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UNIT – I 

Introduction  

The Indian economy, characterized by a large, youthful population and a diverse 

range of economic sectors, faces challenges like poverty, inequality, and unemployment, 

while also exhibiting strengths in capital formation and planned development.  

Features of the Indian Economy: 

 Large and Growing Population: 

India has a massive and rapidly growing population, which presents both 

opportunities and challenges for economic development.  

 Diverse Economic Sectors: 

The Indian economy encompasses a wide range of sectors, including agriculture, 

manufacturing, and services, with a significant portion of the workforce employed in 

agriculture.  

 Planned Economy: 

India has a history of planned economic development, with the government playing 

a significant role in guiding economic policies and investments.  

 High Level of Capital Formation: 

India has a relatively high level of capital formation, which is crucial for economic 

growth and development.  

 Infrastructure Development: 

Infrastructure is a key driver for the Indian economy, and the government is 

investing heavily in improving infrastructure to support economic activit ies.  

 Human Capital: 

India has a large and young workforce, which is a potential source of economic 

growth and development.  

 

Issues and Challenges: 

 Poverty and Inequality: 
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Despite economic growth, poverty and income inequality remain significant 

challenges in India.  

 Unