Th. chemical indwtl'lf like other industries was favoured by the war; 
but even today it is in a condition of infancy, though one branch of it, 
namely the sulphuria acid industry, has made considerable progress. Its 
further development is essential for the industrial development of the 
country. 

The paper industl'lf. started in 1870, now c:laims 10 mills, with Calcutta 
as its principal centre. The bamboo paper pulp industry, which has received 
protection since 1925, shows great promise. Othn i7ldwtriell are the sugal, 
the match, cement, oil·milling, glass, printing ink, coal, petroleum, and 
tea industries. 

Progress in modern industries need not necessarily be fatal to all our 
old cottage industrie.. With proper assistance and guidance there is no 
reason why quite a number of these should not continue to exist and flourish. 
A systematia exploration of the cottage industries is necessary in order 
that Wa may shape their Juture and help the artisans without sacrificing 
national interests. One of the most important and the most wideapread of 
our industries is the hand·loom weaving industry which still occupiea several 
million people and which has been singled out by the Government for 
special attention. The 'Woollen industry in some of its branches 'Woold also 
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seem to have considerable survival value even under present conditions. 
Sericulture and silk manuIadures, embroidery work, furniture, metal and 
cutlery, pottery and soap-making are among the other small·scale industries 
of India calling for careful investigation. 

Industries which are found to deserve encouragement might receive it 
in various forms, e.g. manual training and instruction to artisanB in schoole 
specially started for the purpose, provision of cheap and reliable raw 
material, of new patterns and designs, practical demonstrations, artB and 
crafts eXhibitions and emporia, marketing boards, licensed warehouseB, c0-

operative depots, and financial subventions. 

INDUSTRIAL LABOUB 

One of the peculiarities of our industrial labour is its migratorll character. 
Most of the labourers have been born and brought up in rnral BurroundingB 
and they have no idea of making the industrial towns their permanent 
homes. They come to the cities unwillingly, driven by economic necessity. 

The feeling of labour scarcity should grow less as the supply of .killed 
labour increases and as housing and other conditionB in the cities become 
more attractive. Factory legislation (based on western models) haB already 
made considerablE! progress in India and aims at regulating hours of work, 
protecting labourers from injury to health or serious discomfort while at 
work, and giving special attention to the interests of female and child labour. 
Various official and non-official eliorts are being made to improve the 
honsing conditions, which at present aEe terrible, and welfare work of 
different kinds is being done for ameliorating the condition of factory 
workers. Workers have also begun to organize themselves into Trade 
Unions. The progress of the Trade Union Movement is, however, hampered 
by illiteracy among workers, absence of working-class leadership, the hete· 
rogeneous character of Indian labour lind its IIgricnltural interests. The 
Trade Union Act of 1926 has been passed to help legitimate Trade t'nion 
activity. 

As compared with European labour, Indian labonr is undoubtedly ineffi. 
cient. This inferiority is not due to inherent defects but to tbe absence of, 
a suitable environment under which efficiency· is developed. 

Industrial disputes have of late been growing in frequency in India, 
and the Trade Disputes Act of 1929, with its provision for Court. of 
Inquiry and Boards of Conciliation, is intended to prevent industrial disputeB 
from ariaing or from lasting too long. 
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CHAPTER V 

TRANSPORT AND TRADE 

TRANSPORT 

§1. Importance of transport.-A good system of com
munication by land, water, and, we must now add, by air, 
is one of the most important of all the conditions for the 
prosperity of a nation. It breaks down the isolation of the 
different parts of a country and increases the contact be
tween town and village to the mutual advantage of both. 
It i~ the very life and soul of trade and acts as a stimulus to 
botq agriculture and industry. Improved means of commu
nica.tion and conveyance are essential for the free movement 
of inen and goods, raw materials and finished products and 
for the proper utilization of the resources of a country. 
Difficulties of communica.tion have been largely removed in 
lDPdern times by railways, the telegraph, motor and other 
forlIls of transport . 

• India is a. sub-continent and the natural obstacles in 
pa§sing from one region to anotYler are formidable. Com
munication often breaks down in the rainy sea.son. Natural 
waterways are less important in India. than in Engla.nd. 
Till, the middle of the nineteenth century the means of 
commm;lication were very defective in India. There were 
only very few trunk roads constructed by Indian rulers, 
chi!)By by the Moguls. Many of the so-called roads were 

• mete tracks and were impassable during the rainy season. 
They were also far from being safe. Pack animals were 
the only means of access to many parts of the interior. The 
stat~ of communication was even more unsatisfactory in 
peninsular. India. with its rugged mountainous territory and 
the poor fa.cilities for water 'transport except on the two 
coasts. We have already explained how the self-sufficiency 
of the Indian village was mainly the result of the imperfect 
means of communication. 1 A veritable social and economic 
revolution has been effected by the construction of a network 
of railways a.nd roads from the time of Lord Dalhousie, who 
initiated a. vigorous public works policy. 

The transport situation may be considere·d under three 
main heads: Railways, Roads, and Water Transport. 

l Ch. ii, § §3-4. 

32 
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Railways 

§2. Periods of Indian railway history.-The following 
six periods in the history of India.n railways may be dis
tinguished. 

(i) The old Guarantee System (1844-69}.-The first 
proposals for the construction of railways were made in 1844, 
and contracts were made for the construction of two small 
railway lines near Calcutta and Bombay with the East 
India. Company and the Great Indian Peninsula Railway 
Company respectively. It was, however, Lord Dalhom;ie' s 
famous Minute on the subject in 1853 that gave a 
decisive turn to the Government's policy of construction of 
lines by railway companies incorporated in England and 
enjoying a guarantee given by the Government of a specified 
minimum return, or rate of interest on the capital invested. 
Lord Dalhousie urged the creation of a system of trunk lines 
and emphasized the great social, political and commercial 
advantages which the country would thereby derive. Pri
vate capital was not then available in India. for railway 
construction. That is why the guarantee system was adopt
ed. Accordingly, between 1854 and 1860 contracts were 
entered into with eight companies for constructing and 
managing ra.ilways in different parts of India, the rate of 
interest guaranteed ranging from 4! to 5%. The Government 
also made a free grant of laI!d and reserved to itself certain 
powers of supervision and control and the option to pur
chase the lines after twenty-five years or fifty years, on 
certa.in fixed terms. Any surplus profits, after the guaran
teed interest had been met, were to be shared by the 
companies with the Government. The early results of this 
system were 'disappointing, and it proved to be a great drain 
on the resources of the State. Since the Government 
undertook to see that .the railway companies made a certain 
minimum profit, the companies ha.d no incentive for careful 
and economic management. Also, it was a pioneer venture 
and could not be expected to show profits immediately. 
The companies failed to earn the minimum rate of interest 
from year to year and the deficiency had to be made good 
out of the public revenues. 

(ii) State construction and management (1869-79).
The Government therefore decided that so far as capital for 
new lines was concerned, the State should secure for itself 
the full benefits of its own credit and cheaper methods of 
construction. This policy, under which the Sind and Punjab 
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lines were constructed, had however to be soon abandoned 
owing to the financial difficulties of the Government caused 
by the falling rupee, famines between 1874 and 1879, and the 
Frontier War. 

(iii) The new Guarantee System (1879-1900).-Accord. 
ingly the Government decided again to utilize the agency of 
guaranteed companies. Contracts were made with new 
guaranteed companies such as the Bengal-Nagpur and the 
Madras and Southern Mahratta. ra.ilway companies. Under 
this system, the lines constructed by the companies were 
declared to be the property of the State, which was entitled. 
to terminate the contracts at the end of twenty-five years 
after repaying the capital provided by the companies. 
Interest at 3l% was guaranteed during the period of the 
contract. The Government retained a larger share (three
fifths) of the surplus profit, and charged interest on the' 
portion of capital advanced by it to the companies. pnder 
this new guarantee system, the terms were in every respect 
more favourable for the Governtnent than before. The-com
panies were allowed to manage the; lines when completed. 
In subsequent years, when the old an'd new contracts ex
pired, the Government purchased the lines and either trans
terred them to State management as in the case of the 
Eastern Bengal or Sind-Punjab railways, or handed them 
ovel' again for management to the same companies, as in the 
case of the East Indian and G~I.P. railways. In this way 
the State came to be the owner of the bulk of the trunk 
lines. Until recently, however, the management was left to 
the companies subject to Government control, exercised 
through the Railway Board which was created in 1905. The 
last of the contracts (i.e. with the Bengal~Nagpur railway) 
will expire in 1950. 

In the -meanwhile, branch line companies were formed. 
and Indian States were also invited to undertake railway 
construction in their territories. In recent years (1925 on
wards), the Government has decided to find the necessary 
capital itself. 

(iv) Rapid extension of railways and' commencement of 
railway profits (1900-14) were the features of the' pre-war 
period of 14 years. In 1908 the programme system wa.s 
adopted, under which the Government laid down for the 
future the standard of £121 million a year for capital expen
diture on railways. Loans were raised in England for -this 
purpose.' The commencement of railway profits was due 
partly to the' general economic development of the country 
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and partly to the expansion of irrigation works in the 
Punjab and Sind. 

(v) Breakdown 0/ the railway system (1914-21).
During this period there was a. serious breakdown and 
deterioration of the railways, partly owing to the war-time 
pressure on them and partly owing to the curtailment of 
the anilUal programme of capital expenditure. 

§3. The Acworth Committee and after.-An overhauling 
of railway policy was effected on the recommendations of 0. 

special Railway Committee (1920·21) presided over by the 
late Sir William Acworth. The Committee favoured State 
management of the railways, and also advocated construction 
of new lines by State agency. It may be added that Indian 
public opinion has always strongly opposed company manage
ment. Apart from profits taken out of India by the companies, 
the charge against them was that their policy was unsympa
thetic . towards Indian national interests. Far from helping 
Indian manufacturers and commerce, it seemed actually to 
discriminate against them. Also, scant attention was paid to 
the comfort of the third class passengers from whom the 
main part of the railway revenue was derived. Under the 
new policy, the Great Indian Peninsula, the East Indian, 
Burma. and Southern Punjab railways have been transferred 
to State management. The Railway Board was also reorga.
nized. As now constituted, it consists of a. Chief Commis
sioner, a Financial Commissioner and three members. It is 
the agency through which the Government of India exercises 
effective supervision over the whole railway system in the 
country. Larger funds were also made available for capital 
expenditure on railways. 

Another change in administration was the separation of 
the Railway from General finance in 1925, as recommended 
by the Acworth Committee in order to insure the railways 
being run as a commercial concern. Under the new arrange
ment the railways are required to make a special contribution 
to the general revenues. Owing to railway deficits in the 
recent years of trade "depression, the railways have been 
unable to make this contribution. 

At the close of the year 1933-4 the total railway mileage 
open was 46,910 miles, and the capital outlay stood at Rs. 884 
crores. 

Under the new political constitution of India. the actual 
administration of railways will be placed in the hands of 
a Federal Statutory Railway Authority, which is to be 
the executive authority of the Federation in respect of 
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the regulation, construction, maintenance and operation of 
railways. 

§4. Economlo effects of raflways.-The railways have 
conferred substantial advantages on the country. They have 
promoted the efficiency of general administration and of 
military defence, and have contributed to the cultural pro
gress of the country. Theii' economic effects have been 
equally striking. Famine relief in a country like India. 
depends on an efficient railway system for the quick con
veyance of food-stuffs to the affected areas. 1 The railways 
promote economic advance, tend to equalize prices through
out the country ,create new employment and 'make possible 
110 more even distribution of the population. The economic 
isolation and self-sufficiency of the village have been broken 
down by railway ·development. Agriculture has been com
mercialized, i.e. the agriculturist grows not only for sub
sistence, but for profit by the sale of his produce, for which 
he now commands 110 wider market owing to the extension 
of railways. Not only -national trade but also trade with 
other countries has beim stimulated by the facilities for rapid 
conveyance of goods to the ports for shipment abroad and 
from the ports for distribution iIi the interior. On the other 
hand, the railways have led to oortain undesirable results, 
such as the rapid decay of indigenous industries, due 
to the intense competition of machine-made -goods which 
the railways could carry to the remotest parts of the 
country.' . 

§5. Need for further railway denlopment.-On the 
whole, however, the benefits conferred by railways outweigh 
their drawba.cks, and speaking of the future there is more 
nnd not . less need for railway 'development, especially in the 
rural areas which are inadequately served. India's back:
wardness in railway development when compared With other 
countries is shown by the fact" that, while there are 8-g miles 
of line per 100 sq. miles in the U.S.A., there are only 2'2 
miles of line per 100 sq. miles in Iildia. Along with railway 
constructiQn it is also necessary to develop iuid encourage 
industries connected with railways. The railway rates 
policy should aiIn at furthering the general indus~rial ?eve
lopment of the country. There exists 8.t present a ~ailway 
Rates Advisory' Committee 'to' investigate compl~~s of 
undue preference, high. rates, lack of reasonable facIlIties to 

I See ch. viii, §§6; 7: 
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trade, etc., and to make recommendations to the Government 
on these matters. 

Roads 

§6. Road bistory.-As already pointed out, good roads 
were few till the middle of the last century. Lord William 
Bentinck revived the idea of a highway connecting the north 
of India with Bengal. The result was the construction of 
the Grand Trunk Road linking Peshawar with Delhi and 
Calcutta.. 

A new chapter in the history of roads was opened by 
Lord Dalhousie, who initiated a more vigorous road policy. 
A .Central Public Works Department was created, and 
similar departments were established in each of the provinces 
in 1855 replacing the old Military Boards which till then 
had been in charge of the roads. As railway construction 
proceeded apace, it became necessary to build roads to feed 
the railways rather than to compete with them. Trunk 
roads, however, came to be neglected, the Government being 
more interested financially in the profitable working of rail
ways. The progressive policy of Lord Mayo and Lord 
Ripon with regard to local self-government, under which 
local control over local affairs was provided, gave some sti
mulus to road development. The total road mileage steadily 
increased and it stood at 264,512 in 1931-2. 

§7. Main features of India's road system.-The main 
features of India's road system may be briefly described. 
There exist four trunk roads stretching across the country, 
with which most of the important subsidiary roads are linked. 
(i) The most famous of the trunk roads is the ancient march
ing route for armies, known as the Grand Trunk Road, 
which stretches right across the northern part of the country 
from Khyber to Calcutta.; the other three connect (ii) Cal
cutta with Madras, (iii) Madras with Bombay, and (iv) 
Bombay with Delhi. These four main roads account for 
about 5,000 out of the 74,541 miles of metalled roads (in 
1931-2) in British India. Southern India is most favoured 
both as regards the number and the satisfactory character of 
its subsidiary roads. The worst-served regions are Rajpu
tana, Sind, parts of the Punjab, Orissa and Bengal. Aridity, 
sparseness of population, unbridged and unbridgeable water
ways, difficulties of the ground (as in the lower Himalayan 
reaches), lack of suitable road-building materials, etc. are 
some of the obstacles that have prevented more rapid pro
gress. Besides metalled roads there is a large mileage of 
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kachha (unmetalled) roads (1,89,971 miles in 1931-2), some 
of which provide quite good going for motor traffic during the 
dry weather. 

§8. Need for more roads.-Considering her size India 
is extremely poorly equipped with roads. The deficiency is 
all the more keenly felt now that motor transport is advanc
ing by leaps and bounds and creating a new range of 
problems of road construction and maintenance. As against 
2,500 miles of road per 1,00,000 of population in the U.S.A., 
India has only 84 miles. While the countryside is crying for 
more and better roads, much difficulty is being experienced 
in maintaining even the existing roads in a tolerable condi
tion. Roads controlled by the local bodies are in a parti
cularly bad state because of the poor resources of these bodies. 
The country needs a perfect network of arterial and feeder 
roads for the smooth conduct of her extensive internal and 
external trade, for the "development of industries connected 
with the preparation of agricultural produce and for the 
proper exploitation of her valuable forest resources. The 
development of roads need not advetsely affect the railways. 
In fact the railways will derive considerable benefit from 
such feeder roads. While road motor traffic has an advan
tage over the railways so far as lighter traffic and short 
journeys are concerned. the railways will be a more conve
nient and economical form of transport for heavy loads and 
longer distances. On the whole, roads and railways are 
complementary to each other rather than competitive. In 
recent years increasing attention is being paid to the need 
for coordination of rail-road transport and the question was 
recently (1933) discussed by a. specially convened Road-Rail 
Conference at Simla. 

§9. New road policy.-A special Road Development 
Committee was appointed in 1927 to consider India's road 
problems. The Committee emphasized the necessity of a 
comprehensive road policy and of coordination of local 
programmes. It pointed out that road development was 
passing beyond the financial capacity of Provincial Govern
ments and local bodies, and wa.s becoming a national interest 
which should therefore to an increasing extent be a charge 
on central revenues. It also recommended that local bodies 
should receive more liberal financial assistance from provincial 
funds. 

In accordance with the Road Committee's recommenda
tions, the import and excise duties on motor spirit were 
increased from 4 to 6 ann as per gallon in March 1929. The 
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proceeds of the additional duty were allotted for expenditure 
on road development, being credited to a separate Road Deve
lopment Account. The annual grant, after allotting 15% to 
the Government of India (till 1934 only 10%), is apportioned 
among the provinces on the basis of their respective petrol 
consumption. These grants are made for expenditure on such 
schemes as are approved by the Governor-General-in-Council 
with the advice of the Standing Committee on Roads of 
the Central Legislature. In order to secure coordination in 
road matters, periodic Road Conferences of provincial repre
sentatives with the Standing Committee on Roads are held. 
This policy has recently (1934) been placed on a more or 
less permanent basis. 

§1O. Organization of the Public Works Department.
Public works in India fall into the following four divisions: 
Military works, Railways, Irrigation1 and General Civil 
Works, especially roads and buildings. 

We have already stated that before Lord Dalhousie 
created a. Central Public Works Department together with 
subordinate Provincial Departments, all the four divisions of 
public works were looked after by separate Military Boards 
for each province. The railways on account of their 
increasing importance were put under the charge of a 
separate Railway Board created in 1905 and were represented 
in the Viceroy's Executive Council by the Member for Com
merce and Industry. At the same time the Central Public 
Works Department was made a. joint charge with the 
Department of Revenue and Agriculture. This department 
has powers of supervision over Provincial Departments, but 
as a. rule since the Reforms of 1919 interferes only in the 
more important and costly projects. Reference has already 
been made to the Standing Committee of the Indian Legis
lature on Roads, a.nd to the All-India. Road Conference. At 
the hea'd of the Provincial Public Works Department are two 
Chief Engineers who also act as Secretaries for public works 
matters to the Provincial Government, one for the Irrigation 
Branch under the Revenue Member and the other for 
Building and Roads under the Minister for Local Self
Government. 2 The other ,minor provincial branches are 

I We have already reviewed the progress made by irrigation works. 
See cb. ill, § §6-11. 

• Under the Government of India Act of 1935 all the Provincial Depart
menta will be placed under the charge of Ministers who will be collectively 
responsible to the Provincial Legislature. 
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Sanitary, Electrical and Architectural. Under the Chief 
Engineers are the Superintending Engineers in charge of a 
division or circle, and Executive Engineers in charge of lit 

District. Below them are the Assistant Engineers and a 
subordinate staff. Road Boards have been established in 
some provinces in view of the growing importance of road 
transport. Local bodies like the Municipalities, Local 
Boards and Port Trusts maintain and manage their own 
public works which are local in character, and have their 
own staff for the purpose. 

Water Transport 
§11. Inland waterways.-Water transport played an 

important part in the carriage of bulky commodities before 
the era. of railways, and even today it continues to play by 
no means a. negligible part in inland trade. On the whole, 
however, in spite of the relative cheapness and certain ad
vantages in the carrying of large cargoes, water transport has 
failed to hold its own in inland trade since the advent of the 
railways. 

Water transport falls under two divisions: (i) Inland 
waterways and (li) Marine transport. Inland water trans
port is supplied by the great rive!' systems of Northern India. l 

The In'dus, the Ganges, the Brahmaputra and the Irrawaddy 
are navigable by steamers all the year round for hundreds 
of miles abo"te their mouths or above the heads of navigable 
canals traversing their deltas. The tributaries of the Indus, 
the Chena.b and Sutlej, are open to small craft all the year 
round. The rivers in the peninsula generally do not, how
ever, lend themselves to navigation, as they are not 
perennial and pass through rocky beds. But the Mahanadi, 
the Godavari and the Kisma are navigable in their upper 
reaches. Inland navigation, which was largely resorted to 
in the old days (e.g. the Ganges was a great natural highway 
of commerce) has received a setback since the appearance of 
railways. The Industrial Commission (1918) urged the c0-

ordination of railwa.y and waterway administrations with a 
view to relieving the eli-sting congestion in the railway system 
and meeting the needs of small-scale transport in the country. 

§12. Marine transport.-We have already referred to 
the extensive coast line of India. She appears by nature 
to be meant to be a sea-faring country a.nd mav well aspire 
to be one of the principal carriers of the world.· Till about 

• Sea ch. i, §4. • See §I9, and ch. i, §4. 
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the beginning of the nineteenth century she could be spoken 
of as a considerable maritime country. She had a flourishing 
shipbuilding industry, and the bulk of the commerce in the 
Indian seas was then carried in ships built in India. The 
introduction of iron-built ships, improvement of naval archi
tecture, and the jealousy of the English shipping interests 
brought about the decay of Indian shipping. India's share 
in the coasting trade amounts only to 13 % and in the oceanic 
trade, only to about 2 %. This highly remunerative branch 
of business is at present controlled by foreign shipping com
panies, whose competition prevents the rapid development 
of an Indian Mercantile Marine. The adoption of devices 
of unfair or cut-throat competition such as deferred reba.tes, 
(i.e. the grant of rebates or refunds of a certain part of the 
freight paid at the end of a specified period, provided the 
shipper or merchant does not send his goods by any other 
line) and rate-cutting have hampered the development of 
Indian navigation companies in the coastal trade of India. 
The Indian shipbuilding industry is in no better position. 

§13. An Indian mercantile marine.-The need for the 
development of an Indian mercantile marine was stressed 
by the Mercantile Marine Committee (1923), which recom
mended the reservation of the coastal trade for ships 
controlled by Indians. An unsuccessful attempt was made 
in 1928 by Mr S. N. Haji to promote a Bill in the Central 
Legislature for the reserving of coastal traffic for Indian 
shipping. On the recommendation of the Indian Mercantile 
Marine Committee the Government has, however, provided a 
training ship (LM.M.T.S. Dufferin) for Indian cadets. 

TRADE 

External Trade 
§14. History of India's foreign trade.-As long ago as 

300 B.O., India had established trading connexions with 
Babylon, Egypt, Rome, Greece, China, Iran and Arabia. 
This early trade was in rare and costly commoditie"s, the 
principal articles of export being fine textile manufactures, 
metal ware, ivory, perfumes, dye-stuffs, spices, etc., while 
the imports consisted of brass, tin, lead, wines, horses, etc., 
and of a large quantity of gold. The last item suggests an 
excess of exports over imports, which has always been a 
feature; of India's foreign trade. During the Mohammedan 
period, communications established with India. through the 
North-West Frontier encouraged the overland trade of India. 
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with Iran and countries to the north. Towards the end of 
the fifteenth century an all-sea route to India via the Cape 
of Good Hope was discovered by Vasco da Gama, and thus 
was established the fateful contact between the east and 
west. Four western European powers struggled for the 
monopoly of trade with India. These were Portugal, 
Holland, England and France. England was destined ulti
mately to triumph over the other nations, and the East India 
Company, which was formed in 1600, succeeded in capturing 
the trade of India and incidentally became the first territorial 
power there. We have already referred to the decay of the 
indigenous industries of the country since the beginning of 
the nineteenth century owing to certain political and economic 
causes, and to the progress of ruralization during the last 
century. The net result was a change as to the nature and 
the direction of India's forei.gn trade. India thus came to 
export large quantities of food-stuffs and raw materials, and 
to import, mainly, manufactured goods. 

§15. Growth of India's foreign trade.-India's foreign 
trade began to expand rapidly after 1869, when the Suez 
Canal was thrown open for navigation. The construction 
of railways and roads in the country also promoted the deve
lopment of external as well. as internal trade. Exports 
increased from an average annual value of Rs. 55'86 crores 
for five years of trade during 1864-5 to 1868-9 to an average 
of Rs. 354 crores per year for the period 1924-5 to 1928-9. 
During the same period imports rose in value from Rs. 31'7 
crores to Rs. 251 crores. The main causes of this growth 
were the establisbment of peace and order, improved means 
of communication (including the laying of the submarine 
cables between Bombay and Suez), the great improvements 
in naval architecture and rapid growth of mercantile marines 
in other countries, removal of internal customs barriers and 
transit duties in India, and the adoption of the policy of free 
trade. For a long time Great Britain naturally occupied a 
predominant position in the Indian market. Since the close 
of the last century, however, Germany, Japan, the U.S.A., 
and other countries have· come in as serious competitors of 
Great Britain. During the war, Japan and the U.S.A. 
greatly increased their share in India's foreign trade', and 
today Japanese goods are ousting not only British but even 
Indian goods in our own markets. The war gave a t~m
porary setback to India's foreign trnd~, especially to the lID

port trade. The export trade did not suffer to the same 
extent as there was still considerable demand for India's staple 
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exports. The termination of the war was followed in India 
as in other countries by a trade boom, which in turn was 
succeeded by a trade depression. After a temporary phase 
of recovery, the world has since 1929 been passing through 
an economic depression of unprecedented severity which has 
seriously affected India's foreign trade. The export trade 
has suffered more than the import trade owing to a. relatively 
much bigger drop in the prices of raw materials and food
stuffs as compared to manufactures and owing to diminished 
world demand for India's staple exports. The export trade 
declined in value to Rs. 136 crores in 1932-3. The lowest 
value of import trade, namely Rs. 117 crores, was reached 
in 1933-4. Since then there has been partial recovery. 
The value of the export trade during 1934-5 was Rs. 155 
crores and of the import trade Rs. 135 crores. The 
balance of trade in merchandise, which used to be 
greatly in favour of India in former years, shrank to 
Rs. 3 crores in 1932-3 and it is still very poor as com
pared with former years. 

§16. Main characteristics of India's foreign trade.-Th(' 
following two tables (I and In show the comparative impor
tance of the principal articles imported into and exported 
from British India in 1934-5 and the five preceding years. 
These figures also serve to bring out the disastrous effects of 
the economic depression on our foreign trade, especially on 
the export trade. The figures for 1934-5 show a small 
improvement. The recovery is also much slower in the 
export than in the import trade. 

The most outstanding characteristic of India's trade is 
that the bulk of the exports from India. consist of food-stuffs 
and raw materials, while the bulk of the imports consist of 
manufactured articles. Owing to the industrial development 
since the war the percentage of exports of manufactures to 
the total exports has recently shown a tendency to increase 
gradually. That this tendency, however, is slight is shown 
by the fact that "during 1934-5, 74'6% of our imports con
sisted of wholly or partly manufactured articles as compared 
with 76'6% in the pre-war period; and about 75% of the 
exports were raw materials and food-stuffs as compared with 
76'9% in the pre-war period. 

Another characteristic of India's foreign trade is that 
while the import trade consists of a wide range of articles. 
the export trade is restricted to a. comparatively few great 
staples like raw cotton, jute, tea, oil-seeds, and food 
grains. " 
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The third noteworthy feature is that Great Britain holds a 
predominant position in our foreign trade, especially on the 
import side. On the export side, while she is the most im
portant single customer, the aggregate of that trade is more 
evenly divided than the import trade between a number of 
countries. 1 Lastly, India's foreign trade normally shows an 
excess of exports (in merchandise) over imports. This usual 
'favourable' balance has, as already observed, considerably 
decreased in recent years. J 

§ 17. Principal articles of imports and exports.-We 
shall now discuss the relative importance of commodities 
(i) on the import side, and (ii) on the export side. 

On the import side, cotton manufactures still hold the 
place of honour, though the percentage proportion of total 
imports has recently fallen owing to increased production of 
cloth in the country itself and the disturbed political situ
ation in recent years. The imports of· cotton piece-goods 
mainly came from Lancashire, but latterly Japan has appre
ciably increased her share in the Indian market and is a 
serious rival of Lancashire as well as of the Indian mills. 
The imports of raw cotton are also increasing owing to 
the growing use of superior long-staple cotton in our 
mills. 

Next in importance are machirery and mill work, metals 
and ores (which include iron and steel manufactures, railway 
locomotive engines, aluminium, brass and copper, German 
silver, etc.). Imports of sugar (mostly from Java), which 
not long ago occupied the second place, have rapidly declined 
in recent years owing to increased home production due to 
protection since 1931-2. They now occupy quite a sub
ordinate place. Other articles of considerable importance 
are oils. vehicles (especially motor vehicles), instruments, 
woollen and silk manufactures, dyes, hardware, chemicals, 
paper. glass. etc. 

On the export side, cotton and jute are the most impor
tant commodities. The exports of raw cotton contributed as 
much as 23'15% of the total value of all merchandise in 
1934-5. Japan is the principal buyer of our raw cotton. 
Other smaller buyers are the United Kingdom. Italy, Ger
many an·d China.. The Lancashire mills have in recent 
years been making special efforts to use Indian cotton. 
Exports of raw cotton to Japan are at present regulated by 
the Indo-Japanese Trade Agreement of 1933. Exports of 

, See also § 18. • See Part It ch. xii, S4. 



Cotton and cotton goods ... 
Machinery and mill work .•. 
Metals and ores ... . .. 
Oils ... . .. 
Vehicles ..... . 
Instruments, apparatus and appiianees 
Wool, raw and manufactures .. . 
Artificial silk .... .. 
Silk, raw and manufllctures .. . 
Dyes .... .. 
Hardwllre 
Chemicliis 
Provisions and oilmlln's storc" 
Pllper lind pllsteboard 
Grain, pulse and 110ur 
Liquors 
Sugar 
Rubber manufactures 
Drugs and medicines 
Spices 
Glass and glassware 
Fruits and vegetables 
Paints and painters' materials 
Apparel ... 
Stationery '" 
Haberdashery and millinery 
Manures 
Toilet requisites 
Soap 
Tobacco 
All other articles 

TotA.l '9JllIlA nf imnnrla 

TABLE I-Imports' 
(In lakhs of rupees) 

1929-30 

62,90 
18,22 
23,62 
11,68 
10,85 

5,38 
4,28 

4,58 
2,43 
5,07 
2,79 
5,64 
3,72 
5,42 
8,77 

15,77 
3,33 
2,26 
3,26 
2,52 
1,83 
1,47 
1,71 
1,05 
1,04 

9\1 
73 

I,m 
2.70 

30.1~ 

'Hll An 

1930-1 

31,64 
14,35 
15,92 
10,92 

7,31 
4,77 
2,31 
3,03 
3,00 
2.59 
3,60 
2,61 
4,88 
2,87 
2,82 
3,32 

10,96 
2,58 
1,94 
2,55 
1,65 
1,49 
1.12 
I,ll 

81 
73 
67 
54 

1.12 
1.51 

20,07 
I lflJ 7~ 

1931-2 

26,19 
10,92 

9,78 
9,72 
4,48 
3,69 
1,62 
3,44 
2,73 
2,68 
2,61 
2,57 
3,41 
2,50 
1,18 
2,27 
6,16 
2,22 
1,91 
2,08 
1,22 
1,34 

88 
82 
68 
54 
36 
4H 
89 
94 

16.06 
! 1,1r,:l7 

1932·3 

34,08 
10,54 

9,73 
8,00 
3,82 
3,85 
2,96 
4,16 
4,33 
2,50 
2,99 
2,71 
2,93 
2,86 

71 
2,26 
4,23 
1,98 
1.86 
1,72 
1,42 
1.17 

92 
84 
72 
68 
53 
58 
83 
97 

15.70 

1933·4 

21,30 
12,77 
9,50 
6,75 
4,77 
4,02 
2,55 
2,74 
3,59 
2,46 
2,88 
2,70 
2,72 
2,63 

84 
2.27 
2,71 
1,88 
1,93 
1,56 
1,22 
1,00 

92 
81 
66 
55 
52 
57 
78 
i2 

H,94 

115.36 

1934·5 

27,04 
12,64 
11,38 

6,97 
6,60 
4,73 
3.86 
3,59 
3,37 
3,08 
3,05 
2,92 
2,89 
2,73 
2,66 
2,35 
2,11 
2,06 
1,92 
1,55 
1,33 
1.30 

97 
82 
69 
67 
67 
64 
63 
62 

17.05 
.-

132.2'.) I 

Percentage 
on total 

imports of 
merchandise 

in 1934·5 

20·44 
9·51) 
8·60 
5·27 
4·99 
3·57 
2·92 
2·72 
2·55 
2·32 
2·31 
2·21 
2·18 
2·06 
2·01 
1·78 
1·59 
1·56 
1-45 
1-18 
1·00 

'98 
·73 
·62 
·52 
·51 
·51 
·48 
·48 
·41 

12·41 

100 



Co 
Co 
J 
J 
T 
G 

tton, raw and waste' 
tton manufactures 

ute, raw '" 
ute manufactures 
ea .... 
rain, pulse and flour 

Reeds '" 
Metals and ores 
L eather ... 
LIIC ... 
Hides and skins, raw 

... ... ... ... ... 

... 

... ... ... 

. .. ... 
Wool, rsw and manufactures 
Oil-cakes ... ... 
Paraffin wax ... 
Wood and timber ... 
Fruits and vegetables ... 
Tobacco ... ... 
Coir ... ... 
Spices ... ... 
Fodder, brlln and pollllrds 
Colee ... ... 
Dyeing and tllnning substllnces 
Micil ... ... 
Rubber, rllw ... 
Oils ... ... 
All others ... ... 

... ... ... ... 

... ... ... ... ... ... ... ... 

... ... ... 

... 

... . .. .. . ... .. , 

... 
'" ... 
... .. . 

Total value of exports 

TABLE II-Exports1 
(In lakhs of rupees) 

1929·30 1930·1 1931-2 

... 65,60 46,73 23,78 ... 7,19 5,22 4,82 ... 27,1'1 12,88 11,19 ... 51,93 31,89 21,92 . .. 26,00 23,56 19,44 ... 34,70 29,88 20,87 ... 26,47 17,86 14,59 

. .. 10,34 7,94 5,47 ... 8,16 6,89 5,35 ... 6,97 8,14 1,84 . .. 7,98 5,47 3,66 ... 5,33 8,23 3,37 

... 3,12 2,08 2,01 .. . 3,18 2,82 2,32 .. . 1,80 1,40 78 ... 91 80 90 .. . 1,06 1,04 85 
... 1,05 89 76 
... 1,96 1,27 87 
... 1,19 77 75 ... 1,45 1,92 94 ... 1,12 1,08 87 
... 1,03 68 39 .. . 1,79 1,30 45 
... 72 47 57 ... 12,50 9,78 7,63 '------ ------- ~ ... 310,81 220,49 155,89 

1932·3 

20,70 
3,29 
9,73 

21,71 
17,15 
16,08 
11,31 
4,68 
4,76 
1,94-
2,77 
1,78 
1,97 
2,02 

56 
70 
77 
60 
72 
70 

1,10 
75 
81 

9 
54 

6.23 
-.--

132,27 
I ReVIew of the Trade oj IndIa In 1929·30 and 1934-5. 

l'ercentage 
on total 

1933-4 1934·5 exports of 
merchandise 
in 1934-5 

26,98 34,99 23-l1i 
2,73 2,65 1-75 

10,93 10,87 7-19 
21,37 21,47 14-20 
19,84 20,13 13·82 
11,75 11,84 7·83 
13,66 10,54 6·97 
5,49 5,91 8·91 
5,83 5,48 8'63 
2,46 3,80 H8 
4,25 3,13 2·07 
2,72 2,19 1-45 
1,65 1,97 1·30 
2.29 1,92 1-27 

84 1,10 ·78 
99 1,08 '71 
94 82 ·54 
77 80 ·53 
79 77 ·51 
47 77 ·51 

1,02 78 ·48 
79 72 ·47 
45 69 ·46 
81 65 '43 
57 55 ·87 

6,49 6,14 4-04 
----- ----

146,81 151,21 100 
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Indian cotton piece-goods to the Straits Settlements, Iran, 
Iraq, Ceylon, etc., are not very important (only 1'7% of the 
total production in India. in 1934-5). Jute-raw and manu
factured-constitutes the next important item of our export 
trade. It accounted for over 21 % of the total exports in 
1934-5. 

Tea ranks next to jute in our export list. 81 % of the 
total quantity of tea. produced in India. is ex~rted, mostly 
to the United Kingdom, which purchased over 90% of our 
total exports in 1934-5. 

The export of food grains-pulses and flour-occupied the 
fourth place among Indian exports in 1934-5. Rice is the 
principal item under this head, accounting for 91% of the 
total quantity of food grains and flour exported. Oil-seeds 
come next. The principal seeds-linseed, groundnut, copra. 
-are exported mostly to the continental countries. The 
exports of linseed to the United Kingdom have increased 
largely owing to the 10% Ottawa. preference in· that market 
in favour of Indian linseed. The total exports of oil-seeds 
have diminishe"d in recent years owing to regulation or 
restriction of imports into European countries like Germany, 
France and Italy. 

Exports of metals and ores come next in order of im
portance. Manganese ore represents about 90% of the total 
value of ores exported. 

Hides and skins are sent to the United Kingdom, the 
United States, Germany, France, Italy, Japan, etc. There 
is not now the same demand for Indian hides and skins in 
European markets as in former years. Raw wool, lac, oil
ca.kes, tobacco, spices, coffee and mica are other export articles 
of some importance. 

§18. Direction of India's trade.-The percentage shares 
of foreign countries in India's total import trade may first 
be considered. The United Kingdom's share was 40'6% in 
1934-5 as compared with 64% in 1913-14. The decrease is 
due partly to the adverse effects of the war and partly to 
increasing competition in the Indian market of rivals like 
Japan, the U.S.A. and Germany. Latterly there has been 
some recovery in the share of the United Kingdom, and 
the Ottawa preferences to imports from the United 
Kingdom were intended to help this process of recovery. 
Japa.n contributed as much as 15'7% to our imports, 
as compared with only 2'6% in 1913-14. In 1934-5 
Germany's share was 7'6%. The United States supplied 
6'4% of our imports (as compared with 2'6% in 1913-14); 
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Belgium's share was 6'4%; Java's 1'4%; France's 1·2%; 
and Ceylon's 1%. 

On the export Bide,· the United Kingdom, as previously 
mentioned, is our bjggest single customer and took 31·6% 
of our total exports in 1934-5 as compared with 23'4% 
before the war. Japan took 15'7% of our total exports, the 
most substantial of her purchases being raw cotton. The 
United States of America followed with 8'5%. The shares 
of these countries before the war were 9'1% and 8'7% 
respectively. Our trade with Japan has thus considerably 
increased in imports as well as exports. Germany took only 
4'6% in 1934-5 as compared with 10'6% in 1913-14. Ceylon's 
share in 1934-5 was 4'2%, Italy's 3'9%, France's 3·5%, 
Belgium's 2·8%, Austria and Hungary's 2'8%, and Austra
lia's 1'8%. 

§19. Re-exports.-India has a certain amount of re
export (entreptlt) trade. Being situated in the centre of the 
eastern hemisphere, she is fitted to act as a distributing centre, 
particularly for those Asiatic countries which have no sea
board of their own. The re-export trade is mainly in 
manufactured articles, especially textiles, imported from 
the western countries, which are taken by Iran, Muscat and 
East Africa. The principal article re-exported to western 
countries is raw wool, which is imported across the land 
frontier of India. The bulk of it goes to the United King
dom. The total value of the re-export trade was Rs. 3'55 
crores in 1934-5 as compared with Rs. 4'62 crores in 
1913-14. 

§20. India's balance of trade.-A large surplus of 
exports over imports of merchandise is, as already mentioned, 
a feature of India's foreign trade. India.'s average favour
able (visible) balance of trade in merchandise was Rs. 78 
erores in the five pre-war years, Rs. 76 crores during the 
five war years and Rs. 53 erOl'es during the five post-war 
years ending 1923-4. After rising during the next five 
years to Rs. 113 crores it dropped to the low figure of Rs, 43 
erores during the five years ending 1933-4. In the year 
1932-3, it was only Rs. 3 crores, the smallest on record. 
Since then it has partially recovered, as noticed above. 
During these last five years, large exports of gold (over 
Rs, 265 crores from September 1931 to March 1936) have 
helped to maintain the visible balance in merchandise an.d 
treasure and enabled India to meet her large overseas oblI
gations. One of the most pressing economic problems of 
today is how to revive our export trade in merchandise and 

33 
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thus restore the favourable trade balance so essential for 
enabling us to meet our obligations abroad. 1 

§21. The 'drain' theory.-India's habitual excess of 
exports over imports has given rise to the • drain' theory, 
which at one time loomed large in economic discussions in 
the country. This excess has been looked upon by some 
people as a measure of the tribute paid by India to England 
owing to her political connexion. It is clear that for her 
various outgoings (invisible imports such as interest on 
capital borrowed abroad, salaries and pensions of officers 
payable abroad, profits of bankers, and shipping and 
insurance companies) India receives some kind of return; but 
the question is whether the return is in every way adequate. 
In an elementary book like this it is not possible to deal 
with the pros and cons of this controversy, and the interested 
reader must be referred to our larger work. I Apart from the 
question of adequate return, it is clearly desirable to lessen 
the amount of the Home charges and other debit items of 
India, say by reducing our borrowings abroad, by Indian
izing the civil ana military services, and generally by 
encouraging the economic development of the country, and 
equipping it with its own banking, shipping and insurance 
organization. 

§22. Land-frontier trade.-In spite of her extensive 
land frontier of 6,000 miles, India's land-frontier trade is 
very limited owing to the existence of only a few openings 
or passes like the Bolan Pass on the North-West Frontier. 
There has from very ancient times existed a certain trans
frontier trade with countries like Afghanistan, Central Asia, 
Iran, Nepal, Tibet, the Shan States, western China and 
Siam. The principal imports are fruits, vegetables, nuts, 
raw wool, raw silk and living animals. The main exports 
are cotton goods, sugar, raw cotton, tea. and lea.ther 
manufactures. 

Internal Trade 

§23. Coasting trade.-The internal trade of India falls 
into two sections: (i) the coastal trade, and (ii) inland trade. 
The total coasting trade of Inaia amounted to Rs. 175'64 
Cl'ores in 1931-2. The coasting trade between Burma. and 
India is of special interest. Burma's imports are coal, 

I See Part I, ch. xii, §4; and also §21 below. 
• Indian EcomnniC6, vol. II, cb. vi. 
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cotton piece-goods, jute bags, pulse and betel-nut, while 
its exports are rice, kerosene oil, petroleum, candles, 
teakwood and timber. In the foreign as in the coast
wise trade of India, the principal ports are Bombay, 
Calcutta, Rangoon, Karachi, Madras, Cochin, Tuticorin 
and Chittagong, the first five being more important than 
the others. 

§24. Inland trade.-India, unlike the United Kingdom, 
is more vitally interested in her internal trade than in her 
external trade, having regard to her big size, large popula
tion, vast and varied resources and the diversity of her 
physical and climatic conditions. The improved means of 
communication and transport have also greatly added to the 
volume of this trade. According to the official publication 
Inland Trade of India for 1920-1, the total trade was nearly 
Rs. 1,500 crores. This according to some critics is an 
underestimate. The importance of the inland trade is not 
always duly recognized, and disproportionate attention is 
paid to the external trade. There is a great need for a 
vigorous policy of fostering internal tra'de, especially since 
our external trade has latterly diminished considerably and 
is at the mercy of arbitrary forces which we cannot 
control. 

The principal trade centres of India, apart from the five 
principal ports of Calcutta, Bombay, Karachi, Rangoon and 
Madras, are: Cawnpore, Delhi, Amritsar, Agra, Lahore. 
Benares, Lucknow, N agpur. J ubbulpore, Mirzapur, Madura. 
Gwalior, Dacca, Mandalay, Srinagar, Sholapur, Amraoti, 
Hyderabad (Deccan), Allahabad, Jaipur, Baroda, Bangalore 
and Mysore. 

§25. Commercial Intelllgence.-As compared with more 
advanced countries like Germany, Japan and the United 
States, India's commercial intelligence system and trade 
organization are poorly developed. Increasing attention is, 
however, now being paid to this matter. There is the official 
organization consisting of the Department of Commercial 
Intelligence and Statistics, also the Indian Trade Commis
sioners in London and Hamburg. Besides these there are 
non-official bodies like the various European and Indian 
Chambers of Commerce which interest themselves in the 
industrial and commercial development of the country. It 
is needless to add that accurate and full information regard
ing foreign and inland markets and publicity regarding trade 
and production are essential for the proper expansion of our 
commerce and industry. 
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SUMMARY 

TRANSPORT 

The prosIlerity of a nation depends greatly on a good system of com· 
munication, which breaks down economic isolation and is the very life of 
trade. It is essential for thll proper utilization of a country's resources. 
'l'he means of communication in India were very defective until the middle 
of thll nineteenth century. There were only a few roads and natural 
waterways, and pack animals had to be largely used. A veritable economic 
l'evolution has been wrought since then by the construction of a network of 
railways and roads. 

Railways.-Indian railway history has passed through various phases. 
Between 1844 and 1869 railways were constructed and managed by British 
companies enjoying guaranteed interest. This old guarantee system being 
found expensive was abandoned for a short period (1869·79) in favour of 
State construction and management, which proved inelIective. The guarantee 
system was re.adopted in 1879. It was, however, considerably modified in 
favour of the Government, which gradually acquired the ownership of most 
of the trunk railway lines, although management was largely left in the 
companies' hands. Railways, which were a losing concern until 1900, 
began to yield steady profits, and in 1908 the programme system, under 
which Ilvery year the State provided for a large capital expenditure on 
railways, was adopted. During the war the railways sulIered serious deteri· 
oration owing to the pressurll of work and drastic reduction in the capital 
expenditure. 

On the recommendation of the Acworth Committee on Indian Railways, 
railway policy was overhauled. Provision was made for larger capital 
expenditure. Under the policy of management of railways by the State 
recommended by the Committee, the management of two trunk lines (the 
G.I.P. and E.I. railways) was transferred to the State. The railway 
budget was separated from the general budget. Owing to the severe trade 
depression of recent years, the railways are facing continual deficits and 
have, been unable to make their fixed contribution to the general revenues. 

There is a great need for further railway development in the country 
3S many areas are stilI leading 'an isolated existence. 

Roads.-Lord Dalhousie was responsible for a vigorous road policy as 
he was also mainly responsible for the railways. A Central Public Works 
Department and Provincial Public Works Departments were established, 
and trunk roads were constructed. Four Buch great roads exist, and also 
subsidiary roads" the total mileage of metalled roads being 74,541. The 
mileage of kachha roads is 189,971. 

The advent of motor transport and its remarkable development in 
recent years have emphasized the need for more and better roads, especially 
in rural areas where their deficiency is keenly felt. Railways and roads 
are largely complementary. A new road policy was adopted (1929-30) on 
the recommendation of the Road Development Committee, which is charac
terized by a coordination of local road programmes and grants by the 
Central Government for this purpose to the provinces out of a Road Deve
lopment Account, to which the proceeds of an additional duty on petrol 
are credited. 
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The organization of the Central and Provincial Public Works Departments 
i. described. 

Water transport.-Water transport falls into two divisions: Inland 
waterway. and Marine transport. Northern India is better served by 
natural waterway. like the Indus and Ganges than peninsular India. 
Rllilway. are a serious rival today to river transport. 

In spite of her extensive coastline, a large volume of coasting and 
oceania trade, and her reputation as a sea·faring country in the past, the 
present position of India's shipping and shipbuilding industries is very 
unsatisfactpry. There i. an urgent necessity to develop an Indian mercantile 
marine. The establishment of I.M.M.T.S. Duflerin on which marine train
ing is given to Indian cadets is a step in this direction. 

TRADB 

India's foreign trade is very ancient in origin. Early trade was in 
rare and costly commodities. A large quantity of gold was even then 
imported. During thll Mohammedan period the overland trade of India 
received a stimulus. Internal communication was also improved. The dis
covery of an all·sea route to India brought the western European nations 
into touch with India. and in the struggle for the Indian trade which 
followed, England came out as the victor. The nature of India's trade 
underwent a change and she came to export raw materials and food·stuffs 
lind to import finished goods. From 1850 onwards, the progress of railway 
and road construction in India and tho opening of the Suez Canal gave a 
fillip to India's foreign trade. Toward. the end of the last century 
India's trade with countries other than the United Kingdom (i.e. Germany, 
the U.S.A. and Japan) began to increase rapidly. The war adversely 
affected India's foreign trade. After a temporary recovery, that trade 
received an even more serious setback as the result of the world economic 
depression. Since 1933-4 a partial recovery Beems to have occurred. 

The main charact.ri8ticlI of India'lI foreign trade are preponderance of 
manufactured goods on the import side and of raw materials and food
stuffs on the export side; wide range of imports as compared with a 
restricted list of staple exports; predominant position of the United King
dom, especially on the import side; and excess of exports over imports of 
merchandise. 

The principal import. in the order of their importance are cotton manu
fllctures, machinery and mill work, metals and ores. oils, vehicles (motor) 
and instruments. Sugar now occupies a secondary position. 

The chief ezporu are cotton and jute (raw and manufactured), tea, 
grain, pulse and flour, oil-seeds, metals and ores, lac, hides and skins, 
wool, oil·cakes, etc. 

Great Britain's dominant position is indicated by the fact that her 
share in imports was 40'6'){, and in exports 31'6'){, in 1934-5. She is how
ever meeting with increasing competition from Japan, the U.S.A., Germany, 
etc. Having lost ground during and since the war she is now showing 
somo recovery. The distribution of the export trade is more even ~an 
that of our import trade. Here again Japan ranks only next to the UDited 
Kingdom. 
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The volume of India's re-export trade and land-frontier trade is at 
present very small. 

Before the trade depression of the last six years. India used to have 
a large trade balance in her favour. but owing to the serious redudion 
in her export trade in merchandise. in recent years this trade balance has 
appreciably decreased. The total balance has been maintained by large 
exports of gold. 

The usual excess of exports over imports of goods has given ri.e to 
the 'drain' theory. 

The internal trade of India includes the coasting and inland trade. 
The coasting trade with Burma is of great importance. 

The internal trade of a country of India's size and varied resources is 
much greater than the external trade. It needs to be still further developed. 

The commercial intelligence system and trade organization in India are 
poor when compared with those of other countries. 



CHAPTER VI 

INDIAN CURRENCY, PRICES AND BANKING 

THE INDIAN CURRENCY SYSTEM 

§1. A brief history of the rupee.-Before the introduc
tion, in 1835, of a uniform rupee as the sole legal tender in 
India, both gold and silver coins were in use in India. India 
was thus for a. long time virtually on a bimetallic standard. 
Silver rupees were largely in circulation in Northern India 
under the Mohammedans, while gold coins had an important 
circulation in Southern India, for instance, the gold pagoda 
in the Madras Presidency. The gold mohur had a limited 
circulation in Northern India. At the beginning of the 
nineteenth century there were numerous gold and silver coins 
in circulation owing to the absence of a single central power 
in India. Gradually, as the result of currency reform effected 
by the East India Company, a uniform 'rupee weighing 
180 grains (a. tola) H ths fine (i.e. 165 grains of pure silver 
and 15 grains of alloy) came to be established by 1835. 
Gold coins were at the same time demonetized, and the mints 
opened to the free coinage of silver. The Indian system 
thus came to be one of silver monometallism (silver 
standard), instead of the bimetallic system which had formerly 
prevailed. 

This arrangement lasted till 1893, when the mints were 
closed to the free coinage of silver on private account on the 
recommendations of the Herschell Committee. This step was 
taken to meet the grave financial embarrassment of the 
Government of India arising from the fall in the gold price 
of silver and consequently in the gold exchange-value of the 
rupee since 1871. This increased their rupee liabilities in 
respect of the Home charges payable in sterling or gold in 
England. The gold value of the rupee, which was about 28. 
in 1871, fell to about Is. 2d. in 1892. The falling rupee 
8o1so affected adversely our foreign trade and the investment 
of foreign capital in India. As free coinage was stopped 
from 1893 the rupee gradually rose to Is. 4d. by 1898 and 
was fixed at that level on the recommendation of the Fowler 
Committee. In 1899 the British sovereign was made legal 
tender in India side by side with the rupee at the rate of 
£1=Rs. 15 or Re. 1=ls. 4d. 
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§2. The Gold Exchange Standard.-The Fowler Com
mittee had recommended a Gold .Currency Standard for 
India, and a gold mint. But for various reasons what the 
authorities had ultimately come to adopt was the Gold 
Exchange Standard as explained in Chapter X (§ 15) of 
Part 1. The value of the Indian rupee was kept at 18. 4d. 
through the sale in London of rupee drafts (Council Bills) 
on the Government of India by the Secretary of State on 
the one hand, and on the other, through the sale of sterling 
drafts (called Reverse Councils), drawn on the Secretary of 
State and payable in sterling or gold in London against 
tender of rupees to the Government of India. The sale of 
both kinds of drafts was effected at rates approximating to 
18. 4d., allowing for the cost of importing gold into and 
exporting gold from India respectively. 1 

There were two different currency reserves maintained by 
the Government. One was the Gold Standard Reserve 
(established in 1900), consisting of the profits on fresh coin
age of rupees issued to the public by the Government of 
India. The bulk of it was held in London and was mostly 
invested there in sterling securities. Sterling drafts (Reverse 
Councils) were sold in India against this reserve during the 
exchange crisis of 1907-8 in order to support the rupee. 
The other reserve was the Paper Currency Reserve, partly held 
in India, and partly in London, as more fully explained 
below. 2 Council Bills were sold partly against the Paper 
Currency Reserve in India and partly against the cash 
balances of the Government of India. The Chamberlain 
Commission of 1913-14 recommended the continuation of this 
system (the Gold Exchange Standard) although public opinion 
in India strongly desired a Gold Currency Standard. 

The Indian currency system suffered considerable distur
bance during the years of the war (1914-18). The price of 
silver in sterling rose so high that it became profitable to 
melt the rupee coins. The Government, therefore, raised 
the exchange-value of the rupee by successive steps and 
carried it to 28. 4d. (in December 1919). It should be noted 
in this connexion that since 1893 the rupee had come to 
be a token coin, its bullion or intrinsic value being less than 
its legal value of Is. 4d. Thus before the war its intrinsic 
value was about 10d., while its legal value was 16d. Silver 
having further fallen in value, the intrinsic value of the rupee 
today is only about Sd. 

1 See Part I, cb. xii, § 16. • See §8. 
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The Babington Smith Committee, appointed in 1919, 
recommended a 28. gold rupee. They thought that the rise 
in the value of silver had come to stay and that, in order to 
maintain the token character of the rupee, the high rate they 
recommended was essential. The Government's attempt (in 
1920) to keep the rupee stable at tbis rate by the sale of 
Reverse Councils failed, and the rupee was left to itself for 
some time. 

§3. Gold BuIllon Standard.-In 1925, the Hilton-Young 
Commission was appointed. It recommended the Gold 
Bullion Standard for India instead of the Gold Currency 
Standard which was favoured by the Finance Department 
of the Government of India and by several Indian witnesses 
who gave evidence. The Commission also recommended a 
gold value (8·47 grains) for the rupee corresponding to Is. 6d. 
(gold), although there WaS a strong opinion in the country in 
favour of the pre-war ratio of Is. 4d. (i.e. 7·53 grains of 
gold). This gold value was to be maintained by the pro
posed Reserve Bank of India as the new currency authority, 
which was, like the Bank of England, to buy and sell 
gold bullion in quantities of not less than 400 ounces 
or 1,065 tolas. Thus anyone who took 22,629 rupees to 
the Reserve Bank was to obtain 400 ounces of gold in 
the form of bars (the rate being approximately Rs. 21-7-9 
for a. tola of gold allowing for the cost of transporting gold 
to London). 

In March 1927, accordingly, a new Currency Act was 
passed which provided for the 18. 6d. ratio as recommended 
by the Hilton-Young Commission. Until the establishment 
of the Reserve Bank the Government of India was to be in 
charge of the currency system and was to sell gold, or, at 
its option, sterling exchange (i.e. drafts payable in sterling 
in London) in quantities of not less than 400 ounces of gold 
at the rate of Rs. 21-3-10 for a. tala of gold, the sterling rate 
being lB. 5 ~td., allowing for the cost of transport of gold 
from Bombay to London. It was also to issue rupees and 
notes against gold in the form of bars containing not less 
than 40 tal as (or 15 oz.) of fine gold, at the rate of Rs. 21-3-10 
(18. 6d. per rupee). The sovereign ceased to be legal tender, 
although the Government undertook to give Rs. 13-5-4 for 
every sovereign received. Some approaches towards the 
Gold Bullion Standard were thus made, its introduction in a. 
full-fledged form being postponed till after the establishment 
of the Reserve Bank. Till then the Government could sell 
sterling exchange (as it did in practice) on London, instead of 
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delivering gold itself in India. To that extent it was still a. 
Gold Exchange Standard. 

§4. The rupee linked to sterling.-This system remained 
in operation until 20 September 1931, when England went 
off the Gold Standard and India followed suit. As announced 
at the same time by the Secretary of State, the rupee was 
linked to sterling at Is. 6d., which remains the current official 
rate toda.y. The Reserve Bank of India Act of 1934 has 
legalized this rate and ma.de the Bank responsible for main
taining the rupee at Is. 6d. For this purpose, the Bank has 
to buy sterling in India at a rate not higher than Is. 6 y3rr d. 
for a rupee and sell sterling for immediate delivery in London 
at· a rate not below Is. 5t£d. for a rupee, provided the amount 
of sterling in both cases is not less than £10,000. India's 
present monetary standard is thus the Sterling Exchange 
Standard. The Reserve Bank Act, however, provides for the 
submission of a report by the Reserve Bank on the future 
monetary standard best suited to India. when the inter
national monetary position becomes sufficiently clear and 
stable. 1 

§5. The ratio controversy.-Recent Indian currency 
history has been characterized by a prolonged controversy 
regarding the proper rate or ratio to be adopted for the rupee 
in terms of sterling. The Hilton-Young Commission argued 
that at the ratio of Is. 6d., which they recommended, prices 
in India had already attained a substantial measure of adjust
ment with world prices, so that any change in the ratio 
would mean widespread economic disturbance. The criterion 
suggested by the Commission is universally accepted: the 
difference of opinion was not on point of principle but on 
point of fact. A strong body of opinion held that the 'sub
stantial adjustment' assumed by the Commission had not in 
fact occurred, and if 'widespread economic disturbance' was 
to be avoided a. lower ratio, preferably the old ratio of 18. 4d., 
should be adopted. The question is a most controversial one 
on which it is impossible to achieve unanimous agreement. 
One of the things, however, that we must bear in mind is 
that if a certain ratio has been maintained for a fairly long 
time, the presumption is that wages, prices, etc. have become 
adjusted to it and that it would be unwise to disturb it 
unless conditions have obviously changed again, necessitating 
the adoption of some other ratio. Another thing to be borne 
in mind is that the reactions, good or bad, of a given change 

I See also §6. 
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in the ratio are of a. temporary character, though people often 
argue as if the advanta,ges and disadvantages would continue 
to accrue indefinitely. 1 

§6. The sterling link and exports of gold.-There are 
two other currency controversies in India, today. One is 
regarding the linking of the rupee to sterling mentioned in 
§4 above. It is argued against the sterling link (which 
means the Sterling Exchange Standard again) that India 
should not tie its currency to that of anyone country, since 
in that ca,se she has to share in the economic fluctuations to 
which that country may be subjected. It is further contended 
that the sterling link (Is. 6d.) gives British goods a. prefer
ence in Indian markets and deprives India of the freedom 
to devaluate (reduce the ratio of) her rupee (in terms of 
sterling and other currencies) so as to raise the rupee prices 
for the benefit, of her agriculturist population. In defence 
of the sterling link it is maintained that India, being a debtor 
country with large sterling liabilities (Home and other 
charges) to be met annually, cannot with advantage sever the 
link between the rupee and sterling and leave the rupee to 
itself. It is also held that fixity of sterling is very conve
nient to our foreign tra'de, the bulk of which is with sterling
using countries. In any case, as already pointed out, the 
Sterling Exchange Standard is rega,rded as a temporary 
arrangement to last only so long as world monetary conditions 
continue to be unstable. 

The other controversial question relates to the large 
exports of gold from India, which, since Great Britain went 
off the Gold Standard in September 1931, had exceeded 
Rs. 274 crores by June 1936. As pointed out in the pre
vious chapter they have, to some extent, taken the place of 
the exports of goods an'd .have served to maintain the 
favourable balance which is essential if India. is to meet her 
liabilities abroad. The price of gold in rupees (as in sterling) 
has greatly increased, being now (June 1936) Rs. 34-8 per 
tola as compared with Rs. 22 before the exports commenced; 
this has tempted those who hoarded gold to sell it, and the 
high world price has led to its export. Also, owing to 
economic depression, many persons have been compelled to 
part with their gold. This is called 'distress gold'. How 
much of the gold exported is 'distress gold' is a matter for 
argument. Some critics have taken an alarmist view of these 
exports of gold and have a'dvocated the levy of a tax on 

I See Pan I, eh. zii. S17. 
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exports of gold or their complete prohibition, with a view 
to keeping the gold in the country and strengthening the 
gold reserves of the Reserve Bank of India. The objection 
to this is that it would be very costly to buy gold at the 
present high rate and that such purchases would further lead 
to a great deal of speCUlation. The Government has so far 
not acted on any of these suggestions. 

§7. The paper currency system.-We shall now give a 
brief account of the paper currency system in India. The 
Paper Currency Act of 1861 established Government mono
poly of issuing currency notes payable to the bearer on de
mand. The three Presidency Banks1 had the privilege of 
issuing their own notes payable to bearer on demand. These, 
however, had only a very limited circulation. Government 
Currency Notes were issued in denominations of Rs. 5, 10, 
50, 100, 500, 1,000, and 10,000. The country was divideJ 
into seven circles (Calcutta, Bombay, Madras, Cawnpore, 
Lahore, Karachi and Rangoon). Notes were legal tender 
only in their respective circles of issue and convertible into 
rupees at the Currency Offices. In order to popularize them, 
they were gradually made universal, i.e. legal tender 
throughout India: now all except the highest (Rs. 10,000) 
are universal notes. Facilities for converting the notes into 
rupees at the various Government 'Treasuries and branches of 
the Imperial Bank of India were also extended to the holders 
of notes. 

§8. The paper currency reserve.-Until 1920, the paper 
currency reserve held against the currency notes was regu
lated on the British model of 1844, i.e. the fixed fiduciary 
reserve system. 2 Thus before the war the maximum reserve 
which could be invested in securities was RI!. 14 crores (10 
crores being rupee securities of .the Government of India and 
4 crores, sterling securities in England). The remainder was 
held partly in silver coins (including bullion), and partly in 
gold (coin and bullion). A portion of the gold was held in 
London, all- the coined rupees being held in India. Before 
the war the total gross circulation of notes issued was 
Rs. 66'12 crores. During the war it was greatly increased 
and stood at Rs. 180 crores at the end of 1919. ~Iuch of this 
increase was effected against sterling securities (British 
Treasury Bills) which were transferred to the Secretary of 
State for India in London in payment of war expenditure 
incurred by the Government of India on behalC of the British 

1 See §19. • See Part I, cb. xi, §17 (i). 
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War Office. The maximum permissible invested Reserve 
stood at Rs. 120 crores in September 1919. Rs. 100 Cl'ores 
of this was in British Treasury Bills. 

In 1920, on the recommendation of the Babington-Smith 
Committee, the proportional reserve system was adopted, the 
Paper Currency Act of that year providing for a 50% metallic 
reserve against notes. The same Act authorized the issue of 
'emergency' currency during the busy season (when owing to 
the harvesting and marketing of crops there is a large 
seasonal demand for currency) up to Rs. 5 crores,! as a loan 
·to the Imperial Bank against the security of inland trade bills 
(hundis) accepted by the Bank. 

§9. Transfer of note Issue to the Reserve Bank.-As 
recommended by the Hilton-Young Commission, the issue and 
management of paper currency were transferred to the 
Reserve Bank of India on its inauguration in April 1935. 
The existing Government Currency Notes will be replaced 
by those issued by the Reserve Bank. These new notes 
will be guaranteed by the Government of India and, like 
the old Government notes, will be convertible into rupees 
on demand. The old separate Gold Standard and Paper 
Currency Reserves have been amalgamated into one Currency 
Reserve which has been transferred to the Reserve Bank's 
Issue Department (which, as in the Bank of England, is to 
be kept separate from the Banking Department). In the 
Reserve Bank of India. Act of 1934, it is provided that not 
less than 40% of the assets of the Reserve held against notes, 
shall consist of gold coin, gold bullion, or sterling securities, 
the amount of gold coin and bullion being not less than 
Rs. 40 crores in value. The amount of rupee securities of the 
Government of India. shall not exceed 25% or Rs. 50 crores, 
whichever amount is greater. The remaining assets may be 
held in rupee coin and commercial bills of exchange and pro
missory notes payable in India. Not less than H ths of the 
gold shall be held in India. The Bank is authorized to 
reduce the Gold Reserve below 40% under certain circum
stances, and must in that case pay a tax on the deficiency. 

§10. Subsidiary colnage.-Apart from full legal .tender 
standard coins (the silver rupee and half-rupee) and notes. 
there are in In'dia certain subsidiary coins, which are all legal 
tender up to one rupee, namely, the four-anna and two-anna 
silver and nickel pieces, the one-anna nickel piece, and the 

1 The limit was raised to Rs. 12 cron'S in 19'23. 
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various bronze coins-the pice (1 anna), the two-pice (1 anna) 
and the pie Cll! anna). 

PRICES IN INDIA 

§11. Movements of Indian prices.-The table below 
indicates the general course of prices in India since 1861, 
the year 1873 being taken as the basic year. The general 
index number is based on the wholesale prices of 39 articles 
(28 exported and 11 imported articles). 

I!'<DEX NUMBERS OF PRICES IN INDIA 

(Price in 1873 = 100) 

i General Index 
I 

General Index 
Year 

! 
Number for 39 Year Number for 39 

articles 
i 

article. 

1861 

I 
90 1918 225 

1865 107 191\1 276 
1870 102 1920 281 
1875 94 1921 236 
1880 104 1922 232 
1885 87 1923 215 
1890 100 1924 221 
1895 104 1925 227 
1900 116 1926 216 
1905 110 1927 202 
1910 122 1928 201 
1913 143 1929 203 
1914 147 1930 171 
1915 152 1931 127 
1916 184 1932 126 
11117 196 1933 121 

We indicate below the general character of the price 
movements between 1861 and 1893. 

(i) Rising prices (1861-7).-The American Civil War 
led to a scarcity of cotton for the Lancashire mills. The 
resulting high price caused a great influx of precious metals 
into India and extensive coinage of silver rupees, which was 
followed by a. considerable rise of prices in accordance with 
the quantity theory of money. 1 

(ii) Falling prices (1866-83).-Except for a sudden jump 
in the prices of food-stuffs between 1876 and 1879 owing to 
a great famine, prices were falling between 1866 and 1883. 

1 See Part I, ch. x, §30. 
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The general fall in earlier years may be regarded as a reaction 
against the previous high prices, and in later years as a. 
counterpart of the general downward movement of prices in 
western countries. This was attributed to the slackening of 
gold production at a. time when there was increased demand 
for it, and to the growing volume of trade under the stimulus 
of improvements in the arts of production. 

(iii) Rising prices (1883-93).-The fall in prices was 
arrested in India. owing to the fall in the price of silver, 
causing heavy rupee coinage before the mints were closed in 
1893 and the consequential depreciation of the rupee. The 
output of silver outpaced the production of commodities and 
ushered in an era of rising prices, which may be regarded 
as continuing right up to 1920 (except for the brief interval 
1893-9 when prices went down somewhat because of the 
contraction of currency due to the closing of the mints). 

§12. Rising prices from 1890 to 1912.-In 1912 the 
Government of India appointed Mr K. L. Datta to inquire 
into the ca.uses of the rise in prices, The period covered by 
the inquiry was 1890-1912, during which time there had been 
a general and continuous rise in prices throughout India, par
ticularly since 1905. The Index Number of Prices (taking 
1890-4 as the base period = 100) Iose to 116 in 1905, and to 
141 in 1912. During this period prices indeed rose all over 
the world, but the rise was higher in India than anywhere 
else. . 

(i) Causes peculiar to India.-According to the Prices 
Enquiry Committee the causes of this rise which were pecu
liar to India. were (a) shortage in the supply of agricultural 
products and raw materials; (b) increase in the demand for 
these commodities; (c) development of railways and other 
communications in India, in consequence of which the rise 
in prices in one part of the country was felt in other parts; 
(d) improvement in the general monetary and banking faci
lities and increase of credit; and (e) increase in the volume 
of the circulating medium. Currency inflation (under the 
Gold Exchange Standard) on account of the excessive coinage 
of rupees on occasions (e.g. in 1905-7) to payoff the Council 
Bills sold by the Secretary of Sta.te was one of the important 
causes of the rise in prices in India. 

(ii) World factors.-Prices in India. also rose during this 
period owing to the operation of the following world 
factors: (a) shortage in the supply of, and increase in the 
demand for, staple commodities in the world's markets; 
(b) the increased supply of gold from the world's mines; 
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(C) development of _credit; (d) destructive wars and larger 
standing armies and navies. 

§13. Prices during the war.-The pre-war tendency of 
prices to rise was greatly- accentuated during the years 
1914-20 by the conditions created by the war. Prices rose 
all over the world, largely on account of the general inflation 
of currency.l In India itself there were large issues of new 
rupees and currency notes to liquidate the trade balances in 
favour of India and to meet the war expenditure incurred 
by the Government. Taking prices in 1914 as 100, the Index 
Number of Calcutta wholesale prices rose to 201 in 1920. 
This rise, while it was unprecedented for India, was smaller 
than in Germany, France or even England. One reason for 
this was that the inflation of currency was far less in India. 
The prices of food grains and raw materials rose sharply 
because of the increased demand for them from the Allies, 
and partly also because of agricultural scarcity in India in 
1918 and 1920. The prices of imported goods like cloth and 
glass rose because of the serious shortage of imported 
manufactured articles. 

§14. Slump in prices.-Having reached their maximum 
in 1920, prices began to decline from 1921 in India as in the 
rest of the world, following the contraction of currency, 
increased production and revival of trade. 

The downward movement of prices has been greatly 
accelerate-d since the Wall Street collapse in America (Octo
ber 1929), whiclt is usually regarded as the beginning of the 
prolonged world economic depression of the last six years. 
The great drop in prices all over the world during these years 
has been attributed partly to the shortage and maldistribu
tion of gold, which has led to contraction of currency and 
credit, and partly to overproduction in comparison with the 
normal rate of consumption, of raw materials as well as of 
manufactured articles, especially of raw materials. The fall 
has been greater in agricultural countries like India than in 
industrial countries like England. As compared with 1914 
(100), the Calcutta wholesale price Index Number for Sep
tember 1929 was 143. In September 1931, when Britain 
went off the Gold Standard, the Index Number had come 
down to 91, i.e. actually below the pre-war lev~ Owin17 to 
the .rupee being linked to sterling, prices rose for a time °and 
the Index Number stood at 98 in December (1931). This 
advantage was not maintained, and tha Jndex -Number fell 

• 
I See Part I, ch. x, § 24 (iv). 
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to 88 in the following December (1932) .. Since then prices 
have fluctuated within a narrow margin (the Index Numbers 
for April and May 1935 being 88 and 91 respectively) and 
continue to be appreciably lower than in the pre-war period. 

§l5. Effects of rising and falling prices in India.-We 
have already discussed the effects of rising and falling prices 1 

and the conclusions reached are of course applicable to Indian 
conditions. We may, however, make a few supplementary 
remarks. It is sometimes argued that India, being a debtor 
country, benefits from high prices and stands to lose by low 
prices, especially of the articles she exports. The cultivators, 
who form the bulk of the population, benefit from high prices 
and suffer when prices are low as today. There are, however, 
one or two considerations which must be borne in mind 
in this connexion. In the first place, there is no guarantee 

·that, when prices rise, the cultivator will be able to realize 
in practice all the possible advantages. His profits, it is 
well known, are liable to be intercepted by a variety of 
middlemen. Then again, to the extent that the cultivator 
consumes the produce he raises, he is not affected either by 

. high or low prices. There is no doubt, however, that the 
cultivator has immensely suffered during the last six years 
owing to the big drop of prices. His fixed charges (namely, 
land revenue, rent, interest, etc.) have become more burden
some, and his purchasing power has been greatly reduced. 
The middle-class persons living on fixed incomes in India 
sufIered during and after the war owing to high prices. 
Today the low prices have offered them a welco1l).e relief, but 
on the whole they have by no means escaped the adverse 
effects of the 'depression, owing to the difficulty of finding 
employment. Falling prices have also prejudicially affected 
the manufacturing and commercial classes by reducing their 
profit margins. Similarly, in the case of the wage-earners, 
although real wages may have gone up owing to falling prices, 
the employment available has become smaller in volume and 
more irregular in character. 

The falling prices during the last six years have produced 
other serious effects on the economic life of the country. 
The reduction in the purchasing power of the agriculturist 
has had injuriousr'teaetions on industrial enterprises, profes
sional classes, ~nlernal and external trade, and on public 
finances. The "great. need of the hour is to raise the price 
level· so as to ma1!:e ~roduction remunerative, relieve the 

Bee Part I. ch. s, §SS. 

34 
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agriculturist and restore the economic prosperity of the 
country so largely dependent on the revival of the agricul
turist's purchasing power. 

INDIAN BANKING 

§ 16. The main constituents of the Indian money 
market.-The money market 1 and the banking system of 
India are made up of the following principal constituents: 
(i) the Reserve Bank of India, (ii) the Imperial Bank of 
India, (iii) the Foreign Exchange Banks, (iv) the Indian 
Joint-Stock Banks on European lines and (v) the indigenous 
bankers called by different names in different parts of the 
country (e.g. Shrofis, Multanis, Chettis, Banias, Marwaris, 
Mahajans, Sahukars). The first four constitute the central 
part or the European money market; the last is the bazaar 
part or indigenous money market. Cooperative Banks 
occupy a middle position. Other smaller constituents of the 
money market are Postal Savings Banks, Land Mortgage 
Banks, Industrial Banks, and indigenous credit agencies like 
Loan Offices in Bengal and Nidhis and Chit Funds in the 
Madras Presidency. We shall now consider the more im
portant constituents of the Indian money market, but before 
we do so it is necessary to give a brief history of banking of 
India. 

§17. Indigenous banking.-Indian banking is as ancient 
as Indian commerce. From times immemorial the countrv 
has been served by its indigenous bankers, and the hundi:2 

which is their principal credit instrument and which is ana
logous to the western bill of exchange, has been in use in 
this country for several centuries. India possessed a system 
of indigenous banking many centuries before the science of 
banking was developed in Europe. Although the early 
Mohammedan invasions of India initiated a period of distur
bance, indigenous banking continued to flourish during the 
Mogul period. The indigenous bankers performed nume
rous functions. They accepted deposits, gave loans, acted 
as State financiers and mint officials, changed money, 
dealt in hundis, and financed the trade of the country. The 

1 The money market of a country is that 'special organization by which 
the work of supplying credit and capital is carried out and which consists 
of & nucleus of specialized institutions, including the banks, stock exchanges, 
discount houses, bill brokers, investment banks, etc.'-P. A. Wadia and 
G. N. Joshi, Money and the Money Market i~ India. p. 304. 

2 See Fig. IS. 
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East India Company for a time patronized them. Towards 
the end of the eighteenth century several circumstances 
appeared which were adverse to their continued prosperity. 

SPECIMEN ~F A Hundi (translated) 

""To 1!Jw, J/Aj" SIwvr.:f A~ 0.1- &. ,6AJ,I-1 B~ 
tk~,~/.AL~~,~~~. 

J~~r-~-1~.$~~~ 
J4tUA 7U-o ~ I ~ ~ 1U .zb-O/- I 1ut.L} 'i 
4'u-.r~,i-~/..r~~a .. e...,..,(-. 

1/+ ~ +U-, ui-. -f~ ~ i. ~ewft.d. C-Io ~) 

,..., rAe ~-1f~'~¥(h ~ L 
~~, +~ ,a.-l. ~. 

j~ ~- tM-JB'i7.~ --.r~ 'CjCj.:z. 

~v~ ~~ . W~~' IJ~ Af'iU 

19·U~. 
~e- 0 13/..A.4-~ ~ I ~ 
-4~~~. 

On the reverse : 

17'0'~ ~~,' eu 
--, -,-.-", , , ~" , 

~i~,~~~" 
rIG. 18. 

* A .hahiog hU1Idi is payable only t6 a .hah. i.e. a re!jpectal>Ie perado 
known in the bazaar: it does not correspond to a 'bearer' cheque. and iD 
point of safety is comparable to II crossed cheque. 
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such as the political disorder in the country; the competition 
of the European Agency Houses in Calcutta and Bombay, 
which also did banking business and received the patron
age of the East India Company; the establishment of 
European types of banks such as the Presidency Banks; and 
the introduction of a uniform currency which hit one im
portant part of their business, namely money-changing. The 
indigenous bankers, however, have managed to survive in 
spite of these difficulties. They continue to be indispensable 
to the rural community and satisfy the banking needs of 
about 90% of the people. The Indian banker is to be found 
in almost every village, town and city in the country. He 
finances the agriculturist, the petty artisan and small trader, 
assists in the movements of the crops to the consuming areas 
or to the ports, and helps in the distribution of all kinds of 
goods in the interior of the country. He accepts deposits, 
although unlike the modern bank he does not usually allow 
them to be operated by means of the cheque. He issues, 
buys, and sells hun dis , either for remitting funds from one 
centre to another, or for financing trade. His contact with 
European or the joint-stock banks in the country is very 
slight. Ordinarily, he operates in the money market with 
his own funds independently of them, and indeed often com
petes with them. But during the busy season, when he has 
laid out all his funds, he borrows additional funds from the 
Imperial Bank or other banks in the commercial towns and 
gets the necessary accommodation either by having his hundis 
discounted by these banks or by borrowing against the 
security of promissory notes or goods. The Imperial Bank 
and other joint-stock banks extend these facilities only to 
well-known shroffs who are on their list of approved 
borrowers. During the busy season, therefore, the bazaar 
hundi rates charged by one shroff to another follow the bank 
rate or money rates charged by banks, being higher than the 
latter. During the slack season, however, the situation may 
be the reverse. 

Since the Reserve Bank is now established as the central 
currency- and credit-controlling authority for the whole 
country, it is thought necessary that the Bank should have 
a. more intimate contact with the indigenous bankers, so as 
to be able both to help them and to control their bankin!! or 
credit operations more or less as in the case of the Scheduled 
Banks. 1 The Reserve Bank of India. Act (1934) accordingly 

• Bee §19. 
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requires the Bank to submit suitable proposals in this behalf 
within three years after its establishment. 

§ 18. The European system of banklng.-The European 
system of banking was first introduced in India by the 
Agency Houses of Calcutta which had a banking side as an 
aid to the conduct of their main business of commerce. The 
Bank of Hindustan, promoted by Messrs. Alexander & Co., 
is believed to be the first purely banking institution on 
European lines. 1 The Agency· Houses came to grief in the 
commercial crisis of 1829-32. On their ruins arose the Union 
Bank, which in turn disappeared in 1848. Until 1860, when 
the principle of limited liability was recognized for the first 
time, the progress of banking was slow. The financial crisis 
in Bombay caused by the cotton boom of 1865, and the fall 
in the exchange value of the rupee, prevented substantial 
progress from being achieved. After 1905, the rate of pro
gress was quicker owing to the enthusiasm created by the 
swadeshi movement. Unfortunately many of the newly 
started banks fell into inexperienced hands and disappeared
in the banking crisis of 1913-14. Then came the war which 
greatly strengthened our banking system and reinforced the 
valuable lesson taught by the earlier bank failures, namely 
the need for maintaining an adequate cash reserve against 
liabilities. The post-war boom gave a stimulus to the esta
blishment of new banks, but the inevitable depression 
adversely affected them and again quite a number of banks 
failed in 1923. In 1929-31, a comprehensive banking inquiry 
was carried out through the agency of a number of Provincial 
Banking Enquiry Committees whose work was coordinated 
by a. Central Banking Enquiry Committee. After long 
delays, the Reserve Bank of India, which had been recom
mended as early as 1926 by the Hilton-Young Commission, 
was established in April 1935, and it is hoped that it will 
reorganize our money market and make it more unified and 
stronger than it has been in the past. a 

§ 19. The Reserve Bank of Indla.-The idea of starting 
a Central Bank for India. is nearly a century 01d.3 The East 

I The establishment of the Presidency Banks from 1806 onwards and of 
the Exchange Banks from about the middle of the nineteenth century is 
referred to in the following sections. _ 

• Reference has already been made to the starting of the Cooperative 
Banks and Land Mortgage Banks in ch. iii, §§211 and 24. 

• We have already discussed the functions of Central Banks and their 
credit policy in Part I. ch. xi. § §19·20. 
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India Company promoted the establishment of what were 
known as Presidency Banks at the three Presidency towns
at Calcutta in 1806, at Bombay in 1840 and at Madras in 
1847-partly for meeting the banking needs of India's grow
ing trade and partly for supplying its own banking require
ments. The project of starting a great all-India bank, mooted 
in London in 1836, proved abortive. The proposal to 
amalgamate the three Presidency Banks was first made in 
1867, but largely owing to mutual jealousies among the Banks 
it could not be carried through. The question was discussed 
from time to time, until at last the bank failures of 1913-14 
and the war of 1914-18 brought home the urgent necessity 
of expediting the establishment of a Central Bank. Accord
ingly, by the Imperial Bank Act of 1920, the three Presidency 
Banks were amalgamated into the Imperial Bank of India 
in 1921, which was also invested with limited central banking 
functions. The Bank established a hundred new branches in 
fulfilment of its agreement with the Government of India, 
and in fact the stipUlated minimum has been exceeded, and 
the Bank now controls 161 branches. It was the principal 
authority for controlling credit by the machinery of the 
Bank Rate (i.e. the rate charged by the Bank on demand 
loans against Government securitiesL The Hilton-Young 
Commission, however, recommended the establishment of an 
altogether new bank on the ground that the Imperial Bank 
was largely a commercial bank with numerous branches and 
that it should be left free to pursue its career as the supplier 
of modern banking facilities throughout the country. Ac
cordingly, Sir Basil Blackett introduced his first Reserve Bank 
of India Bill in 1927. Owing, however, to acute differences 
of opinion regarding the ownership of the Bank and the 
constitution of the Central and Local Boards, the first Bill 
as well as the second Bill (1928) had to be abandoned. 1 

Finally, as recommended by the Round Table Conference, 
the Reserve Bank of India Act was placed on the Statute 
Book in 1934 and the Bank was formally inaugurated on 
1 April 1935. 

The Reserve Bank of India is a shareholders' bank. Its 
capital, fully paid-up, is Rs. 5 crores divided into shares of 

1 The controversy raged round two issues: (i) whether the Reserve Bank 
should be a State bank (owned by the State) or a shareholders' bank, and 
(ii) whether members of Central and Provincial Legislatures should be 
allowed to be on the Central and Local Boards of the Reserve Bank. The 
official bills proposed a shareholders' bank free from political influence 89 

recommended by the Hilton-Young Commission. 
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Rs. 100 each .. It has at present five Local Head Offices at 
Bombay, Calcutta, Madras, Delhi and Rangoon, and five 
separate share registers are maintained. The Bank is required 
to establish a. London branch, and steps have been taken to 
that end. The general management of the Bank is entrusted 
to a Central Board of Directors which consists of 16 members 
as follows: the Governor and two Deputy-Governors appoint
ed by the Governor-General-in-Council after considering the
recommendations of the Central Board; four Directors 
nominated by the same authority (to represent the general 
taxpayer and important economic interests in the country); 
eight Directors elected on behalf of the shareholders on the 
various registers; and one Government official. There are 
also Local Boards to advise the Central Board. No Director 
of the Central Board or member of a Local Board can also 
be a. member of the Central or of a Provincial Legislature-a 
clause that had been responsible for the bitter controversies 
and delays over the earlier Reserve Bank Bills. 

Turning now to the functions of the Reserve Bank, it may 
accept deposits without interest, ahd purchase (rediscount) 
and sell bills of exchange and promissory notes endorsed 
(signed) by the Scheduled Banks,l or by Provincial Coopera
tive Banks. In the ca.se of conimercial transactions, these 
bills and promissory notes must be such as will fall due for 
payment within 90 days after the ·date of purchase, but in the 
case of seasonal agricultural operations or marketing of crops, 
a longer interval of nine months is allowed. The Reserve 
Bank has to buy sterling from and sell sterling to the 
Scheduled Banks. It may also advance short-term loans to 
them, as also to the Central and Provincial Governments, 
Indian States, and local authorities. It can purchase and 
sell Government securities, or silver and gold bullion on 
account of the Government. It can borrow money for short 
periods of a month or less from the Scheduled Banks. It is 
authorized to issue Bank Notes payable to the bearer on 
demand. It is also empowered to carry out open-market 
operationsl by directly purchasing or selling, in the open 
market, eligible paper (bills of exchange and promissory 
notes) or sterling, or by making direct loans and advances to 
the public. This power is intended to enable the Bank to 

1 These are banks (some 50 in number), each with a paid-Up capital 
and reserve of Rs. 5 lakhs and over, and are shown in .. separate schedule 
to the Reserve Bank Act. 

• See Part I, ch. xi, §20 (ti). 
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control the volume of credit and make its credit or Bank Rate 
policy effective. 1 

The Reserve Bank of India. is not permitted to transact 
certain types of business. It is, for instance. prewnted 
from engaging in trade or having a direct interest in a com
mercial or industrial undertaking, or from advancing money 
on immoveable property, or from allowing interest on 
deposits. The last prohibition is intended to prevent the 
Reserve Bank from competing with the ordinary commercial 
banks. 

The Central Banking jutlctions of the Reserve Bank may 
now be briefly noticed. It has to transact Government 
business (to receive moneys and make payments for the 
Government), and to carry out its exchange, remittance and 
other banking operations including the management of the 
public debt. The Bank has the sole right of issuing notes. 
As already stated, as the currency authority, it is required 
to buy and sell sterling with a view to maintaining the 
exchange value of the rupee provisionally at Is. Sd. sterling. 
Every Scheduled Bank is required to maintain with the 
Reserve Bank balances amounting to not less than 5% of its 
demand liabilities and not less than 2% of its time liabilities. 
This is intended to enable the Reserve Bank to centralize the 
banking reserves of the country and thus to control the issues 
of credit by the Scheduled Banks. The latter have also to 
submit weekly returns of their business to the Reserve Bank. 

The Imperial Bank has been appointed the sole agent of 
the Reserve Bank for a period of fifteen years, and has to 
manage the Government's Treasury business at its up
country branches. 

The Reserve Bank itself is required to make a weekly 
return to the Governor-General-in-Council of the accounts of 
its Issue and Banking Departments. 

The Reserve Bank Act also makes provision for the early 
establishment of a special Agricultural Credit Department 
whose main function will be to study all questions of agri
cultural credit, give expert advice to the Government and 
Provincial Cooperative Banks, and to coordinate the opera
tions of the Bank in connexion with agricultural credit and 
its relations with Provincial Cooperative Banks and any other 
bank engaged in the business of agricultural credit. The 

I The Bank Rate is now the standard rate at which the ReseJT8 Bank 
is prepared to buy or discount bills of exchange or other commercial paper 
eligible for purchase. It is thus • discount rate. 
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necessary preliminary inquiry has already been completed by 
Mr M. L. Darling, I.C.S., who was specially appointed for 
this purpose. 

Now that the Reserve Bank has been established, it is 
hoped that India's money market will be properly reorganized 
and unified and will be free from its old defects, such as lack 
of close connexion between its various parts, dual control of 
currency and credit by the Government and the Imperial 
Bank, seasonal monetary stringency and high money ,rates, 
and the very poor use of bills or hundis (i.e. the lack of a 
bill market for India). It will also generally strengthen 
the Indian banking system, especially when further steps are 
taken to establish a. more intimate contact between the 
Reserve Bank and the indigenous bankers. 

§20. The Imperial Bank of Indla.-Since the establish
ment of the Reserve Bank, the Imperial Bank of India has 
become the premier commercial bank of the country. Owing 
to its appointment as the sole agent of the Reserve Bank 
(which in practice means that it is in charge of Government 
balances) it still remains subject td the special Act by which 
certain restrictions are placed on its activities. For instance, 
it cannot make loans for a. period longer than six months, 
or against the primary security .of immoveable property such 
as land. It is, however, now free from certain old restric
tions on its business, such as the prohibition to receive depo
sits or raise loans in England and to deal in foreign exchange 
business. The Bank ~an receive deposits, and advance and 
lend money and open cash credits against Government 
securities, State Railway Bonds, debentures of a Municipality 
or Local Board, or against goods and promisSOry notes 
signed by two independent persons or firms. It can draw, 
accept and discount and sell bills of exchange and other 
negotiable securities, grant letters of credit and administer 
estates as executor. 

The Imperial Bank has more branches than any other 
bank in India, namely 161. It has three Local Head 
Offices, one at each of the Presidency towns, which are 
managed by Local Boards. There is also a Central Board 
of Directors for the general superintendence of its affairs 
and business. This Board consists of the President, and 
Vice-Presidents of the Local Boards, one person elected from 
among themselves by the latter, a. Managing Director and a 
Deputy Managing Director appointed by the Central Board. 
two persons nominated by the Governor-General-in-Council, 
and Secretaries of the Local Boards. 
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The capital and reser\'"e of the Bank is Rs. 15 crores. 
The fully paid-up capital is Rs. 5·62 crores, the Reserye Fund 
is Rs. 5·14 crores, and total deposits amount to about Rs. 70 
crores. It is required to publish a weekly statement of its 
assets and liabilities. 

§ 21. Exchange Banks.-There are eighteen Exchange 
Banks operating in India today. All of them have their 
head offices abroad and operate in India through branches. 
The most important (as many as eight) are British banks. 
Other countries who have trading relations with us and have 
Exchange Banks in India are the U.S.A., Japan, Holland 
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FIG. 19.-FoREIGN BILL OF EXCHANGE 

For greater safety, foreign bills are usually sent in duplicate, called the 
First and Second of Exchange. 

and Portugal. The Exchange Banks are officially classi
fied as: (i) those doing considerable business in India 
(having 25% or more of their deposits in India), such as 
the National Bank of India or the Chartered Bank of India; 
(ii) those which are merely agencies of large banks doing 
business all over Asia (i.e. having less than 25 % of their 
deposits in India), such as the Yokohama Specie Bank or the 
International Banking Corporation. Indian Joint-Stock 
Banks have at present a negligible share in the foreign 
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exchange business, awing to lack of adequate capital, absence 
of branches in foreign centres, and above all the strong com
petition of old-established and powerful foreign Exchange 
Banks. The Central Bank of India has recently (1936) 
decided to start the first Indian Exchange Bank in London. 

The main business of the Exchange Banks is financing 
the foreign trade of India by the purchase and discount of 
foreign bills of exchange. These are mainly export bills 1 

which are bought (or discounted) by these banks from 
exporters in India. They are afterwards sent to London and 
are there rediscounted with the London banks. Against their 
London sterling balances, which are increased by purchases 
of export bills in India, the Exchange Banks sell sterling to 
the Reserve Bank of India, which has to remit in sterling 
large sums on Government account to ena.ble the Secretary 
of State to meet the Home charges. Other persons, like the 
importers, or guardians of students studying a.broad, also 
buy sterling drafts on London from the Exchange Banks. 
These Banks import gold or export gold according as the 
balance of trade in merchandise is' in favour of or against 
India. 

In the financing of the import trade of India the more 
active part is played by the branches of the Exchange Banks 
outside India. The share of the Indian branches in this 
business consists primarily in collecting the import bills 
(drawn on Indian importers) at maturity and in furnishing 
their head offices and branches abroad with information as 
to the means and standing of the Indian importers on whom 
bills are drawn by their creditors abroad. 

Over and above foreign exchange business, the Exchange 
Banks are also doing a growing volume of ordinary banking 
business and are thus competing with Indian Joint-Stock 
Banks. Some of them ha.ve for this purpose branches in the 
interior, as for instance at Cawnpore or Delhi, and are thus 
taking part in the financing of the inland trade of India 
also. They have succeeded in attracting large deposits in 
India (Rs.68·11 crores in 1933) and the Indian Joint-Stock 
Banks have to face these new formidable rivals even in their 
own field' of ordinary banking and inland trade finance. 

In order to increase the share of Indians in the financing 
of the foreign trade of the country, the Central Banking 
Enquiry' Committee has proposed firstly, that Foreign Ex
change Banks should be required to take out licenses with a 

I See Fig. 19. 
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view to subjecting them to some control, and secondly, that 
a private Indian Exchange Bank enjoying State aid 
should be started, should the Imperial Bank fail to 
expand the foreign exchange business in which it is now 
free to engage. 

§22. Joint-Stock Banks.-We have already referred to 
the recent growth of Joint-Stock Banks in India. 1 As in 
England, these are mainly commercial banks and give short
term credit only. They receive deposits, discount local bills, 
open cash credit accounts, advance loans against stock ex
change securities, grain or cotton, buy and sell shares and 
transact miscellaneous banking business. On 31 December 
1933 there were in all 34 Joint-Stock Banks with capital and 
reserve of Rs. 5 lakhs and over. Their paid-up capital was 
Rs. 7'78 crores, reserve and rest, Rs. 4·55 crores, deposits 
Es. 71'67 crores, and cash balances Rs. 10'92 crores. The 
total number of banks with capital and reserve between Rs. 1 
lakh and 5 lakhs was on the same date 50, their paid-up 
capital Rs. 0'82 crores, reserve and rest Rs. 0'40 crores, 
deposits Rs. 4'64 crores, and cash balances Rs. 79 crores. The 
most important Joint-Stock Banks in India (India's Big 
Five as they may be called) are the Bank of India, 
the Central Bank of India (which is a remarkable ex
ample of a, successful bank owned and managed by 
Indians), the Punjab National Bank, the Bank of Baroda 
and the Allahabad Bank. 

Since the bank failures of 1913-14 the question of regulat
ing the Joint-Stock Banks in India has engaged a good deal 
of attention. These failures were due to low cash balances, 
small paid-up capital, lack of experienced and trained 
managers, unsound advances, and in a few cases to fraud. 
The Central Banking Enquiry Committee has recommended 
the enactment of a special Bank Act, since the existing 
Indian Companies Act which applies to all types of joint
stock companies is thoroughly inadequate for regulating 
banks. The proposed (1936) amendment to the Indian Com
panies Act includes some additional provisions for regulating 
banking companies. 

§23. Other types of banks.-We have already dealt with 
Cooperative and Land Mortgage Banks. I There are hardly 
any special banking organizations in the country for provid
ing long-term loans to industries for purchasing machinery, 
erecting factory buildings, etc. There is a great need for this 

1 See §18. • See cb. iii, § §20-2 and 24. 
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type of bank; as pointed out both by the Industrial Com
mission and the Central Banking Enquiry Committee. The 
latter recommends the establishment of Provincial Industrial 
Corporations assisted by the Provincial Governments and of 
an all-India Industrial Corporation. Under the State Aid to 
Industries Acts (as in Madras, the Punjab and Bengal), 
loans are given by the Government to industries, but 
these are mainly restricted to small cottage industries, 
and the need for Industrial Banks for meeting the long
term capital requirements of large-scale industries remains 
unsatisfied. 

Reference may be made here to Postal Savings Banks 
which were opened in all parts of India in 1882 and 1883. 
These banks provide the lower middle classes with a secure 
means of depositing their small savings for which the general 
balances of the Government constitute a sufficient security. 
In 1932-3 there were 12,690 Postal Savings Banks, the num
ber of depositors was 2,736,645, and the total deposit balances 
with the Government totalled Rs. 43·45 crores. Interest at 
2% is allowed on these deposits, ~hich can be withdrawn 
at any time subject to certain restrictions. 1 The maxi
mum amount of deposits per year is limited to Rs. 750 
and the total deposit to the. credit of an individual 
account is limited to Rs. 5,000. Amounts of As. 4 and 
above can be deposited and money can be withdrawn 
once a week. 

Since 1917 the Post Office has come into contact with the 
savings of the people in another wa.y through the five-year 
Postal Cash Certificates which are issued in various deno
minations ranging from Rs. 10 to Rs. 1,000. The total 
amount of Postal Cash Certificates outstanding on 31 March 
1935 was Rs. 65·96 crores. These certificates have greatly 
increased in their popularity in spite of the successive reduc
tions in the rate of interest allowed on them. A part of the 
proceeds of sales of gold exported in recent years has been 
invested in these certificates. No one person can hold 
certificates of face value exceeding Rs. 10,000. 

§24. The hoarding hablt.-The habit of hoarding to 
which the Indian people are supposed to be addicted. has 
given rise to a. good deal of controversy. India. has been 
described as a bottomless sink for the precious metals, gold 
and silver. These hoards have been estimated at £1,000 

, The interest was 2l% until 1936 and 31% until 1933. 
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million. It is clear that the use of gold for industrial and 
domestic purposes is not confined to India and is foun~ even 
in European countries. Further, the total amount IS not 
large considering the vast population of India. The recent 
large exports of gold from India go to show that when 
necessary Indians do bring out their hoards, which are there
fore not lost to the world for all time. The hoards are held in 
scattered, individually insignificant amounts. The use of gold 
and silver is enforced by custom and plays an important part 
in social ceremonies sanctioned by religion and tradition. 
The habit of hoarding, although its extent is exaggerated. 
must nevertheless be admitted to exist. Its principal cause 
is found in the sense of insecurity of life and pro
perty engendered by the numerous invasions to which 
India was subjected in the past. Formed in times of in
security, the habit has to some extent continued to sur
vive in times of well-established peace and security. The 
illiteracy of the population and the absence of adequate 
banking facilities are other obstacles in the path of 
reform. 

For inducing people to put their hoards to productive uses 
it is very necessary to devise suitable measures such as ex
tension of the Postal Savings Banks; multiplication of Coope
rative Societies; issue of gold certificates (i.e. repayable in 
gold); a more extended use of the cooperative and other 
cheques; general extension of banking facilities; and the 
establishment of National Savings Associations (as in Eng
land) which aim at promoting thrift and at familiarizing 
the small saver with safe and profitable modes of investment. 
The removal of illiteracy, the reform of social and religious 
customs through education. and the progress of general en
lightenment should also help. 

§25. Need for more banks.-Compared with other 
countries, banking facilities in India are most inadequate. 
On 31 December 1933 there were only 219 banking head 
offices and 848 branches, including agencies, throughout the 
whole of India. Less than 400 towns out of a total of 2,755 
are served either by a bank or branch or agency of a bank. 
It is, therefore, very necessary to follow a. vigorous policy of 
establishing joint-stock and cooperative banks and multiply
ing their branches under the supervision and guidance of the 
Reserve Bank of India. The services of indigenous bankers 
should also be fully utilized. They should be appointed as 
agents by the joint-stock banks and their methods of business 
should be revised and modernized. 
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SUMMARY 

TBB INDIAN CURRENCY SYSTEM: 

Th. pre,ent rupee, containing 180 grains (one tola) of silver tiths fine, 
wal mad. sol. legal tender throughout British India in 1835, and gold 
Will demonetized. The Silver Standard thus established remained in ope
ration until 1893, when the mints were closed to the free coinage of silver 
owing to the fall in its price and the consequential fall in the gold exchange 
value of the rupee. In 1899 the British gold sovereign was made legal 
tender at the rate of £1 = Rs. 15. Before the war the Gold Exchange 
f3tandard was in operation in India, the rupee being kept fixed at Is. 4d. 
sterling (which in practice meant lB. 4d. gold). The method adopted was 
to sell Council Bills or Reverse Councils as required. During the war 
the price of silver rose, and the exchange value of the rupee was raised 
by successive steps to 28. 4d. The attempt to stabilize it at 2s. gold 
failed. Thereafter the rupee was left to itself. The Hilton-Young Commis
sion recommended the adoption of the Gold Bullion Standard. It also 
proposed that the rupee be given a gold value of 8·47 grains, equivalent 
to 11. 6d. gold. The latter rate was accordingly made legal by the 
Currency Act of 1927, which also gave the option to the Government provi
sionally to sell st~rling exchange instead of gold bullion in lieu of rupees. 
In September 1931, when .Great Britain gave up the Gold Standard, India 
followed suit. The rupee was then linked to 18. 6d. sterling and thus 
once again the Sterling Exchange Standard was introduced. This stan
dard has been made legal by the Reserve Bank of India Act (of 1934) 
which also requires the Bank to make a report on the permanent monetary 
standard euited to India when world monetary conditions become more 
normal. The Reserve Bank is the new currency authority in the country. 
The previous two sepllrate currency reserves, namely the Paper Currency 
Reserve, and the Gold Standard Reserve (created in 1900 out of profits on 
rupee coinage), have been amalgamated and entrusted to the Reserve Bank, 
which is to issue and regulate paper currency (Bank Notes) and maintain 
the exchange value of the rupee at lB. 6d. There has been during the 
las' ten yelirB much controversy regarding the ratio, and there is still a 
considerable volume of opinion adverse to 18. 611. and in favour of lB. 4d., 
or a still lower rate. The linking of the rupee to sterling as also the 
large gold ezports during the last few years have also been subjects of 
keen controversy. 

The Indian Paper CUffency ,ystem was established by the Paper Currency 
Act of 1861. Until its recent (April 1935) transfer to the Reserve Bank, 
it was a monopoly of the Government, which alone could issue notes and 
was responsible for maintaining their convertibility into rupees. For this 
purpose a. separate Paper Currency Reserve was maintained on lbe bed 
fiduciary issue plan. Except for a maximum- amount of fiduciary (invested) 
reserve, the remainder had to be held in· metal (i.e. silver and gold coin 
and bullion). Part of the reserve was invested in sterling securities. 
During the war there was a considerable expansion of paper currency and 
of the sterling securities held in the reserve. In 1920, on the recommen
dation of the Smith Committee, the Proportional Reserve System was adopted, 
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and the Paper Currency Act of that year provided for a 50% metallic 
reserve. It also permitted the issue of emergency currency to tho Imperial 
Bank during the busy season against the security of inland trade bills. 
As recommended by the Hilton-Young Commission, the function of note 
issue has recently been transferred to the Reserve Bank, which must hold 
under the Reserve Bank Act a 40% Gold Reserve (gold bullion aud sterling 
securities) which may, however, be lowered temporarily 00 payment of a 
tax. 

The notes are of the following denominations: Rs. 5, 10, 50, 100, 
500, 1,000 and 10,000. All except the last are universal notes, i.e. legal 
tender throughout British India, the last being legal tender in its respective 
circle of issue only (there are seven such circles of issue). 

In addition to rupees and notes, there are subsidiary silver, bronze and 
copper coins which are legal tender only for small amounts not exceeding a 
rupee. 

PRIOBS IN INDIA 

Rupee prices in India have varied from time to time, as shown by the 
General Index Number of prices with 1873 as the basic year and by the 
Calcutta Index Number of wholesale prices. The rise of prices, which had 
already been evident in the pre-war period and had formed the subject of 
a special inquiry in 1912, became particularly marked during the war 
period. Before as well as during the war, it was mainly the result of 
currency inflation_ Before the war, apart from certain world factors which 
made for a rise in prices, there was extensive rupee coinage. During the 
war, besides a large addition to the rupee coinage, there was a considerable 
issue of notes. The cost of living increased, and this adversely affected 
the position of the middle-class people and wage-earners. On the other 
hand, the business community ilenefited by the rise in prices. Under Indian 
conditions, however, the possible benefit to the agriculturist is intercepted 
to a considerable extent by middlemen and moneylenders. 

Since 1929 the big drop of prices, which is such a marked feature of 
the world depression, has been particularly disastrous to agricultural coun
tries like India. There is in consequence much hardship in rural areas 
today, and anything likely to bring about a reasonable rise in prices would 
be welcome in the interests of the agriculturist. 

!NoIAN BANXING 

The main constituents 0/ the Indian money market are: (i) the Reserve 
Bank of India; (ii) the Imperial Bank of India; (iii) the foreign Exchange 
Banks; (iv) the Indian Joint-Stock Banks; and (v) the indigenous bankers. 

Banking has been practised in India from very ancient times, and even 
today indigenous banking satisfies the needs of about 90% of the people, 
especially those living in the rural areas. It is necessary. however, to 
modernize the methods of indigenous bankers and to link· them with the 
Reserve Bank of India. 

Organized banking 0/ the western type was introduced in Indi. by the 
Agency House. during the latter half of the eighteenth century. Th. 



INDIAN CURRENCY. PRICES AND BANKING 533 

Presidency Bunks were established between 1806 and 1843 at -the three 
Presidency towns. Joint·stock banking received a stimuills in 1860 when 
the principle of limited liability wal recognized. Progress, however, was 
slow until 1905 when, owing to the enthusiasm created by the swadeshi 
movement, quite a large number of new banks were established. Several 
of these, however, disappeared in the banking crisis of 1913-14 which 
proved the necessity of subjecting the banks to special legal restrictions. 

The Re.BrflB Bq.nk has at last been established (in April 1935) under 
tho Re8erve Bank of India' Act of 1934. It is a private shareholders' bank, 
although some of the most important appointments on the Central Boart! 
are made by the Governor-General-in-Council. The Reserve Bank has to 
transact banking business for the Government and has for that purpose 
appointed the Imperial Bank of India as its agent. It is also the currency· 
and note-issuing authority. The more important banks (Scheduled Banks) 
are required to maintain certain cash balances with the Reserve Bank, 
which in turn offers them certain privileges, such Sl\ rediscounting of bills 
and promissory notes endorsed by them, grant of loans, etc. It can in 
turn borrow money from them for short periods. It is prohibited from 
allowing interest on deposits, engaging in trade, etc. It has to publish 
from time to time its Bank Rate, i.e. the rate at which it is prepared to 
discount approved bills and commercial paper. It is empowered to carry 
out open·market operations. Provision haa alsil been made for the establish
ment of a special Agricultural Credit Department by the Bank. It is hoped 
that the Reserve Bank will be able to reorganize and unify our money 
market, reduce money rates, relieve monetary stringency during the busy 
season, help agriculture and generally strengthen our banking system. 

TIIIJ Imperial Bank oj India was established in 1921, being the result 
of an amalgamation of the old Presidency Banks. Until the establishment 
of the Reserve Bank of India it performed certain banking business on 
Government account. It is now the sole agent of the Reserve Bank of 
India and continues to be subject to a special Act, which, while now allow· 
ing it' to deal in foreign exchange, prohibits it from lending for a period 
longer than six months or against immoveable property. The Imperial 
Bank is now the premier commercial bank in the country and has a large 
number of branches (exceeding 160) throughout the country. 

There afe 18 Exc/langll Bank8 in India, all of them being branches of 
foreign banks. Their main business is to finance the export and import 
trade of India. They buy export bills and get them discounted in London. 
They also collect import bills drawn on importing houses in India. They 
export and import gold, and 'buy and sell sterling from and to the Reserve 
Bank. Latterly they have been entering into competition with the Indian 
Joint-Stock Banks by attracting large deposits in India and by financing 
even the internal trade of the country. The Central Banking Committee 
has recommended the issue of licenses subject to certain conditions to 
these Banks so as to bring them nnder control. 

The most important Indian Joint-Stock Banb are the Central Bank 
of India, the Bank of India, the Punjab National Bank, the Bank of 
Baroda and the Allahabad Bank. As in England, the Indian Joint-Stock 
Banks are mainly commercial banks. They accept deposits and advance 

35 
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loans for 'short periods, finance the inland trade and transact gen( 
banking business. 

Other types of banks are (i) Land Mortgage Banks, (ii) CooperaL 
Banks, and (ill) Postal Savings Banks. 

The hoarding habit in India has been the subject of 8 long con trover 
and has received a good deal of attention. It is largely the result of en 
ditions of insecurity in the past and' certain social customs. In order 
wean the people from this habit and induce them to make 8 producti 
uso of their hoarded wealth, further extension of banking facilities throoghol 
the country is urgently called for. 



CHAPTER VII 

FINANCE 

§1. 'Introductory remarks.-Indian financ!" has under
gone a. grea.t change in recent years. Before, the war there 
used to be only one budget for the whole of India, and the 
Central Government was the only taxing authority. Since 
the war there. hll;s been a,practically, complete sepltTation of 
provincial from central finance. About fifty years ago land 
reV€1nue was, f~ and away the most important source of 
revenue. Other sources of reveilUe like customs and income
tall; are-now coming more into the picture, and som~ squrces 
like opium, which used to be of grea:t iII;lportance,' have 
dwindled into insignificance. Also in nonpal years the rail
ways ar~ now ,expe«ted to contribute somethipg towards 
general revenues instead of being a drain on them., . , 
. §2. The Central Budget.-We give below tile .B:udget 
(general) of. the Government of India for the year 1935-6 

Revenue 

,CENTRAL BUDGET 1(1935-6) 
(In lakhs of rupees): 

j, . Experiaiture 

P,.i,lcipal helid, 01 revsnUB- RI. ' Direct pemands on , the Rs. 
Customs ... ' 61,84 Revenue 4,19 
Taxes on Income 16,40 Forest and OtherCapiial 
Salt .•. 8,73 Outlay charged to'ReVenue 
Opium 61 Railways !Interest and Mis-
Other be,!ds ... ; ... 1,91 cellaneous Chalge~ (as per 

311,25 

1 

Total: Principal heads... 79,49 ~ail~at Bodge~) , 
R '1 Nt' t (as --- IrrIgation ... al ways: ' e recelp 8 , Posts and Telegraphs 

... ' 6 

p~ ~allway Budg,et) 1 ... 811,115 Debt Services 
IrrIgatIon: Net recelp~s Ne't Civil Administration 
Posts . atnd Telegraphs. Currency and Mint 

recelp s 70 C' 'I W' k 
Interest receipts 83 I:VI ' or s ... 
C' 'I Ad ' . tr ti 93 MIscellaneous ' 

IVI mIDIS a, on Defence Services ... 
C~I~rency and MInt, 1,07 Miscellaneous adjustmenta' 

, 86 
1a,89 
10,17 

sa 
2,25 
4,46 

.t~,!)1 

CI:VII Works 23 between the Central, and 
M,"cellaneous~ 57 Provincial Governments .,. 3,05 
Dere!1c~ ServIces, . 4,93 Extraordinary items I ' 
ProvlDc,al ContrIbutIons and . 

miscellaneous . adjustments 
between the Central and 
Provincial Governments ... __ _ 

Extraordinary items ... __ '''_ Total expenditure charged 'to . 
Total Revenue , .. 1,21,00 ' Revenue ... ... I,OO,9( 

Deficit Surplus 6 
Total .•. 1,111,00 Total ... 1,21,00 ' 

• Ra. 14,000 not shown. 
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as a preface to the study of the principal heads of revenue 
and expenditure of the Central Government. As previously 
pointed out, since 1925 the Railway Budget has been sepa
rated from the General Budget, which is credited with a fixed 
annual contribution due to it from the railways. 1 The Rail
way Budget is presented to the Central Legislature by the 
Railway Member of the Governor-General's Executiye 
Council one week before the General Budget. The latter is 
introduced in the Assembly by the Finance Member on the 
last day of February. 

We shall now proceed to discuss the principal central 
heads of revenue. 

§ 3. (i) Customs (import) tariff.-U ntil recently, the 
Indian tariff was on a free trade basis. Between 1882 and 
1894 there were practically no import duties. In 1894, how
ever, a general 5 % ad valorem duty (from which a few things 
like cotton yarn and piece-goods were exempted) was imposed 
on all imported goods. The object of this duty was revenue 
and not protection of any indigenous industry. At the end of 
1894, the duty was made applicable to cotton yarn and piece
.goods also. In 1896 the duty on cotton piece-goods waf; 
lowered to 3!% and an equivalent excise duty was levied 
<in mill-woven cloth produced in In·dia. The excise duty was 
bitterly resented in India but it was not taken off till 1926. 

Extensive changes in .the customs tariffs have been 
introduced since the war, and a large number of imports have 
been subjected to duties of varying size. At first the duties 
were imposed primarily for revenue purposes in order to en
able the· Government to meet the great increase of public 
-expenditure during the last twenty years. In 1924 the policy 
-of discriminate protection was accepted, and accordingly some 
of the import duties (and their number is steadily growing) 
bave been levied mainly for the purpose of granting protection 
to certain selected industries. 2 Latterly the idea of Imperial 
Preference ha-s··been superimposed on our tariff arrangements. 
On 20 August 1932 a. general trade p.greement was signed at 
Ottawa between India and the United Kingdom followed by 
a supplementary agreement regarding iron and steel on 
22 September 1932. The professed object of these agreements 
was to sa~eguard India's existing export trade from dangers 
which might be apprehended, to stimulate its recovery from 
the prev:i.lentdepression and to open out new lines of develop
ment to the utmost extent possible. In return for concessions 

• See ch. v, §3. •. See ch. iv, §4. 



FINANCE 537 

granted to certain India.n goods in the United Kingdom, cor
responding concessions were granted to British goods in the 
Indian market. The Indian tariff, which had so far been a 
single-decker one, thus became a two-decker one. That is to 
say, whereas previously it did not differentiate between imports 
from different countries (except in a few cases), it now adopted 
two sets of import duties--:()ne higher, on goods coming from 
countries other than the United Kingdom, and the other 
lower, on goods of British origin. 

In one way or another, therefore, the list of imported 
articles subjected to fa.irly heavydutiea (amounting to 75% 
ad valorem in some cases) has been considerably enlarged in 
recent yea.rs. Among the dutiable articles mention Ipay be 
made of the following: cotton piece-goods, railway materials, 
sugar, matches, motor-cars, cinema films, watches, silk 
piece-goods, tobacco, cigars, cigarettes, kerosene, petroleum, 
silver, fermented liquors, wines and spirits. . 

(ii) Customs (Export) dutics.-Until 1860, there was a. 
3% duty on practically all exports,but the duties, on mOilt 
articles were abolished between 1866 and 1880. . At present 
the only important export duties are those on jute and jute 
manufactures, aI;ld on rice. The jute-growing provinces (i.e; 
Bengal, Assam and Bihar) are granted a share of the proceeds 
from the jute export duty. 
. 'rhe customs revenue has made rapid strides since the 

war. Its yield increased from Rs. 11'13 crares in·1913-14 to 
Rs. 51'84 crores in 1935-6. There is a' marked tendency to 
rely increasingly on customs duties for revenue. 

§4. The Income-tax.-The adoption of- income-tax in 
India. on a p~rmanent basis dates from 1886. Before the war 
the annual yield from the income-tax was only about Rs.3 
crores. Owing· to successive increases in the rates, the yield 
is now about Rs. 17 crores (including the levy of surcharges 
but exclusive of the small share of'the tax which is given to 
the Provinces). 

Since 1916 a scale of progression has been introduced, so 
that the rate of the tax varies in accordance with the size 
of the income, being higher for the bigger incomes and lower 
for the smaller incomes. In addition to the ordinary income
tax, a super":tax has to be paid on incomes above Rs.30,000 
a year. Incomes below Rs. 2,000 a year are exempted ftom 
the tax (1936). The rate of the tax, which is 6 pies in the 
rupee on incomes between Rs. 2,000 and Rs. 4,999, increases 
by gradations to 2 annas 2 pies in the rupee on incomes of 
Rs. 1,00,000 or upwards. 



538 INTRODUCTION TO ECONOMICS 

§5.Salt.":'-The saIt revenue was inherited by the British 
Government· from· its predecessors along with a number of 
transit dues. These latter were abolished in 1843, and the 
salt duti was at the same time consolidated and raised. It was 
very high in the beginning, being Rs. 2 per maund in 1882 and 
Rs. 2-8~0 per maund in 1888. Since 1903 the rate has on the 
whole been on the downward grade. It now stands at Re. 1-4-0 
per maund· or Re. 1~9-0 inclusive of the surcharge levied in 
1931. Imported saIt (except from Aden) pays an additional 
protective import duty. The salt duty is a tax on a neces
sary of life and is therefore unpopular. Public opinion is 
strongly in favour of abolishing it altogether. It is not pOs
sible to do so at once because that would mean sacrificing a 
revenue of over Rs. 8 crores every year. However, the aim 
should be steadily kept in view and the tax should be reduced 
as opportunity offers. 

§6. Opium.-Opium was at one time a considerable 
soUrce of revenue yielding about Rs. 8 crores per year. But 
in order to assist China in suppressing the opium habit, the 
Government 6f India entered into an agreement with China 
in .1907 and again in 1911 undertaking a progressive reduction 
in the exports of Indian opium to that country. In 1926 an 
announcement was made to the effect that in future all ex
ports of opium would be abolished except for strictly medi
cinal purposes. This is now an accomplished fact. Internal 
consumption of the 'drug is also strictly regulated. The 
opium revenue has thus declined to less than one crore of 
rupees. 

§7. Provincial revenue and expenditure.-We have so 
far discussed the main sources of revenue enjoyed by the 
Central Government. "We shall now pass on to consider pro
vincial heads. The tables on pp. 540-1 will be found useful 
for obtaining a general idea of the principal heads of revenue 
and expenditure and their relative importance in the several 
provinces. 

§8. :Principal provincial heads of revenue.-(i) Land 
re1ienue.~Land revenue has already been discussed in Chap
ter III (§ §29-37). The total amount collected in 1933-4 was 
Rs. 29'99 crotes in' the whole of British India. 

(ii) Ex.cise . ..;-.The excise revenue in British India is 
derived from the sale and manufacture of intoxicating 
liquors, hemp, drugs, opium, etc. It is levied in the form 
of a duty on manufacture . and fees for sale licenses. The 
major. portion of the revenue is obtained from country 
liquors; the right of wholesale supply for a district is 



FINANCE 539 

granted by contract; and the right of retail sale is 
auctioned. 

The main object of the excise policy ought . to be the 
suppression of the evil of drink. The Government has so far 
relied largely on the method of raising the price. of liquor, but 
not so much as to stimulate illicit production. Other methods 
are rationing, reduction in the number of shops, lowering the 
limits of possession, reducing the strength of the drinks sup
plied, curtailing the hours of sale, etc. Non-official opinion 
is i~clined towards the restriction of quantity, strict regula
tion of the number of shops, and in general towards a stricter 
policy of control, if not complete prohibition. Extreme 
methods, however, are likely to defeat their own object by 
encouraging smuggling and illicit distillation or to result in 
people resorting to some other habit that may· be even more 
obnoxious. The practical statesman will bear in mind all 
these dangers and difficulties and wit;l aim at a happy mixture 
of daring and circumspection in dealing with the problem. 
He must endeavour to emphasize the moral aspect of excise 
policy and avoid the temptation of sl1irking important practi
cal reforms because they may mean some immediate financial 
loss to the Government. The total yield of the excise revenue 
was Rs. 14'99 crores in 1933-4. 

(iii) Other sources of revenue are judicial and commercial 
stamps (Rs. 12'24 crores in 1933-4), fees for registration of 
documents (Rs. 1·13 croles), forests (Rs. 3'53 crores, derived 
from the sale of timber, grazing fees, etc.) and the 'scheduled 
taxes' (Rs. 0'4 crores), i.e. certain specified taxes such as 
the Entertainment Tax, which the provinces can impose at 
their discretion under the Reforms of 1919. 

We shall now turn to the expenditure side and consider 
the main items of central and provincial expenditure. 

§9. Public expenditure (Central and ,ProYincial).-Since 
the beginning of the present century, and especially during 
the la.st twenty-five years, there has been a striking increase 
in public expenditure in India. For example, the total 
amount of central and provincial expenditure increased from 
Rs. 124 crores in 1913-14 to Rs. 226 crores in 1929-30. This 
is t~e' experience of all civilized countries because the scope 
of governmental activity has immensely increased in recent 
years. But as G. K. Gokhale pointed out, 'while increased 
expenditure in other countries under popular control has 
helped to bring increase~ strength and security to the nations 
and increased enlightenment and prosperity to the people, 
our continually' increasing expenditure has, under autocratic 
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management, defective constitutional control and inherent 
defects of alien domination, only helped to bring about 
constantly increasing exploitation of our resources, has 
retarded our national progress and burdened us with unde
fined and indefinite financial liabilities. Compelled to meet 
the demands of a forward imperial frontier policy . . . and 
constant borrowing for commercial enterprises, often under
taken in consequence of the pressure of English commercial 
classes, our Indian Government has little money to spare, 
with all its increase of taxation, for purposes of national edu
cation.' Gokhale attributed a large part of the increase in 
public expenditure to the distrust and suspicion created by 
the Mutiny, which led to the wider employment of costly 
British services. The most serious growth in public expen
diture was caused during the war and post-war period. The 
military expenditure, which was already high, namely 
Es. 29'84 crores in 1913-14, rose by leaps and bounds and 
stood at Rs. 67'38 crores in 1920-1. Since then by suc
cessive reductions the figure has been brought down to about 
Rs. 45 crores. The belief, however, is widely held that there 
is still further scope for substantial economies. National 
safety is of course a matter of paramount concern and we 
must be reasonably well prepared to meet all likely contin
gencies. At the same time we must never allow ourselves 
to forget that India is a very poor country and we must be 
chary of piling up unproductive expenditure that is not 
<obviously necessary. 

The enormous increase in the expenditure on civil 
:administration has been another popular grievance against 
the Government, the complaint being that the Indian admi
nistration is one of the costliest in the world. The consti
tutional reforms have always been attended with additional 
heavy additions to administrative expenditure. 

In both the military and the civil branches of administra
tion there is need for a rigorous pursuit of economy by 
reduction of establishments, progressive Indianization, etc. 
It is, however, equally necessary to spend as freely as possible 
-on the 'nation-building' departments-on education, agri
<!ulture, industries, irrigation, etc. in order to achieve the 
-economic uplift of the people. The present scale of expendi
ture on these departments is very meagre, as shown by 
Table II on page 54'1. 

§10. Burden of taxation.-The percentage of national 
income taken as taxation is low in India. as compared with 
ilome other countries like the United Kingdom (about 6% as 
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against over 22 % in the United Kingdom). 1 But considering 
the poverty of the people, the burden of taxation cannot be 
considered to be light. Besides, the question cannot be con
sidered apart from the direction of public expenditure. If 
the expenditure is really beneficial to the nation, this would 
be properly regarded as a compensation and justification for 
the taxation, but, as we have already seen, the position in 
this respect is far from satisfactory. 

Before the war, taxation was very unevenly distributed' 
between the different classes of the community. The poorer 
sections bore the brunt of the burden in connexion with the 
land revenue, salt tax, excise . duties, stamps, etc. The war
and pOst-war changes in taxation have made the system 
somewhat more equitable by the introduction of a graduated 
income~tax and super-tax, and the levy of special import 
duties on luxury articles, which naturally affect only the richer 
classes. Even so, a considerable degree of inequality still 
persists, and it needs to be rectified by the removal or reduc
tion of taxes which press disproportionately on the poorer 
sections, and by relying increasingly on taxes likely to be 
borne mostly by the richer sections. . 

§11. Recent Indian fhiance.-As was to be expected, 
the war seriously dislocated trade and industry, and therefore 
public finance also. In contrast with the budget surpluses 
which characterized the pre-war period, there came a succes
sion of deficit budgets in both central and provincial finance. 
Various 'economies were carried out oli the lines recommended 
by the Retrenchment Committee of 1922-3, and surplus bud
gets became again a. feature of Indian finance for some years 
beginning from 1923-4. After 1927-8, however, budget equili
brium was disturbed. The world economic depression caused 
u. very serious deterioration of many important revenue heads 
like customs and income-tax and adversely affected the earli
ings of commercial departments like Railways and Posts and 
Telegraphs. The deficits had to be covered by heavy addi
tional taxation-about Rs. 45 crores in the three years 1930-3. 
By this means, however, the Central Budget was able to 
show u. small surplus, which has considerably increased during 
the 1ast, three years, 1934-5 to 1936-7, making some relief in 
taxation (e.g. income-tax) possible; The prospects of further 

1 The burden of. taxation (central and provincial; including land revenue) 
per head in British India was Re. 0-0·6 in 1939-3. According to Sir 
Pnrshottamdas 'Thakurdae,' the burden of tantion per head was Re. 1-1~9 
in 1871, Rs.' g·6-6 in 1901, Rs. 2-14-0 in 1913, and Re. 6·1-8 in 1922. 
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relief from taxation in the near future for the benefit of the 
lower middle classes and for assisting the revival of trade and 
industry is held out by the Government, which should be 
able to fulfil its undertaking in the absence of any extra
ordinary contingency, now that there are some signs of 
economic recovery. 

§12.Public debt In India.-The origin of our public 
debt is to be traced to the wars of the East India. Company. 
'rhe debt inherited from the East India Company by the 
Government of India was purely unproductive. Since 1867, 
llOwever, the productive debt incurred for the construction of 
railways, irrigation works, etc., has gone on increasing. By 
far the greater portion of the public debt of India during the 
pre-war period was raised in England. The unexpected 
Sllccess which attended the Government's attempts to raise 
lon.ns in India during the period of the war mn.de the Govern
ment realize the strength of the Indian money market, and 
now most of the public borrowing is done in the country 
itself. The major portion of our debt, however, is external 
ill the sense that it is held by non-Indians. It is desirable 
t.h:~t the volume of the externn.l debt should be reduced as 
far as possible, for it is apt to create political difficulties n.nd 
to complicate the Indian exchange problem. It is, however, 
gratifying that the bulk of the public debt is productive in 
its character, being contracted chiefly for the construction of 
railways and irrigation works. 

The total public debt (i.e. the interest-bearing obligations) 
of the Government of India on 31 March 1935 was 
Rs. 1,235·74 crores; Rs. 513·36 crores being sterling debt in 
Enghnd and Rs. 722·38 crores being rupee debt in India. 
Rs. 981·03 crores represented interest-yielding assets, such as 
capital expenditure on railways, capital advanced to pro
vinces for irrigation works, etc.; Rs. 51·52 crores represented 
cash, bullion and securities held on Treasury account, and 
only Rs. 203·19 crores represented unproductive debt, not 
covered by interest-yielding assets. 

§13. Financial relations between the Central and Pro
vincial Governments.-From 1833 to 1871 all financial powerl' 
were in the hands of the Government of India, which 
controlled the smallest details of provincial expenditure. 
Lord Mayo was impressed with the necessity of some decen
tralizationin order to enlist greater interest and more ani
mated cooperation on the part of the provincial governments 
in developing the public revenues ana managing them with 
all possible economy. He initiated the system of 'Provincial 
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Settlements' in 1871, under which certain heads of expendi
ture, local in character, were handed over to the provinces. 
For the management of these, the provinces were given, in 
addition to the departmental receipts, annual fixed lump-sum 
grants, the deficiency being made good by local taxation if 
necessary. '1'he system of decentralization thus initiated was 
successively improved and extended in 1877, 1882, 1904 and 
1912. The position before 1919 was as follows: 

On the revenue side the Central Government retained 
for its use all the revenues which could not be allocated or 
traced to any province, these being called the Imperial Heads 
of Revenue (such as Opium, Railways, Customs, Salt, Posts 
and Telegraphs). Of the remainder, some were wholly pro
vincial, like Forests, Excis~ (in Bombay and Bengal), Regis
tration, the departmental receipts from such provincial 
departments as Education, and Law and Justice. Lastly, 
there was an important class of divided heads of revenue, 
such as Lan·d Revenue, Income-Tax, Excise, Irrigation and 
Stamps. 

On the ex.penditure side a. somewhat similar arrangement 
prevailed, and there was a. special arrangement for the 
sharing of expenditure on famines. 

Since the 'Reforms of 1919, of which the keynote was 
financial autonomy, the divided beads were abolished and the 
new allocation of revenue and expenditure was as follows: 
(i) -Imperial Heads 0/ Revenue: Opium, Salt, Customs. 
Income-Tax, Railways, Posts and Telegraphs, Military 
receipts. (ii) Provincial Heads of RefJenue: Land Revenue 
(including Irrigation), Stamps (judicial and commercial), 
Registration, Excise, Forests. 

ProfJincial contTibutions.~Theabolition of divided heads 
of revenue an"d the provincialization of some· heads like Lana 
Revenue and Stamps· resulted in Ii: large central deficit. A 
Committee (Meston Committee)' appointed in 1920 to consider 
the question of meeting this deficit proposed a scheme of 
provincial contributions to the central exchequer. Initial 
contributions were fixed accordingly on. the basis of what the 
various provinces were 'immediately in a position to pay 
without having to face a deficit or being compelled to resort 
to new ta.xation. The initial contributions were to· be 
gradually replace"d by standard' contributions based· on the 
capacity to pay of each province. The Meston Settlement 
failed to please anybody, and there was an unceasing clamour 
for the abolition of the contributions. The gradual improve
ment in the finances of the Central Government enabled it to 
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grant substantial remissions in 1925-6 and the succeeding 
years, and with effect from 1928-9 the system of provincial 
contributions was completely abandoned. In spite of this, 
however, the main grievance of the provinces, especially of 
the industrial provinces like Bombay and Bengal, still 
l:emained, namely, that with stationary needs the Central 
Government had elastic sources of revenue, e.g. income-tax 
and customs, while the provinces, whose needs were rapidly 
expanding, had been given sources of revenue like land 
revenue and excise from which it was difficult to obtain cor
respondingly larger incomes. In these circumstances the 
provinces agitated strongly to secure a substantial share in the 
income-tax, the demand for which was particularly insistent 
on the part of the comparatively industrialized provinces of 
Bengal and Bombay. A small share in the income-tax wai 
granted to the provinces. 

§14. Indian finance under the new Federal Constitu
tion.-The important· question of distribution of revenueR 
between the Central Government and the provinces (or Ilnits 
of the coming Federation) has been recently considered by 
various committees and commissions, such as the Simon 
Commission (Layton Report), Federal Finance Sub-Oom~ 
mittee of the Round Table Conference (Peel Sub~Committee 
of the Federal Structure Committee), and the Percy Com
mittee. 

The Government of India Act of 1935 which ushers in 
the hew federal constitution contains the following provisions 
based on the findings of all these bodies. 

The following duties and taxes are to be levied and 
collected by the Federal Government : 

(i) Duties in respe,ct of succession to property other 
than agricultural land. 

(ii) Stamp duties in respect of bills of exchange. 
cheques, promissory notes, bills of lading, letters of credit, 
policies of insurance, proxies and receipts. 

(iii) Terminal taxes on goods or passengers carried by 
railway and air. 

(iv) Taxes on railway fares and freights. 
The net proceeds cif the above duties and taxes are not 

to' form part of the revenues of the Federal Government but 
are to be distributed according to certain principles among 
the provinces and federated States within which the said 
duties and taxes have been levied. It is open to the Federal 
Legislature, however, to levy a. surcharge on these duties anct 
taxes and to appropriate the proceeds for Federal purposes. 
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Taxes on Income (excluding corporation taxes).l-Taxes 
on income, other than agricultural income, are also to be 
levied and collected by the Federal Government. A percen
tage of the net proceeds prescribed by Orders-in-Council are 
to ,be assigned to the provinces and the federated States 
within which such tax is leviable in a given year in such 
manner as may be prescribed by Orders-in-Council. 

The Federal Legislature may at any time increase such 
taxes by a surcharge for Fe'deral purposes. 

Salt excise and ex,port duties.-Duties on salt, federal 
duties of excise, and export duties are to be levied 
and collected by the Federal Government. But the Federal 
Legislature may pass an Act providing for the payment to 
the provinces of sums equivalent to the whole or part of the 
net proceedlJ from such duties, out of the federal revenues. 

In the case of any export duty on jute or jute products, 
at least one-half of the net proceeds is to be assigned to the 
provinces in which jute is grown, the distribution being ill 
proportion to the respective amounts of jute grown in them. 

No Bill or' amendment is to pe introduced or moved in 
the Federal Legislature (except with the previous sanction of 
the Governor-General) which (i) imposes or varies any tax 
or duty the whole or part of the net proceeds whereof are 
assigned to any province; or (ii) varies the meaning of the 
expression 'agricultural income' as defined for the purposes 
of the enactments relating to Indian income-tax; or (iii) 
affects the principles on which moneys are or may be distri
butable to provinces or States; or (iv) imposes any such 
federal surcharge as is mentioned above. Before giving his 
sanction in this case, the Governor-General is required to 
satisfy himself that all practicable economies and all 
practicable measures for otherwise increasing the pro
ceeds of taxation retainable by the Federation would not 
result in balancing federal receipts and .expenditure in 
that year. 

§15. The Niemeyer award.-The Secretary of State 
recently appointed Sir Otto Niemeyer, one of the ablest 
offic~als of the British Treasury, . to conduct the financial 
inquiry contemplated by the Government of India Act (1935). 
His report, setting forth the terms 'for the financial Ilettlement 
between the. Central and Provincial Governments'with special 
reference to the division of the income-tax under the new 
Constitution, b~s been accepted, and 1 April 1937 has been 

I A corporation tax meaDs a tall: on the profits of companies. 
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announced, by Orders-in-Council, as the date. (or the inaugu-
ration of provincial autonomy. -

The Niemeyer report proposes to give financial assist~nce 
to the provinces in three ways, partly by cash subventIOns, 
partly by cancellation of the net debt inCurred previous to 
1 April 1936, and partly by distribution of a further 121% 
of the jute tax to the jute-growing provinces (~engal, Assam 
and Bihar). : 

The annual cash subventions will be as follows: To the 
United Provinces Rs. 25 lakhs, for five yeat:s only; to ARs3.Dl 
Rs. 30 lakhs; to Orissa Rs. 40 lakhs; t() the North-West 
Frontier Province Rs. 100 lakhs (subject to reconsideration 
after five years); and to Sind Rs. 105,lakhs to be reduced by 
stages after ten years. The total approximate annual relief 
aimed at is as follows: Bengal Rs. 75 lakhs, Bihar Rs. 25 
lakhs, the Central Provinces Es. 15_ lakhs, Assam Es. 45 
lakhs, the North-"Vest Frontier Province Rs. 110 lakhs, Orissa 
Rs. 50 lakhs, Sind Rs. 105 lakhs, and the United Provinces 
Rs. 25 lakhs. The extra recurrent cost to the Centre will 
be Rs. 192 lakhs. Orissa is to get a further non-recurrent 
grant ofRs. 19 lakhs and Sind of Rs. 5 Iakhs by six equal 
steps beginning from the sixth year from the introduction of 
provincial autonomy, subject to certain conditions. 

Assignment of income-tax to the provinces.-This was one 
of the major subjects of the Niemeyer enquiry. The Report 
calculates the income-tax to yield Rs. 12 crores a year. Half 
of this (Rs. 6crores) is assignable to the provinces, but for 
the first five years it will be retained by the Centre in order 
to consolidate its financial position. In the course of the next 
five- years the revenue will gradually be made available to 
the provinces, so that after ten years the provinces will 
receive their full share of the income-tax. So long, however, 
as the portion of the- distributable sum remaining with the 
Centre together with any contribution from the railways, 
aggregates to less than Rs. 13 crores, the proceeds of the 
income-tax. will not be distributed among- the provinces. The 
percentage division of the distributable portion of the 
income-tax between the provinces is as follows: 

Ma-dras, 15% Punjab, 8% Assam, 2% 
Bombay, 20% Bihar, 10% Orissa, 2% 
Bengal, 20% Central Provinces, 5% Sind, 2% 

North-West Frontier Province, 1%. 
It will thus be noticed that a considerable interval must 

elapse before the provinces will begin to receive even a 
partial benefit, and a still longer interval before they 'receive 
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the fun benefit from their share of the income-tax. During 
the firs~ five years .after the inauguration of provincial auto~ 
nomy there iano hope of the provinces getting anything. It 
is doubtful' whether even at the end of ten years the provinces 
",iIi receive. their' full ehare,' since this is dependent J firstly, 
upon the rai:hv~s. paying thl:lU: way and making their contri
bution to .the' general revenues and, secondly, upon the 
military expenditure not in~reasing. Also, it is assumed that 
general economic conditions during the next decade will not 
deteriorate and that there will be a steady recovery in India. 

Sir Otto Niemeyer's recommendations represent a compro
mise between a number of' conflicting aims and viewpoints, 
and it must be adinitted that they are characterized by a 
spirit of realism and practicalness rather tban a doctrinaire 
adhesion' to any theory of federal finance. The dissatisfaction 
with the. Niemeyer Report is indeed almost universal. This, 
howevel', by no means proves that the scheme is unsound. It 
is hardly possible to change it in favour of one province with
out prejUdicing another. At the same time the provinces 
must be given expanding sources 6f revenue to enable them 
to finance sCbemes of expansion in th& nation-building 
departments. 

It is unfortuna~e that the diversion of the yield of ·the 
income-tax to the provinces is likely to be a slow ptoces$. 
The success of Sir Otto's scheme is largely dep~ndent on .the 
satisfactory working of the railways, and Provincial .Govern
ments will in their own interests have .to. cooperate ,with the 
Government of India in restoring the prosperity . of' the rail
ways to make them substantial contributors to the . general 
revenues. This involves the regulation of provincial' road 
policy so thll.troads will assist, thel'ailways instead of com
peting against them; It also involves a. thoroughgoing over
haul of' railway expenditure on the part 01 the Central 
Government and a 'proper coordination of the different .1011118 
of transport. 1 

. 

SUMMARY 

Recen' yearS have witnessed conBid~rable chang~. in the financial .ystem 
o/India. 'The provinces have achieved ,gi-eater financial independence, al!d 
new sources of revenue (other than Land Revenue), like Income-Tax' 'and 
Customs, have come. into prominence.. The' ~egime ot customs dllti~ may be 
ilaid to have started lroni the year 1894. The (ustoms duties were .until 
recently for Tevenue purposes _and w~r~_ sometimes balanced by exCi~e' duties 
as in the case of the cotton excise (abolished in 1926). 

• Loc&l. Finance is 'discussed in the Appenaix: 
3&. 
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The period since the war has been marked by a great increase in the 
revenue from custom, duties. Since 1924 some of them have been imposed 
in furtherance of the policy of discriminate protection, and latterly, 88 a. 
result of the Ottawa Agreement of 1932, our tariff system has also come 
under the influence of the policy of Imperial Preference and has become a 
two-decker one in consequence. 

The only important export duties are those on jute and jute manufactures, 
and on rice. ' 

The 'ncome-ta:r: was first levied on a permanent basis in 1886. Itl 
history since that date has been characterized by increases in the rate, 
introduction of progression, and imposition of a super-tax_ Its yield is in 
the neighbourhood of Rs. 17 crores per year. 

The BaIt ta:r: yields about Rs. B crores per year. Being a tn on a 
necessary of life, it is unpopular. It should therefore be reduced, if no~ 

altogether abolished. 
Opium is now quite negligible as a source of revenue. As a result of 

an agreement with China exports to that cQuntry as indeed to other 
countries have now been stopped. Internal consumption is alsp strictly 
regulated. ' ' 

The principal pro"incial heads of revenue are Land Revenue, Excise, 
Stamps, Registration fees, and the Scheduled' Taxes. 

The revenue from' e:r:cise must diminish with the success of Government 
policy 'in putting down the evil of drink. For ensuring genuine and lasting 
success, however, the Government must proceed with courage and deter
mination tempered with caution. 

Since the beginning of the present century there has been a great increase 
of ,public e:r:penditurll in, India, much of which is characterized by the critic. 
of Government as wasteful and not in, the interests of the nation. Criticism 
is ,dire,ctlld particularly against the excessive, growth of military expenditure 
during and since the war. The military budget has recently been suh
stantially reduced. But further redu~tions lire demanded on the ground 
that the burden still presses much too heavily on. the poverty-stricken people 
of India.' 

On the 'ci",' side the complaint is that administration is needlessly ex
pensive· and it is suggested that it is possible and desirable to cheapen it, 
e.g. 'by substituting Indian for. European agency. It is essential' to spend 
more money on the nation-building' ,departments like education, agriculture 
and industries. 

The burden oj ta:r:ation in India is high considering the poverty of the 
people and the unproductive natu~e ~f a gre~t deal of the public expenditure. 
Taxation.is also uneveI,lly ,distributed, and its incidence ,is unduly heavy 
on the poorer sections ,of the popUlation. Since the war the injustice haa 
been rectified to some extent by imposing additional taxation which falls 
largely on the richer sections. 

Recent Indian finance has been characterized by heavy and recurrent. 
deficits, necessitating. much additional taxation. We seem, however, to be 
gradually entering upon, an ,era of balanced budgets, budget, sorpluaea and 
lighter taxes. 

Our public debt, was' in the beginning 'for nnproductive purposes like war_ 
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Since 1867, however, thl! proportion of the productive debt has rapidly 
increased. Also internal borrowing is being favoured more and more iD 
preference to loans raised abroad. 

Financial relati01l8.-Before 1871 all financial power was centralized iD 
the hands of the Central Government. Since then there has been a gradual 
process of devolution in .favour of the provinces. The latest step in this 
development is that contemplated in the G!lllemment 0/ India Act 0/ 1935. 
Tho arrangement as decided upon in the Act is composite. There are certain 
taxes which only the Federal GOllemment can levy, others which only tho 
unit. can levy. In some cases the jurisdiction is concurrent. Certain taxee 
are controlled by one authority though the yield may be shared by both. 
In somo cases tho yield of a given tax may be allocated exclusively to ono 
authority subject to a surchargo leviable for its own benefit by tho other 
authority. In short there is absence of any single uniform principle, tho 
main object kept in view being adequacy of revenues for both the Federal 
Government and tho units. 

Tho Government of India Act (1935) left certain important detaila for 
Bubsequent investigation and decision. Accordingly the Secretary of State 
appointed a special expert, Sir Otto Niemeyer, to settle the terms of the 
financial settlement between the Central and Provincial Governments. His 
Rl'port has been aceepted. Ita main recommendations are as followa: 

(i) Provincial autonomy to be introduoed on 1 April 1937. 
(ii) Cash subventions to be given to certain provinces, e.g. Orissa, North

West Frontier Province and Sind, so that all the provinces should have 
adequate resources at the inauguration of the new constitution. 

(iii) Relief to be granted to certain' provinces in the form of the can
cellation of the net debt incurred prior to 1 ~pril 1936. 

(iv) Distribution of a further 12l% of the jute tax to the jute-growing 
provinces. 

(v) Assignment to the provinces of half of the income-tax (subject to 
certain conditions) beginning from five years after the inauguration of 
provincial autonomy. The process of transfer is expected to be complete 
al the end of another five years. 

The Niemeyer Award may fairly claim to represent as equitable an 
arrangement as could be devised in the circumstances. It is, necessary. 
however, to expedite the prOcess of assignment of incoine-tax to the provinceS 
by enabling the railways to pay their way and make a substantial' contri-
bution t4 the central revenues. . 



CHAPTER VIII 

THE NATIONAL INCOME AND UNEMPLOYMENT 

THE NATIONAL INCOME 

§i. Estimates of the national income.-Estimates have 
been made from time to time of the national income of India. 
We might set out the chief among them showing the income 
per head in a tabular form as follows: 

Estimates by 

Dadabhai Naoroji 

Lord Curzon 

Wadia and Joshi 

Shah and Khambata 

!indlay Shirras 

Visvesvaraya1 

I Relating to year 

I 
... 1 1870 

1900 

1913-4 

1921·2 

1922 

1922·3 

Inrome per head 

R •. a. p . 

20 0 0 

30 0 0 

44 5 6 

67 0 0 

116 0 0 

82 0 0 

The differences in the estimates are due to a number of 
causes. First of all they relate to different periods, so that 
the. difference in prices must be taken into account. Thus 
between 1913-14 and 1921~2 prices had risen by about 80%, 
'so that Rs.44-5-6 in 1913-14 would be equivalent to about 
Es. 80 in 1921-2. Secondly, the area covered by the est-i
·mates is not always precisely the same. Thirdly, the methods 
-of calculation are not uniform. Practice has varied with 
-regard to items to be included and deductions to be made. 
We must further allow for the bias-pro-Government or anti
Government-of the inquirer. Besides the estimates on a 
national scale quoted above, there have been a number of 
intensive inquiries into the economic condition of certain 
llelected regions, e.g. those carried out by Dr Mann in 
Bombay and by Dr Slater in Madras and the investigations 

• In the present slump, as Sir M. Visvesvaraya suggests, it would be 
eorrect to take the average income at about two-thirda of the normal, or 
:Rs. 55 per head.-Planntd Economy IIYI India, p. 27. 
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in the Punjab conducted undex: the auspices of the Board ot 
Economic Inquiry. 

§2. The poverty of India.-Even the most optimistic ot 
these inquiries-whether national or region-al-only serve to 
emphasize the fact that the inhabitants of this country are 
beset with a. poverty for which there is no parallel in modern 
times in the countries of western Europe. Comparison of 
India with some of the advanced nations of the modern world 
conveys the same dismal lesson. The· per capita income in 
Japan is about Rs. 271; in Germany, Rs. 634; in France, 
Rs. 636; in the. United Kingdom, Rs. 1,092; in Canada,' 
Rs. 1,268; in the U.S.A., Rs. 2,053. 1 However, while 
everybody must admit that there is appalling poverty in India, 
there is a. silver lining to the -cloud and there are on the 
whole good grounds for supposing that real if very slow ame
lioration in the condition '_of the people has been in progress 
in recent times and should be maintained when the country 
recovers from the serious set-back due to the present world 
depression. The villager consumes more salt, more· sugar. 
and more tobacco, and imports niore luxuries and conveni
ences than he did a. generation ago. He eats more food and 
has a better house to live in than his father. To a con
siderable extent brass and other metal vessels have taken 
the place of coarse earthenware; The per capita consumption 
of food and of cloth is· increasing. The impression of 
gradual ecoIiomic betterment which one obtains from- facts 
like these and from the various estimates of the national 
dividend. is strengthened by such admitted tendencies as the 
growing in'dependence of spirit displayed by agriculturll.l and 
industrial labour. However, although it is true that some 
advance has taken place, it is insignificant as compared with 
the progress achieved by some of the foremost western -nations 
and reflected in decline of pauperism,. decrease of dea~h-rate~ 
shortening of hours of labour,spread of educat~on, increase 
in means of recreation, improvement in housi~g and 
sanitation, etc. ., . 

, §3. Causes of Indian poverty.-rrhe poverty of India is 
a. highly complex phenomenon and the factors accounting ll?r 
it are many and varied. A more vigorous development of' 
the economic resources of the -country and lit more rapid 
spread of -education and general enlightenment are plainly 
needed. The problem of Indian poverty is, as ·we -have seen .. 
implicit in the treatment or. almost every topic of Indian' 

, • Vi$vesvaraya, op. cit., p. 117. 
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economics and it is impossible to deal with it without open
ing up the whole field of economic and not a little of the 
political argument concerning present-day India. 

§4. Defects of distribution and consumption.-Not only 
is the aggregate of national wealth deplorably small in rela
tion to the size of the population in India, but it is also 
very unevenly distributed. According to Shah and Kham
bata, about a third of the wealth of the country is enjoyed 
by about 5% of the popUlation; about 35% is absorbed by 
about one-third of the population; while the remaining 30% 
or less is distributed among more than 60% of the popula
tion. It is a well-known economic maxim that uneven dis
tribution makes for diminution of welfare and aggravation of 
poverty. This evil, however, is not so glaring in India as 
in the capitalistic countries of the west, and as between ill
adequate production and inequitable distribution, the former 
is by far the more serious drawback of Indian economy. 
Besides the size of income and the manner of its distribution, 
another important element in national welfare is the proper 
ordering of expenditure or consumption. All classes of people 
in India, as elsewhere, can be proved to be more or less 
guilty of ill-regulated expenditure due to the tyranny of 
custom and religious prejudice (e.g. expenses on marriages, 
funerals and the like) and the influence of ignorance. An 
outstanding example of defective consumption is furnished 
by the ill-balanced dietaries adopted by many of the people in 
lndia. The prevalent dietaries in most of the provinces in 
India have beell largely controlled by local circumstances and 
determined by the kind of food raised on the spot, with the 
result that the staple food of large sections of people is lack
ing in important nutrient substances. For example rice, the 
staple food of people in Madras and Bengal, is fundamentally 
a poor diet, deficient in important organic salts and vitamins. 
The wheat- and meat-eating Sikhs, Pathans and Gurkhas 
have a much better physique than the rice-eating Bengalis 
and Madrasis. The addition of wheat, milk, butter and meat 
improves the rice-eater's diet, as in the case of the Maratha. 
The problem of malnutrition is distinct from the problem 
of poverty. An excessively low income is of course a. funda
mental -difficulty. But another difficulty is the failure to 
make the best possible use of a given income. • A dietary 
conducing to malnutrition may cost more than a well-balanced 
dietary which promotes health.'l 

I Agricultural Commu8ion Report. pp. 494-5. 
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The present facilities of transport should help ill remedy
ing the deficiencies of diet in any particular province by the 
import of the needed food-stuffs from other provinces. 
But extensive propaganda based on authoritative investiga
tions is necessary in order to make people desirous of chang
ing unsatisf!tctory food habits. The subject of nutrition in 
relation to public health should find its- rightful place in the 
curriculum of medical and other studies. Advisory commit
tees on nutrition manned by competent people are also likely 
to be helpful in disseminating reliable information on dietetic 
matters. The subject of consumption and expenditure in 
general is deserving of all the attention which the educationist 
nnd the moralist can devote to it. 

UNEMPLOYMENT 

§5. Different kinds of unemployment.-The discussion 
of the poverty problem leads by a process of easy transition 
to that of unemployment, since the great poverty of the 
people is after all the fundamental cause of all unemployment. 

We shall now proceed to consider the various forms which 
unemployment tak.es in India. 

(i) The vast majority of the popUlation of India. is 
engaged in agriculture and we have already seen 1 that in 
agriculture, as at present organized in India, there is seasonal 
unemployment of greater or less duration in the year in most 
parts of the country, and the question of finding suitable 
supplementary industries for keeping the cultivator occupied 
during this period of enforced leisure has been discussed. 

(ii) There is another species of unemployment to which 
India. is subject from time to time. The partial or total 
failure of the monsoon may be regarded as a sort of lock-out 
declared by nature, and it may result in throwing thousands 
of people out of their normal employment on the land. This 
creates the problem of famine relief. 

(iii) Industrial unemployment of the type now familiar 
in the west, of course also occurs in India. for the same 
reasons as elsewhere. But since only a small proportion of 
the people is engaged in modern industries, this kind of 
unemployment does not loom so large in this country. 
Qualitatively the problem is much the same here as in the 
western countries. But quantitatively it is far less formid
able. It will assume larger proportions and attract more 

I See ch. ill, § 15. 
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attention with the growth of industrialization. So far as we 
have any modern industries at all, they have been caught 
up in the present world depression, and consequently the 
volume of employment offered by them is considerably 
smaller at present than normally. However, industrial un
employment in India differs from the parallel phenomenon 
in the west not only in scale but also in the na.ture of the 
problem it creates for the State. When for any reason work 
cannot be obtained in the cities, most of the labourers return 
to their villages and remain there until industrial conditions 
improve and there is again a demand for their labour. To a. 
large extent, the people concerned themselves solve their 
problem and no call is made on the Government for 
assistance. 

(iv) The rise and progress of modern industry in India 
and particularly the competition of machine-made goods 
from'abroad have been often attended with loss of occupatiott 
to cottage workers, and in an earlier chapter we have indi
cated some methods of dealing with the situation which hR'J 
thus arisen;l 

(v) Latterly the question of middle-class unemployment 
has come into prominence and is exciting much alarm and 
o,nxiety. " 
" IIi' this chapter we llropose to concentrate attention on 
(i) rural unemployment due to failure of rains, i.e. famines; 
and' (ii) middle-class unemployment: 

§6. History of famine rellef . ...;..;.India has always been 
subject to famines and there is no evidence for supposing 
that they are more frequent now than they were before. In 
fact', owing to undeveloped c'ommunications' and the conse
quent imPossibility of bringing relief to the distressed areas, 
famines were far more calamitous in the pre-British period 
than at present. Historical evidence' on this point is ample 
an-d convincing. The present view as to the responsibility 
of the State in the matter of famine prevention and famine 
relief is itself a recent growth, dating roughly from 1865, 
the year of the Orissa famine. The loss of life during this 
'famine was needlessly great because of dilatory Government 
actfonin launching relief measures. As a result of an 
inquiry presided over by Sir John ~ampbell, the Government 
declared that its definite policy was to save life at any cost. 
This, however, 'led in subsequent years to indiscriminate 
charity and' excessive expenditure. In 1878 was introduced 

1 See ch. iv, §l9. , 
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the scheme of the Famine Insurance 'Grant, by which a sum 
of Rs. 11 crores was provided in the annual budget of the 
Government of India to be spent on direct relief if there was 
a famine, and on the construction of public works of a. 
protective nature,· if the year was normal. The recommen
dations of the Famine Commission of 1880, presided over by 
Sir Richard Strachey, supplied the foundation on which the 
present system of famine" relief is based. Communications. 
were extended by renewed activity in building railways. 
under the new guarantee system.:I The principles of famine 
relief (based on the recommendations of the Famine Com
mission. 1880) were clearly defined as (i) provision of work 
to the able-bodied at a. wage sufficient to secure health but 
not ordinary comforts ; (ii) gratuitous relief to the infirm in 
their own villages or in poor-houses ; (iii) assistance to the 
land-owning classes in the form of takkafJi loans; and (iv) 
suspension and remission of land revenue. 

Famine codes e~bodying these principles were prepared 
for every province, and were suitably amended in the light 
of later experience. The' amendments, influenced by the 
recommendations of the Famine" Commission of 1901 (pre
sided over by Sir Antony Macdonnell), were of fundamental 
importance. The" Commission emphasized the need for 
'moral strategy' or 'putting heart into the people', i.e. assist
ing the people by loans and other means as soon as danger 
is scented,: by prompt and, liberal grants of takkafJi, early 
suspension of land revenue, and a policy of 'prudent boldness.' 
with . large and elastic plans of relief, constant watchfulness 
for signs of approaching calamity. and full enlistment oC 
non-official help. The Commission further drew attention to 
the necessity of" devising measures for tackling fodder famines 
and"' saving cattle, starting cooperative credit societies and 
extending" State irrigation works" of a protective character.:r 
The" amended Famine Codes embodying these principles have 
been found to work satisfactorily; so that famines may noW' 
be said to have been brought more effectively under adminis
trative control than ever before in the history of India. One 
main cause' why this has been possible is the great progress 
that has been made since Lord Dalhousie's time in the 
development of communications and transport." We have 
now 'no such thing as food famines, i.e. it is rarely that foo~ 
is not" available" somewbere in "the country. The problem 

1" " '.' " 

I See ch. iii, §8 (ii). • See ch. v, §\J (iii). 
'~See ch. iii; §10. 
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is to transport it quickly to the affected areas, and this 
is now possible owin..s- to the development of transport. But 
because of relative scarcity and the expenses of transport the 
prices of food-stuffs are higher than in normal years, while 
the people in the famine-stricken areas, having temporarily 
lost their employment on the land, have no money with which 
to buy the food. Modern famines, in other words, are not 
Jood famines but money famines. Famine relief therefore 
now consists mainly in providing work and paying wages for 
it, in order to enable those who seek relief to buy sufficient 
food. 

Under the financial decentralization which followed the 
Reforms of 1919, each province was required to provide 
annually for its own famine insurance out of its revenues, and 
to pay the amount into the Famine Insurance Fund. As need 
arose, it was open to each of the provinces to spend the 
amount to its credit ill the Famine Insurance Fund for (i) 
relief of famine; (ii) construction of protective works; or 
(iii) grant of loans to cultivators. 

The constitution of the Insurance Fund was radically 
changed in the year 1928-9. Under the new regulations the 
fund has ceased to be an insurance fund. It is now called 
the :Famine Relief Fund, and its primary object is to provide 
for expenditure on famine relief proper, the word 'famine' 
being held to cover famine due to drought or other natural 
calamities (e.g. an earthquake). Accordingly, the annual 
assignment from revenues as well as the balances in the 
Fund, till they exceed a certain prescribed amount, are 
not expended save upon the relief of famine. The balances 
at the credit of the old Insurance Fund have been transferred 
to the new fund. In Burma and Assam, where no Famine 
Relief Fund has been created, the balances were transferred 
to the general balances of the provinces. The total additions 
to the Fund during the year 1934-5 were Rs. 28·91 lakhs, 
inclusive of interest on the balance. The total withdrawals 
(inclusive of Rs. 21·95 lakhs of expenditure on the clearance 
of sand in the areas affected by earthquake in Bihar and 
Orissa) during the same year were Rs. 40·42 lakhs. The 
closing balance in the Fund on 31 March 1935 stood at Rs. 
2,85·71 lakhs. 

§ 7. Famine relief organization.-W e may here give 1\ 

brief description of the relief organization built up by the 
Government in the course of the last seventy-five years. 1 

1 See Imperial Gazetteer. oj India. V?1. m, pp. 477-81. 
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(i) Standing preparations are made on a large scale. 
Valuable information is gathered about climatic conditions, 
-crops and prices, births and deaths, etc.; programmes of 
suitable relief works are kept ready and brought up to date; 
the country is mapped out into relief circles, and reserves of 
tools and other equipment are kept ready. 

(ii) When rains fail, a careful look-out is kept for danger 
6ignals indicating the approach of distress, such as rise of 
prices, restlessness of people, and their aimless wandering, 
and increase in crime, especially of petty thefts. 

(iii) The Government then declares its general policy as 
based on moral strategy. Meetings are called for explaining 
this policy to the people, non-officials are invited to help the 
Government; suspension of revenue is announced and loans 
for digging wells, etc., are made. Village inspection begins, 
and preliminary lists of helpless persons are prepared. 

(iv) Then follows the first stage of actual relief. Test 
works are opened and, if considerable labour is attracted to 
them, they are converted into relief works. 

(v) The next stage commences 'from December. Oentral 
relief camps are organized and gratuitous relief is given to 
the infirm in the villages. Poor-houses are opened in towns; 
and village kitchens are run for the benefit of children. The 
distress reaches its climax in May, when there is fear of an 
outbreak of cholera. 

(vi) The last stage begins with the advent of the rains. 
The large relief works are closed down and people are moved 
in batches to smaller relief works near their villages. Local 
gratuitous relief is extended, and liberal advances are made to 
cultivators for the purchase of cattle, ploughs and seed. 
When the principal autumn crop is ripe, the few remaining 
works are gradually closed down and gratuitous relief ceases. 
The famine is ordinarily at an end by the middle of October. 
All this time the medical staff is kept ready to deal with 
cholera and malaria-diseases which generally appear when 
the rains break out. 

§8. Middle-class unemployment.-Middle-class unem
ployment has in recent years assumed alarming dimensions 
and attracted widespread public attention. Investigations 
through specially appointed committees were carried out be
tween 1924 and 1928 in several provinces, like Bengal, 
Madras, Bombay and the Punjab, and in some of the Indian 
States like Travancore. The most recent committee appoint
ed by the U. P. Government under the chairmanship of 
Sir Tej Bahadur Sapru signed its unanimous report in 



560 INTRODUCTION TO ECONOMICS 

December 1935. The reports of all these committees show that 
middle-class unemployment is an all-India problem. The evil 
is a very serious one, whether one considers the sufferings of 
the unemployed young men themselves or the social' and eco
nomic effects of 'the existence and steady incr~ase of a 
sort of intellectual proletariat not without reasonable 
grievances. . .. So long as the great mass of the nation's 
intelligent manhood is driven, in ever-increasing numbers. 
along the same, often unfruitful course of study, which 
creates expectations that cannot be fulfilled and actually un
fits those who pursue it from undertaking maoy useful 
operations necessary for the welfare of the country, any 
Government however it may be constituted. whether it be 
bureaucratic or popular, must find its work hampered by an 
unceasing stream of criticism and a natural demand for relief 
which cannot possibly be met.' Again the gospel of revo
lutionary socialism or communism finds willing adherents in 
young men who nurse a strong sense of personal injury 
against a scheme of things in which apparently they have no 
place. 

§9. Oauses and remedies.-IIidia, like the rest of the 
world, has 'been severely hit by the unprecedented severity of 
the presen.t economic depression. Employment offered by 
the Government or by private agencies has consequently 
shrunk very greatly, while the supply of men seeking it has 
grown rapidly. Another cause of unemployment among the 
educated classes is inherent in our present system of educa
tion, which qualifies people almost exclusively for clerical 
occupations, and those who undergo education generally do so 
with a view to Government service or to admission to a few 
verymuch over-stocked professions such as law and medicine. 
The education that is iinparted . also fails to emphasize the 
idea. of the dignity of .labour. One result of this is that boys 

·belonging to the agricultural and the artisan classes, instead 
of becoming more efficient in their ancestral occupations 
because of their education, come to look down upon it and 
prefer starving' as fifth-rate clerks to earning a decent liveli
hood in their 'family occupations. This merely accentuates 
the' prevailing unemployment among the educated classes .. It 
must, however, be added that, while parents fail to display 
the necessary vision. and foresight in choosing occupations for 
their boys, this is to some extent 'due to the absence 'of 
facilities for practical training-agricultural, technical, indus
trial or commercial. 

The most iinportant cause of middle-class unemployment 
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is the very poor industrial development of the country· and 
consequently the small number of careers open to our young 
men. The under-development of the economic resources of 
the country is at the basis of the poverty of the masses and, 
in the last analysis, dominates all species of unemployment. 
Everything that leads to the economic betterment of the 
country will therefore obviously' be a remedy for unemploy
ment. The rise in the general level of prosperity will for 
example increase the "demand for the services of clerks, 
teachers, lawyers, doctors, salesmen, managers, insurance 
agents, etc. Any f.QIther extension of Government activity 
for the sake of bringing about an all-round betterment of the 
country will also mean more employment for the educated 
classes in the various departments of administration. 

§10. The Sapru (Unemployment) Committee.-We may 
here refer to some of the more important recommendations 
of the Sapru Committee and classify them as follows: (i) 
those which aim at increasing the demand for educated men; 
(ii) those which aim at avoiding excess of supply; and (iii) 
those which aim at a proper adjustment of supply to demand 
(actual or potential). 

(i) Municipalities and District Boards should be com
pelled to employ qualified engineers and supervisors for the 
purpose of maintaining roads and buildings in an efficient 
condition. " 

The Government might with benefit provide more 
employment for qualified medical men by extending the scope 
of public medical relief, by attaching more private practi
tioners to public hospitals, by starting investigations conduct
ed through qualified medical men into the efficacy of 
indigenous drugs, etc." . 

Municipalities" and District Local Boards should be 
compelled to employ properly qualified medical officers for 
carrying out their duties in connexion with public health and 
sanitation. . . " 

The over-crowding of the legal profesSion . may be 
remedied to some extent by the introduction of greater 
specialization of functions, e.g. some should specialize in 
drafting "documents, others in arguing cases, etc. 

The Government should consider the question of restoring, 
as finances permit, useful pOsts-which have recently been 
retrenched on grounds of" economy. 

The rules regarding retirement o~ public se~ru:tts at the 
age of 55 should be strictly enforced so as t() gIve a chance 
of employment to new . young recruits. . 
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Large-scale and small-scale industries should be stimu
lated so that they might absorb an increasing number of 
our young men. 

Vigorous steps should be taken to introduce compulsory 
primary education, without which no substantial economic pro
gress is possible. This would also mean an increased demand 
for teachers, and would so far remedy the existing unemploy
ment. 

(ii) -The High School examination should have two kinds 
of certificates--one certifying completion of the course of 
secondary education and qualifying for the subordinate 
branches of Government service and also - for admission to 
industrial, commercial and agricultural schools, and the other 
qualifying for admission to Arts and Science colleges. In 
this manner many students who are really unfit for a uni
versity career in Arts and Science will be diverted at the 
close of their secondary education, and this will reduce the
number of unemployable graduates. 

(iii) The facilities for practical training in the various
technical educational institutions should be extended, and' 
education in general should receive a more prononncedly 
practical and, in the case of primary schools, a. definitely 
rural, bias. 

Medical practitioners should be encouraged, if necessary
with the help of generous subsidies, to- settle down in rural 
areas instead of congregating in the few big towns. 

Steps should be taken to develop new professions like
pharmacy. dentistry, accountancy, architecture, librarianship, 
insurance work, and journalism, and suitable training should' 
be provided for qualifying for these careers. 

An - attempt should be made to induce agricultural 
graduates and diploma holders to make scientific farming a 
means of livelihood. The development of dairy farming would 
afford another possible avenue of employment for them. 

Steps should be taken to bring qualified educated men
into -touch with commercial houses for employment. RegionaT 
vocational guidance authorities should be created for this: 
purpol:;e .. 

The Government should. spread broadcast information
regarding possible careers and- bring into existence suitable
machinery for giving sOund advice to parents regarding the 
aptitudes of their boys and- the choice of a -suitable career for 
them. 

Secondary schools should provide much more diversified' 
courses of study than at present, lI;.nd in the universitie~ 
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greater . stress should be laid on scientific and vocational 
education. 

Appointment Boards should be created for university 
graduates as also for the products of the secondary schools. 

SUMMARY 

NArIONAL INCOUB 

The extreme pOllert" of India is brought out clearly by the varioulF 
estimates of the national income made from time to time and by a number 
of more limited regional inquiries carried out in the different provinces. 
However, considering the position over the period since about 1870, there
has undoubtedly been some progress, though it 'has been very slow, and 
quite insignificant when compared with the achievements of the advanced 
nations of the wesll. A discussion· of the causes of ·Indian poverty mU8~ 
inevitably open up the whole field of Indian economics. 

Besides low production, Iildia· also Buffers 'from uneven distribution oC 
wealth. The more pressing question of· the moment, however, is how to-
increase the tOtal production of wealth. . 

The eflects of poverty are further aggravated 'by many defects of con
sumption due· to the :tyranny of custom aAd religious prejudices and to 
ignorance. 

Consumption i~ found to err at present among other things as regardlF 
the selection of a proper health-giving diet. Many of the prevalent dietlF 
in India are seriously defective, and the question of changing the food' 
habits of the people ought to engage the earnest attention of the Govern-
ment and of the educational agencies in the country. . 

UNBHPLOYllBNT 

The problem of industrial unemployment of the modem type is growing
in extent and seriousness. But it is not yet of the same order of importance-
8S in the west. 

Agriculture is the primary industry in India and'. its fortunes are' 
dependent on the capricious monsoon. If the. rains fail,· this spells UB-' 

employment for large numbers of people who thUB come face to face wiilr 
the spectre of famine. (There is of course _easonal unemployment for • 
part of the year even if the rainfall is norma1.) The elaboration of effective
machinery for coping with famines belongs to the last threl;l-quarters of a· 
century and is largely made possible by the modem development of transport. 
and communications. Each locality need no longer depend on the food
stuffs raised by itself. It can now draw upon the supplies available in
other localities in the event of failure of local supplies. Famine has thur 
come to mean not absolute failure to obtain food at any cost, but com
l'arative scarcity and high prices. Enough food is almost always available. 
The problem is to put people in the distressed areas in possession of sufficient· 
purchasing power to obtain it. 

Famine relief mainly consists in providing work and wages to those
rendered temporarily helpless. by the failure of the rams. Each province-
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has a famine code of its own which lays down in detail the plan cf 
actioll to be followed for coping with a threatened or actual famine. Every 
provinc6was also requir~d to provide in its annual budget a certain fixed 
sum (depending upon its liability to famines, etc.) which was in the first 
instance paid into a Famine Insurance Fund upon which it wa~ then entitled 
to draw, 8S occasion arose, for preventing or relieving famines. Since 1928-9, 
tho old Famine Insurance Fund has been replaced by the Famine Relief 
Fund. Its main object is to provide for expenditure on famine relief proper. 
The principles of Government famine policy Bre: (i) as far as possible to 
make people help themselves, encouraged by Government assistance in .. the 
form of loans, suspension of land revenue, etc.; (ii) to limit relief to the 
minimum necessary for securing health; (iii) to make relief conditional on 
work in the case of the able-bodied and to utilize as fully aa possible the 
services. of non-officials; (iv) constant preparedness, eternal vigilance, and 
prompt and definite action as soon as danger is scented. The actual detaila 
of tbe programme of famine relief are most elaborate and represent the 
fruit of long experience and much thought. 

The problem of middle-class unemployment haa excited much attention 
and· anxiety in recent years. Various committees appointed during the last 
few years by the different provincial Governments have deliberated and 
mada recommendations for dealing with the evil. 

The causes of middle·claBs unemployment are a defective ayatem of 
education which is too academic and too much. out of touch with real 
facts and needs, &nd the under-development of the industrial life of the 
eOuntry, which consequently limits the openings available to the educated 
dasses. The· latest of the provincial committees on this question ia the 
Sapru Co~ittee. They have made an exhaustive study of the problem, 
bringing under close scrutiny every field of activity open to the educated 
dasses. Their recommendations cover a wide range and include many aug
gestion8-Some of which are intended to be mere palliatives, while otben 
are radical and contemplate far-reaching changes. They envisage a great 
extension of Government activity and a thorough overhauling of the edu
eational system of the country. These recommendations can all be placed 
under one or other· of the following three categories: (i) those aiming at an 
increase of demand for educated men; (ii) those aiming at avoiding an excess 
of supply; and (iii) those aiming at a lDor~ effective adjustment or sopply to 
demand (actual or prospective). 
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DISTRICT, VILLAGE AND MUNICIPAL (URBAN 
AND RURAL) ADMINISTRATION AND FINANCE 

DISTRICT ADMINISTRATION 

§ 1. The District as the unit or adminlstration.-The 
average British Indian province, being too large to be con
veniently administered as 3 unit, is divided into several 
Districts. In all provinces except Madras, ,the Districts are 
combined into four to six groups, called Divisions. The 
administrative head of 3 Division is the Commissioner, who 
in revenue matters is subject to the control of ,3 'provincial 
Board ot Revenue or 3 Financial Commissioner (in all pro
vinces except Bombay). At the provincial, headqua.rters are 
the Secretariats where the Governor, as head of the provincial 
administra.tion, the Executive Councillors and the MinisterR 
have their offices. They are assisted by 3 Chief Secretary 
and by Departmental Secretaries. Each Department (Edu
ca,tion, Police, Forest!:!, Excise, etc.) has its administrative 
head (such as the Director of Public Instruction, Inspector
General of Police, etc.). The Commissioner of a Division 
ranks as an adzninistrative head in the Revenue Department 
and receives his orders direct from the Provincial Government, 
whose general authority thus descends through the Commis
sioner in a direct chain to the District Officer. 

§2. The CoUector-Magistrate.-The District is the most 
vital unit of administration, and a. large part of Government 
buliness, including normally all communication with the 
general public, is done by District officers. The principal 
District officer has a. dual capacity; as Collector (known in 
the pIa Non-Regulation provinces, like the Punja.b, as the 
Deputy Commissioner), he is the head of the revenue organiza
tion; and as Magistrate he exercises general supervision over 
~he inferior criminal courts, and ~n particular di,rects the 
police work. In areas where there is no permanent revenue 
settlement he, is in continuous touch, through his 
revenue subordinates,1 with every inch of his territory, and 

• This Appendix is intended to meet the requirements of the Intermediate 
Economics syllabus of the t;niversity of the Punjab. 

• See §4. ' 

37 
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recommends adjustment of the Government land revenue if 
necessary. 1 

The primary function of District administration is to 
collect the revenue and to keep the peace. But, because it is 
so close-knit, so well-established and so thoroughly understood 
by the people, it simultaneously discharges many other duties. 
It deals with the registration, alteration, and partition of 
holdings; the settlement of disputes; the management of in
debted estates; loans to agriculturists; and, above all, famine 
relief. The revenue officials, and to a much more limited 
extent the police, convey the orders of the Government to 
the people in a hundred ways. These two agencies are the 
sale representatives of Government over vast areas of the 
country. Several other specialized services exist, such as the 
establishments for irrigation, roads and buildings, agriculture, 
industries, factories, cooperative credit, etc., which are con
trolled not by the District officer but by their own depart
mental heads; but in varying degrees the District officer 
influences policy in all these departments and he is always in 
the background to lend support or, if need be, to mediate 
between a specialized service and the people. Indeed the 
Collector is in the eyes of most of the inhabitants of a District 
'the Government' itself. His prestige is very great and the 
range of his influence wide. He is usually a fairly senior 
member of the Indian Civil Service, which has always exer
cised wider powers than any purely civil service in the English 
sense. Some District officers rise to the rank of Divisional 
Commissioner, Executive Councillor and even Governor of a 
province. Before the Reforms of 1919, the Collector, in his 
capacity as' the President of the District Local Board, came 
into intimate touch with the duties performed by these Boards, 
and even today has extensive powers of supervision. Although 
as the result of the constitutional reforms the functions' oC 
the District officer are becoming more purely adviso.ry, the 
Collector is still the most important and most trusted repre
sentative of the Government. It is needless to add that his 
post calls for rare qualities of integrity, judgment and 
decision. 

§ 3. Other officers in the District and their duties.
Almost all the administrative work of the Districts wag 
originally' done by the Collectors and their subordinates. 
There are now, as stated above. specialized Departments of 
administration with their respective District heads, provincial 

1 See cb. iii, § § 30 and 31. 
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Heads of Departments and subordinate officers in the District. 
The more important District officers and their duties are 
noticed below. 

(i) The District and Sessions Judge is at the head of the 
administration of justice in a District and has both original 
and appellate jurisdiction in civil and criminal matters. 

(ii) The District Superintendent 0/ Police is the head 
of the District Police force. He is, however, the assistant of 
the Collector for police purposes in the latter's capacity as 
District Magistrate, and has to keep him informed of all 
matters of importance concerning the peace of the District 
and the state of crime. 

(ill) The CiviZ Surgeon is the chief District medical 
officer and is in charge of the civil hospitals and dispensaries. 
He is also the Superintendent of the District jail. A certain 
number of these posts are reserved for the members of the 
Indian Medical Service. 

(iv) Deputy EducationaZ Inspector.-Until recently the 
District head of education was the Deputy Educational 
Inspector working under the supervision of the Educatiopal 
Inspector of the Division. Administrative officers appointed 
by the District Boards are now in charge of primary education 
in the district. . 

(v) The Executive Engineer is the District head of the 
Public Works Department and is in charge of roads, build-
ings and irrigation works. . 

(vi) Other Departments or the administration (e.g. coope
rative, agricultural, excise, forest, veterinary, public health) 
working in the Districts are also represented· by their 
respective officers. As pointed out above, although all these 
Departments are controlled by their respective heads, the 
Collector is in close touch with their general working and is 
indirectly influential in shaping their policies. 

§4. District subdivisions.-The District, being too large 
to manage as a single unit, is always subdivided for adminis
trative purposes into a number of subdivisions, and these are 
again divided into talukas or tabsils. The subdivision is in 
charge either of a junior I.C.S. officer called the Assistant 
Collector (known in the old Non-Regulation provinces as 
AE'sistant Commissioner), or of a member of the Provincial 
Civil Service called the Deputy Collector (known in the old 
Non-Regulation provinces as Extra Assistant Commissioner). 
These officers, like the Collector. combine in their person 
magisterial as well as revenue functions. The tahsil or taluka 
is in charge of an officer called by various names, such as . 
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mamlatdar (in Bombay), tahsildar (in Punjab) or muktyarkar 
(in Sind). The tahsildar has been rightly called 'the non
commissioned officer of the administration', and discharges a. 
host of duties, including magisterial functions. He is in the 
closest touch with village officers and the people, and is in 
most matters the intermediary between the District officers 
and the people. The tahsildar has his parallel in all the other 
services (e.g. the Inspector of Excise, the Inspector of Police, 
etc.). 

VILLAGE ADMINISTRATION 

§5. The origin of the Indian village communlty.-We 
now come to the village, which is the primary territorial unit 
of Governmental organization. From the village are built up 
the larger administrative entities, the tahsil, the subdivision 
and the District. 

As we have said before1 India is a. land of villages. The 
Indian village community owes its origin to diverse factors. 
such as the need for cooperation tn undertaking the difficult 
task of clearing the jungle for cultivation and in securing pro
tection from hostile tribes and wild beasts. A corporate 
village community was also necessary for administering' 
communal property and carrying out collective social and 
religious activities. 

§6. Village officials.-We have already2 indicated the two 
main types of village constitution and described the principal 
village officials, such as the headman (called by various names; 
patil, patel, reddi, lambardar, etc.), the accountant (known 
variously as the kulkarni, talati, patwari, etc.), the chauki
dar and the messenger. There was also the village panchayat 
or council of village elders. We have mentioned the respec
tive duties discharged by these village dignitaries, who are 
in some provinces called alutes, as distinguished from the 
~alutes or village artisans and menials. The village com
munity in India is very ancient but is not without parallel in 
other parts of the world-the medieval manor in England, 
~he German mark and the Russian mir are obvious parallels. 
But the characteristic feature of the Indian village community 
has been its enduring quality and its persistence in the face of 
numerous political vicissitudes, which was, however, chiefly 
due to physical isolation and its corol1ary, the absence of 
central control. 

I Ch. ii. §3. " See cb. ii, §3. 
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§7. Causes of village decay.-As the Decentralization 
Commission (1909) pointed out, the Indian villages formerly 
possessed a. large degree of local autonomy. The Central 
Government, owing to defective means of communication, 
could not effectively interfere in the affairs of the village. 
It did not concern itself with individual cultivators, but made 
the village as a whole, or some large landowner, responsible 
for the pa.yment of the Government revenue, and for the 
maintenance of order. This autonomy has now disappeared 
owing to the establishment of local civil and criminal courts, 
the present revenue and political organization, the increase 
of communications, the growth of individualism, and the 
operation of theryotwari system which is extending even 
in the north of India. All these factors brought about the 
decay of the old village organization, and the village pan
chayats languished in consequence of the policy of administra
tive centralization. Nevertheless the village remains the 
primary unit of administration; the principal village 
functionaries-the headman, the accountant, and the watch
man.....:.are largely utilized and paid 'by the Government, and 
there is still a certain amount of common village feeling and 
interests. 

§8. Reylval of village panchaya.ts.-The Decentralization 
Commission devoted special attention to the advisability of 
fostering village government, and recommended the creation 
of panchayats in villages. The Government of India in 1915 
laid down certain guiding principles. The Resolution on 
Local Self-Government of 1918 laid fresh emphasis on the need 
for developing the corporate life of the village as a step in 
the growth of self-governing institutions. Special Acts 
authorizing the establishment of village panchayats have 
been passed by the various provincial Legislatures. In the 
Punjab, for example, a Village Panchayat Act was passed in 
1921, which places this ancient institution upon a. modern 
legal basis and provides panchayats with powers to settle local 
disputes, and to take measures for improving the sani
tation of villages. Similar measures are in force in Bombay. 
Madras, Bengal, the United Provinces, Bihar and Orissa. 
The progress of constitutional reforms and the village uplift 
campaign during the last few years have further strengthened 
the movement. It is now realized that local self-government 
will not be successful unless it is firmly planted on the 
foundations of the ancient village organization. 

§9. Constitution and functions of village panchayats.
The village panchayat. or Union Board (as in Bengal and 
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Madras) is an attempt to recreate the village as the unit oC 
self-government. It has jurisdiction over a village or a group 
of villages. Its primary function is to look after such matterR 
as wells and sanitation, but it is sometimes entrusted with 
the care of minor roads and the management of schools and 
dispensaries and, in Madras, of village forests and irrigation 
works. In some provinces, it has also been given power to 
deal with petty civil and criminal cases. Except in the 
United Provinces, nearly all the members of a panchayat are 
elected, voting being often by show of hands. The village 
patel is an ex officio member. The Bombay Act empower~ 
village panchayats to levy a house tax. 

§10. Prospects of the village panchayat.-In spite of the 
efforts made to revive this ancient village institution, progress 
has been slow, and only a small percentage of the villageR 
can boast of a really efficient panchayat. Difficulties that 
have to be overcome are the prevalence of illiteracy, ignorance 
and faction, the poor resources of the village folk, their reluc
tance to submit to fresh taxation even for their own benefit, 
and the lack of men of the necessary intelligence, integrity 
and force of character.l Persistent effort, spread of education 
and financial help should, however, ensure a progressive 
increase in the power and utility of village panchayats. 

MUNICIPAL (URBAN AND RURAL) AmIINlsTRATION AND 

FINANCE 

§11. Progress of local self-government.-Governmental 
functions in India are exercised on three distinct planes: 
(i) Central, such as defence, currency and customs, affecting 
the whole country; (ii) Provincial, such as land revenue, 
excise, forests and education, affecting a province; and (iii) 
Local, such as sanitation, lighting, roads and water supply, 
affecting the inhabitants of a town, District, or tahsil. Cer
tain subjects like education and roads are of interest to all 
three authorities. For the proper discharge of the third type 
of functions and for the convenience of people living in differ
ent localities, subordinate local bodies have been set up by 
provincial legislation. In the evolution of local self
government in India, Lord Ripon's Resolution (1882) on this 
subject is of basic importance. It stresses the great benefits 

1 Report oj tile Simon Commi&,ion, vol. I, par. 347 • . 
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,f a. well-developed system of local self-governing bodies, not 
., much in the shape of an improved administration, as of 
he valuable training it affords in the art of self-government. 
l'he progress of local self-government was, however, very 
low, and local bodies, especially in the rural areas, were 
ubject to excessive official tutelage before the Reforms of 
919. Since 1919 they have been enlarged and made more 
lemocratic and they are showing greater interest in civic 
.flairs. But the relaxation of official control has perhaps 
leen too sudden. Poverty and communal strife have also 
nilitated against rapid progress. 

§12. The Presidency Corporations.-Before reviewing the 
:onstitution, functions and finance of Municipalities and Rural 
30ards, a few words may be said about the Municipal Cor
IOrations at the three Presidency towns, which were the first 
o develop self-governing institutions in India in the British 
leriod. The Corporations of Calcutta, Bombay and Madras 
lave been constituted under separate statutes, each with its 
,wn specific powers and privileges. The Councillors vary in 
lUmber from 106 in Bombay (which h"s always led the way) 
o 61 in Madras, and are elected on a fairly wide franchise, 
lusiness interests being given special representation. The 
~orporations have now their own elected Mayors. These 
ities enjoy !L considerable measUre of freedom in the 
,dministration of their municipal affairs and have financed 
najor sanitation and water works by extensive borrow
ngs. They command large resources. For example, in 1932-3 
he Bombay Corporation had an income of Rs. 3'00 crores, 
:alcutta Rs. 2'29 crores and Madras Rs. 0'67 crores. It 
Cl).y be noted, however, that the city of Glasgow, which is 
omparable to Calcutta in population, has twelve times its 
ncome. 

In the big cities Improvement and Development Trusts 
lave been in existence for many years, and loans are floated 
or such objects as the abolition of slums, the" provision of 
'pen spaces, the construction of model tenements, the 
ealignments of streets and the segregation of offensive 
rades. 

§ 13. District (mofussil) Municipalities.-The unit of 
Deal self-government in other urban areas is the Municipality. 
rhere were 786 Municipalities in British India in 1932-3. 
,fost Municipalities now have elected Presidents and sub
tantial elected majorities. The percentage of nominated 
nembers has appreciably decreased. Since the Reforms the 
luali~cation for the m.unicipal vote has been lowered in every 
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province, and about 14% of the urban population enjoys the 
municipal franchise. The voters are usually divided among a. 
certain number of wards. There is a general body of muni
cipal councillors with an elected chairman; a. smaller body 
known as the Managing Committee; and several standing 
committees to look after the different municiEllolactivities. 
There is also a Municipal Secretary and, in bigger towns, a. 
Chief Officer. 

§14. Municipal functions.-Municipal functions are 
divided into two classes, obligatory and discretionary. 0) The 
former include lighting public streets and places; removing 
noxious vegetation; extinguishing fires; regulating or abating 
offensive or dangerous trades; acquiring and maintaining 
places for the disposal of the dead; constructing, altering and 
maintaining public streets, markets, slaughter-houses, drains. 
privies, washing places, drinking fountains, tanks, wells, etc.; 
obtaining supply of water; registering . births and deaths; 
public vaccination; establishing and maintaining public hos
pitals and dispensaries; establishing and maintaining primary 
schools, etc. (ii) The principal discretionary functions are the 
laying out of public streets; constructing and maintaining 
public parks, gardens, libraries, museums, lunatic asylums, 
rest houses, dharmsalas and other public buildings; taking 
a census; making a survey; maintaining a farm or a 
factory for the disposal of sewage, and any other measure 
likely to promote public safety, health, convenience or 
education. 

While possessing little control over the details of 
administration, the provincial Government holds the ultimate 
power of superseding, suspending or abolishing a municipal 
council. 

§15. Municipal finance.-Municipalities are given a wide 
choice as to the form of the taxes they may levy. The taxes 
levied by the local authorities may be grouped under four 
main heads: (i) taxes on trade, for example octroi duties, 
terminal taxes, and tolls; (ii) taxes on property, for example 
taxes on houses and their sites (and, in rural areas, the cess 
on land); (iii) taxes on persons, for example taxes on pro
fessions, trades and callings, on pilgrims, on menials and 
domestic servants; and (iv) fees and licenses. Fees are either 
for specific services rendered by the Municipality, such as 
scavenging fees, or are partly of the nature of luxury taxes, 
and partly levied for purposes of regulation, such as licenses 
for music, vehicles, dogs and other animals. There are also 
license fees for dangerous or offensive trades. 
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The following table sets forth the principal sources 
ot income and the main heads of Municipal expenditure in 
British India. : 

(In lakbs of rupees) 

8011ROE8 OP INOOMII, 11915.1611932-8 
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51 Public Instruction ... 62 
99 Contributions for gene-

ral purposes .. , 27 
Miscellanoous : 

92 Interest on 10alls ... 77 
Other miscellaneous 

,1,80 expenditure ... 43 
--- ---
17,27 Total Expenditure ..• 9,12,2 

---
21,82 Eztraordinar!/ and} 6,33'0 Debt: --- ---
89,09 Grand Total ... 15,45,2 

INOIDENCB PEll lIBAD 

1915-16 1932·3. 

Rates and Taxes Ra. 3·5-9 Ra. 5-8·2 
Total income, excluding 

Extraordinary and Debt. Rs. 5·0-3 Rs. 7-9·8 

1,68'0 
----

1,11'0 
·8 

14·8 
---

1,26,6 
---

4.SIr 

91 

79 
2,01 
2,17 

6~ 

1.79 

1,07 
---
17,15'6 
---
21,70,0 

---
88,85,6 

Since the total' income, indicated in the a.bove table, is 
distributed among as many as 789 Municipalities (including . 
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the three big Presidency Corporations), it is obvious that the 
average Municipality in India is very poor in resources. The 
main source of income is rates and taxes, which accounts for 
.about two-thirds of the total municipal revenue. The remain
ing one-third is derived from municipal property, contributions 
-out of provincial revenues, and miscellaneous sources. 

The heaviest items of expenditure, as the table shows, are 
conservancy and public' works, water supply, drainage and 
education. Municipalities are often unable to meet their 
expenditure from ordinary revenues and have generally to 
borrow money, either from the Government or in the open 
market, for carrying out large projects in connexion with 
water supply and drainage works. 

§16. Rural Municipalities: the District Board.-In all 
the provinces except Assam, the most important unit of self
government in rural areas is the District Board, the juris
diction of which is coterminous with the District. It may be 
compared in composition and powers with the English County 
Council, though the area and population for which it is 
responsible are, as a rule, far larger than those of an English 
administrative county. The majority of the members are 
elected on a franchise which, though greatly extended since 
the reforms of 1919, even now gives the vote to little more 
than 3'2% of the population. The chairman is elected, ex
-cept in the Punjab, where, although the option to ask for 
the privilege of election exists, only a few Boards have 
exercised it. This result has been attributed to the feeling 
that the District officer could generally be trusted to be freer 
from communal bias than an elected chairman. 
- §17. Minor rural bodies.-Within the area covered by 

the District Board there are minor authorities varying in 
name, function and composition from province to province. 
The Local, Taluka or the Circle Board exists in all provinces, 
except in the Punjab and the United Provinces. It has juris
diction over part of a District and is a subordinate agency of 
the District Board, except in Assam, where it takes the place 
-of the District Board. It is composed in the main of elected 
members and, as a rule, chooses its own chairman. All the 
elected members of the District Boards in Madras and 
Bengal, and two~thirds of them in the Central Provinces, are 
chosen by the members of the Taluka Boards. In Bengal. 
Madras, Bihar and Orissa there are also Union Committees. 

§ 18. Importance and functions of District Boards.-As 
only about 11% of the population of British India lives in 
towns, the vast majority of the people do not come within 
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the scope of urban municipal administration at all, and are 
only aware of the District Boards, or rural Municipalities. 
In 1932-3 there were 1,324 District Boards in British India 
<including 454 Union panchayats in Madras}. 

The functions of the District Boards are much the same 
as those of Municipalities, allowing for the different conditions 
of town and country, and the powers of control and inter
vention are similar. In Madras, the Boards have power to 
construct and manage light railways, aBd the Tanjore Board 
actually operates 134 miles of railway. 

§19. District Board finance.-The main source of the 
revenue of rural authorities is a tax or cess {shown under 
'Provincial Rates' in the following table} levied on the annual 
value of the land and collected with the land tax, though this 
may be and often is supplemented by taxes on companies and 
professional men, and by tolls on vehicles. Recently there has 
been a tendency in some provinces either to increase the 
general rate, or, as in Madras, to add new cesses for specific 
local purposes such as elementary education. The rates of 
the cesses are left to the discretion of the local bodies, subject 
to certain maxima and minima laid down by the provincial 
Legislatures. The limits vary from 61% to 12t%. A very 
large proportion of the revenue of the Rural Boards consists 
of subventions from provincial Governments. These are 
given not only as grants-in-aid for particular services, but not 
infrequently in the form of capital sums for the provision of 
works of construction. 

The subjoined table indicates the principal sources of 
revenue and items of expenditure and the aggregate revenue 
and expenditure of District and Local Boards in British 
India: 

(In lakhs of rupees) 

INCOME 
(excluding balances) 

... 1 3,39 5,19 

:::I ::: :::: 

Provincial rates 

Civil Works 

Otller sources 

Total "·I-7.50Il5,5l 
INCIDENCB PBB HEAD 

ExpENDIT1JRB 11915-16\1939-3 

Education 
Civil Works 
Sanitation, 

etc. 
Debt and 

OUB 

, 
I 5,91 

1
3,70 

70 11,93 
Miscellane-, 

... 1 1,39 3,57 I __ _ 

1,89 
4,16 

Hospitals, 

Total ... ra.oo-i 15,11 
! 1 

1915-16 1939·3 

Re.0-5-1 Re.O-9-5 
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The above table shows an increase of income from 
Rs. 7'50 crores in 1915-16 to Rs. 15'51 crores in 1932-3. But 
as this income has to be divided among 1,324 Boards, the 
poverty of the average Board stands out clearly. Indeed the 
rural District Boards are even weaker financially and have 
shown less progress than the urban Municipalities. 

§20. Inadequate resources of local bodies, and their Im
provement.-The question of local finance has come into 
increased prominence since the transfer of local self-govern
ment to the Ministers (1921). Considering the devolution of 
powers that has taken place and the wide range of functions 
-including public health and education-assigned to Munici
palities, District Boards and panchayats, the resources of 
these bodies at present are utterly inadequate. It is im
possible for them to reach modern standards unless they have 
more money. Apart from the low taxable capacity of the 
people and their alleged -unwillingness to tax themselves, 
another difficulty is that only a very small share of the 
taxation of land (which in other countries like England is the 
principal source of local finance) is allotted to local bodies. 
The Taxation Enquiry Committee has rightly pleaded for the 
standardization of land revenue· at a low rate so as to leave 
more scope for local taxation. The same Committee has also 
recommended (i) empowering Municipalities to tax advertise
ments; extending the scope of taxes on entertainment and 
betting; and giving local bodies a substantial share of the 
proceeds; (ii) empowering local bodies in selected areas to 
levy a fee for the registration of marriages; and (iii) supple
menting the resources of local authorities by subsidies which 
ordinarily should be restricted to services of national impor .. 
tance and granted in such a way as to enable the provincial 
Government effectively to enforce efficiency. 



PART II 

TYPICAL QUESTIONS 

CHAPTER I 

RESOURCES AND POPULATION 

1. Consider India's advantsges and disadvantages in respect of 
geographical location. 

2. Draw a sketch map of India showing the principal harbours and rivers. 
8. Describe the principal natural regions of India and emphasize their 

characteristic features. 
~. Show the vital importance of rainfall to economic life in India. 

BrieOy describe the course of the monsoons in India. 
6. Draw a map of India to indicate the distribution of the rainfall in 

the different parts of the country. 
6. Give a classification of the soils of India, and mention their chief 

products. 
7. Do you consider India's mineral resources as adequate for industrial 

development on' modern lines? 
8. Describe the principal minerals mined in India and indicate their 

distribution by means of a sketch map. 
9.' .Indicate the economic potentialities of forests in India. Give a short 

description of forest administration in India. 
10. Explain the part played by the vegetable and animal resources in 

the national economy of India. 
n. What are the principal sources of power· available in India? Con· 

sider in this connexion the possibilities of hydro-electric development. 
HI. What is ths average density of population in India? What inferences, 

if any, can you draw from average density with regard to the economic 
condition of the Indian people? 

13. What are the factors governing density of population in the different 
parts of India? Dlustrate your answer by means of a sketch map. 

U. Give the principal statistics bearing on the occnpational distribution 
of population in India, and comment on them. 

15. Account for the fact that barely 11 % of the Indian population lives 
in towns. How would you bring about a. more even distribution of the 
population between town and country? 

16. The Indian birth·rate is one of the highest in the world. What are 
the economic consequences of this fact? 

17. 'The Indian birth-rate is high, but so also is the death·rate. There
fore there can be no question of over-popUlation in India.' Do you think 
this is a valld line of argument? 

18. State and explain the peculiaritiea of the death-rate in India. 
19. Consider the remedies for over-popUlation in India under the two 

headings (i) deliberate restriction of numbers; (ii) indirect remedies. 
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20. Briefly indicate the main features and economic effects of (i) the 
caste system; (ii) the joint·family system; and (iii) the laws of inheritance 
and succession in India. 

21. Trace the influence of western individualism on the characteristic 
social institutions in India. 

22. Is there any connexion between 'Indian spirituality' and the economic 
backwardness of India? 

23. Examine the influence of social and religious institutions on economic 
life in India. 

CHAPTER II 

ECONOMIC TRANSITION IN INDIA 

I. What is meant by saying that India is passing through a stage 
of economic transition? . 

2. Compare the economic transition in India with the Industrial Revo
lution in England. 

3. In what respects does the old economic order differ from the new 
in India? 

4. Describe the main features of the social and economic organizatioD 
of the old village community in India. 

5. How has the economic transition affected the Indian village? 
6. Give a short account of tbe old village crafts and indicate their

present position. 
7. Show by means of suitable illustrations the varying succes8 witb 

which the different village artisans in India ha.ve met the forces of the 
economic transition. 

S. Indicate the transition in Indian agriculture a.nd show how it hao heeD' 
commercialized. 

9. Trace the progress of ruralization in India and indicate the ma.iD' 
'auses governing it. 

10. 'In the past India wa.s both a. grea.t industria.l a.s well a.s a. great. 
a.gricultural country.' Comment. 

11. Account for the decay of the old indigenous industries of India.. 
12. Review the course of the tra.nsition in Indian industries, indicating 

the progress made by organized industries of the western type. (See a)sOo 
ch. iv.) 

CHAPTER ill 

AGRICULTURE 

1. Discuss the importance of agriculture a.s the chief national occupatioD 
in India.. 

2. What are the principal staple products of Indian agriculture? 
3. Draw a crop map of India and account for the specialization of 

the several regions in the different crops. 
4. Do you find a.ny legitimate cause for a.larm in the tendency for tbe 

non·food crops to encroach on the food crops in India? 
5. Give a brief account of the suga.r industry in India. 
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6. Indicate the etlorts that are being made to improve the quality oC 
Indian cotton. 

7. Examine the part played by irrigation in India and show how it. 
is an important factor in India's rural economy. 

8. What are the. ditlerent forms of irrigation prevalent in India and 
what do you consider to be their relative importance? 

9. Give a brief description of the Canal Colonies in the Punjab. 
10. Review the irrigation policy of the Government and mention some

of the recent major irrigation works. 
11. Explain the distinction between productive and unproductive irrigation 

worh, and indicate the objects of each of them. 
12. What are the causes of the low agricultural yield in India? What. 

measures would you adopt to bring ahout an improvement? 
13. 'One of the greatest handicaps of Indian agriculture is the endless 

subdivision and fragmentation of land.' Comment. 
14. Show how consolidation of holdings has been etlected in the Punja\) 

and indicate its benefits. 
15. What are the strong points and the special weaknesses of the Indian 

cultivator? What are the directions in which improvement is to be sought? 
16. Describe the methods followed and the implements used by the Indian 

cultivator. What improvements would you suggest? 
17. Explain the live· stock situation in the rural areBS and show how 

the quality of cattle could be improved. 
18. Consider the problem of subsidiary industries in Indian rural economy. 
HI. Discuss the uses and liinitations of hand·spiDDing as a subsidiary 

rural industry in India. 
20. Examine the question of the marketing of agricultural produce in 

India. 
Ill. What is thll approximate amount of rural indebtedness in India? 

Explain why. you regard it as a serious evil. 
22. What are the important general causes of rural indebtedness in India? 
23. Describe the money·lender and his system and account for the high 

interest rates charged by him. 
24. What measures have been taken by the State to safeguard the

interests of the agriculturist borrower in the different provinces? 
25. What steps have been taken so far for remedying the evil of rural 

indebtedness in India? Have you any suggestions to offer in this connexion? 
26. Trace the progress of the cooperative movement in India between 

1904 and 1912. 
27. What are the principal developments that have taken planl since-

1912 attecting the cooperative movement in India? 
28. How far has cooperation helped the agriculturist to improve his 

economic position' 
29. Mention the principal forms of non-agricultural cooperation in India 

and emphasize its value to cottage industries. (See also ch. iv.) 
30. Give a reasoned estimate of the cooperative movement in India. 
31. How would you solve the problem of long·term rural finance in India? 
S2. Give a brief account of Land Mortgage Banks established in India. 

How are these banks helped by the State·' 
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33. In what different ways has the State come to the aid of agriculture 
in India? 

34. Trace the evolution of the agricultural departments in the provinces 
and describe their functions. 

35.. Write short notes on: (i) Imperial Council of Agricultural Research; 
{ii) Provincial Boards of Economic Enquiry. 

36. What are the principal items of rural uplift and how is it to be 
brought about? What do you know of the Gurgaon experiment? 

37. Give a short history of Land Revenue in the pre-British period and 
explain the main changes effected during the British period. 

38. What is a Land Revenue Settlement? What are the main systems 
()f land revenue settlement prevalent in India? 

39. Consider the relative merits of the zamindari and the ryotwari 
systems. 

40. Why is it that Permanent Settlement has comparatively few advocates 
at present? 

41. Examine the basis of assessment under the different land revenue 
tlystems in India. 

49. Write notes on: (i) the question of land ownership in India; (ii) 
land revenue: a tax or rent?; (iii) legislative control over land revenue; 
and (iv) the proper scale of land revenue assessment in India. 

43. How far does the Ricardian theory of rent apply to the land revenue 
in India? 

CHAPTER IV 

INDUSTRIAL DEVELOPMENT 

1. F.xamine tlie benefits which will follow in the wake of industrial 
development in India. 

2. Account for the industrial backwardness of India and. review the 
industrial policy of the State. 

3. Give a brief account of the events which led to the adoption of the 
policy of discriminate protection in India. 

4. Describe the functions of the Tariff Board and mention the principal 
industries to which protection has been granted on the recommendations of 
the Board. 

S. Emphasize the value of technical and industrial education in 
India. 

6. Describe the functions performed by the pro,incial Departments of 
Industries. 

7. How is Government patronage extended to Indian industries? 
8. Draw an iodustrialmap of India and account for the localization of 

the principal manufacturing industries. 
9. Give a brief aCcount of the cotton and jute mill industries and 

bring out their strong and weak points. 
10. Explain the main provisions of the Indo-Japanese Trade Agreement. 

Why was it considered necessary? 
11. Give a short history of the iron and steel industry and indieate 

its present position. 
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U. Write brief notes on the following Indian industries: (il the tanning 
industry; (iil the chemical industries; and (iii) paper-making. 

13. Account for the lurvival of cottage industries in India. 
14. Describe the principal cottage industries of India and indicate the 

difficulties nperienced by, them. 
111. Give a brid account of the Indian hand· loom industry end discuss 

its present position. 
16. What is the present position and the future prospects of the seri

cultural industry? 
17. Describe the various methods of helping cottage industries. What 

measures have recently been adopted by the Government of India in thiB 
behalf? 

18. Indicate the peculiarities of the factory labourer in India, and cow
pare his position with that of the western worker. 

19. How far in your opinion is the complaint regarding scarcity of 
industrial labour in India justified? 

20. Review the labour legislation passed in India, and clearly show t\:le 
nature of the protection atlorded to the worker. 

21. Write brief notes on: (il industrial housing, and (ii) welfare work, 
in India. 

22. Give a brief account of the Trade Union movement in India and 
indicate the diflicultiea in its way. What ii the legal position of a Trade 
Union in India? 

23. To what causes do you attribute the relative inefficiency of the 
Indian industrial worker as compared with the western labourer? 

24. What provision has been madll to bring about the settlement of 
industrial diapute. in India? 

CHAPTER V 

TRANSPORT AND TRADE 

1. Give a brief account of, the state of communications in lndia before 
the advent of railways. 

9. Give a brief history of railway construction in India, showing the 
changes in the policy of the State from time to time. 

S. Distinguish between thll old and new Guarantee Systems. Why was 
such a guarantee necessary I' 

4. What were the principal recommendationa of the Acworth Committee, 
and how far were they accepted t 

6. On what grounds is the State management of railways ,in India 
advocated? 

6. Examine the uconomic effllcta of railways in India and emphasize 
the need for further development. 

'7. Give a short history of roads in India and indicate the main features 
of her existing road system. 

S. What is the importance of road development in India? Whal 
measures have recently been taken to expedite it? 

38 
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9. Give an idea of the rail llerSU8 road controversy. Give your own 
conclusions on .this controversy. 

10. Describe the organization of the ·Pllblic: Works Department in India, 
both at the Centre and in the provinces. 

11. What are the main divisions of public works in India. and how 
afe they managed? 

12. Discuss the pre~ent position and the future prospects of waterways 
in India. 

13. What has been done so far and what more could be done for the 
encouragement of shipping and shipbuilding in India? 

14. Give a brief account of the development of India's foreign trade. 
15. How does India's foreign trade at present differ from her foreign 

trade ill the pre·British days? 
16. Indicate the effects (i) of the World War (1914-18); and (ii) of the 

economic depression (1929-35) on India's foreign trade. 
17: What are the main characteristics of India's foreign trade? 
18. Indicate the principal articles of: (i) the import; and (ii) the export 

trade of India. and show their relative importance. 
19. Review the changes in the direction of India's foreign trade between 

1913-14 and 1934-5. 
20. Discuss the relative position held by the United Kingdom and other 

countries in the foreign trade of India. 
21. Write brief notes on: (i) the re-export trade of India; (ii) the lan,\. 

frontier trade; and (iii) commercial intelligence. 
22. Explain why India has normally a favourable balance of trade. 

Indicate the changes in her balance during the recent years of economic 
depression. 

23. What are Home charges? Explain and criticize the 'drain' theory. 
24. Give a short account of: (i) the coasting trade; and (ii) the inland 

trade of India. 
25. Mention the principal trade centres of India. 

CHAPTER VI 

INDIAN CUnRENCY. PRICES AND BANKING 

1. Give a brief history of the Silver Standard in India during the last 
century. Why was it ·abandoned in 1893? 

2. Examine the principal features and the mechanism of the Gold E:I
change Standard before 1914. How was it upset doring tbe war period 
(1914-19l? 

3. What are Reverse Councils and Council Bills? What purpose do· they 
serve? 

4. Explain the scheme of the Gold Bullion Standard as recommended 
by the Hilton.Young Commission. How far was it given ellect to by the 
currency legislation of March. 1927? 

6. How and why was the rupee linked to sterling a$ 11. 6d. in Septem
ber 193!? 

6. What ao you understand by the ratio controversy? 



TYPICAL QUESTIONS 583 

7. Discuss the mam issues raised by';_ (i) linking of the rupee to 
sterling; and (ii) export of gold. Do you favollf the prohibition or regulation 
of gold exports? 

8. How waa the Golo1 Standard Reserve established? What were its 
main functions? 

II. What is thll present monetary standard of India? By what authority 
and how ia it adwinisteted? 

10. Describe the Paper Currency System in India bdore the war of 
1914-18. How was it affected by that war? 

11. Give a brief history of the Indian Paper Currency Reserve. 
U. Indicate the existing arrangllments for thIS issue and regulation of 

paper currency. In what respects do these constitute an improvement over 
the earlier system? 

13. Review briefly the movements of Indian prices before the war of 
11114-18. 

14. Why did prices rise in India during the World War? How did 
this rise affect the country? 

15. Aecount for the slump in prices during the last few years. How has 
it affected the Indian agriculturist and other classes? . 

16. Describe the principal constituenta of the Indian money market. 
17. Give a short history of indigenous banking in India and examine 

the functions performed by tlie indigenous' banker today. 
18. Suggest meaaures for strengthening the indigenous banking system. 
1\). Give· a brief review of joint-stock banking in India. 
110. Give a short account of the establishment of the Reserve Bank of 

India. What advantages is it expected to confer on the country? 
Ill. Describe the constitution and functions of the Reserve Bank. How 

i. it managed? 
1111. Show how the Reserve Bank can control other banks and make its 

credit policy effective. 
113. In what ways can the Reserve Bank assist in the financing of Indian 

agriculture ? 
114. What are the duties of the Reserve Bank a8 bankers to the Govern

ment? 
115. What are the functions of the Imperial Bank of India? How is it 

related to the Reserve Bank? 
116. Deseribe the business transacted by the Exchange Banks in India. 
117. What steps would you take to increase the share of Indians in the 

financing of the foreign trade of India t 
\l8. Examine the functions performed by the Joint-Stock Banks in India. 

Mention the names of the leading joint·stock banks in the country. 
119. Discuss the causes of bank failures in India. What can be done to 

prevent such failures? 
SO. Givs a brief account of the Indian Postal Savings Banks. What 

purpose do they fullil? 
31. Why are industrial banks necessary in India? Show how they should 

be organized. 
811. Act'Ollnt for the hoarding habit in India and suggest meaDS of 

fighting it. 
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CHAPTER VII 

FINANCE 

l. Indicate the main characteristics of Indian finance. 
2. State and discuss the main heads of revenue in the Central Budget. 
3. Give a brief history of' the customs tariff in India and indicate the 

main changes since 1914. 
4. (i) How is the income-tax graduated in India? 

. (ii) What are the justification ·for and objections to the salt tax? 
IS. Write a brief note on the principal heads of revenue and expenditure 

in the budgElt of a province_ Is the provincial revenue adequllte for pro. 
vincial needs? 

6. Write brief notes on: (i) excise revenue and policy; and (ii) scheduled 
.axes. 

7. What are the criticisms to which public expenditure in India i. 
usually subjected? 

8. What is meant by the 'burden of taxation'? Is it evenly distributed 
in India? 

9. How has Inaian finance fared during the recent years of depression? 
10. Give a brief account of the public debt in India. 
11. Comment on the distribution of the public debt as between (i) England 

and India; and (ii) productive and unproductive loans. 
12. Give a short history of the financial relations between the Central 

and Provincial Governments. 
13. What was the Meston Award? Why was it so unpopular? 
14. Give a short account of Indian finance under the new Federal consti

tution. 
15_ Wha' do you know of the Niemeyer financial settlement? 

CHAPTER VIII 

NATIONAL INCOME AND UNEMPLOYMENT 

1. Mention the principal estimates of the national income of India. 
2. What are the main general causes of Indian poverty 'I How hal i& 

affected the standard of living and efficiency? 
3. Indicate the relation between diet and efficiency in the varioos pro· 

vinces of India. 
4. Distinguish between the various forms of unemployment in India. 
5. Compare unemployment among industrial workers in India with tha' 

in western countries. 
6. What are th" causes of middle-class unemployment in India? Wha' 

remedies would you adopt? 
7. Examine tbe recommendations of the United Provinces (Sapm) Un

employment Enquiry Committee. 
8. What are the causes of famines in India? What measores have 

been adopted for the prevention of famines 'I 
9. Give a brief history of lamine relief in India. 

10. Describe the principal featores of famine relief organization in India. 
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APPENDIX 

DISTRICT, VILLAGE AND MUNICIPAL (URBAN AND RURAL) 
ADMINISTRATION AND FINANCE 

1. Show how the District is the most importsnt unit of administration 
in IDdia. 

2. Explain how the authority of the Provincial Government is exercised 
in the Districts. 

8. Mention the chief duties of the District officer and show how he 
hilI a dual capacity. 

4. What are the powers and duties of the Collector with reference to 
the Superintendent of Police and other important officers in the District? 

6. What is the i ustincation for saying that the Collector is, in the 
eyel of the people living in a District, 'the government' itself? 

6. Mention the principal officer. in the District and describe the duties 
pel'formed by them. 

7. What are the various administrative subdivisions in a District? How 
ia their administration carried on II 

8. Show how the Indian village is the primary unit of governmental 
organization. 

g, How did the Indian village community arise? How was it kept 
together? 

10. Mention the principal village officials in IDdia and describe their 
duties. 

11. What are the causes of the weakening of the IDdian village organiza
tion? 

Ill. Clearly explain the need for the revival of village pane/lallat8. How 
lire they constituted? What are their functions? 

13. Review the movement for the revival of village panchallat8 and indi
cate the difficulties experienced by these bodies. 

14. What is local self-government? Give a brief review of local self
government in India. 

15. Write a note on the Municipal government of the three Presidency 
towns in India. 

16. Give a short account of the functions performed by Municipalities 
in India. 

17. How is a Municipality constituted and managedl' 
18. What are the principal sources of income of a Mnnicipality? 
19. Enumerate the items on whicli municipal funds are expended. 
110. Give a brief account of the organization of Rural Boarde in Indi •. 
21. Examine the constitution and functions of • District Board. 
211. What are the chief sources of revenue and expenditure of District 

and Local Boards in British India? 
23. Comment on the poverty of local bodies in Judia. How would Y011 

strengthen their f8sourCt'8 I' 
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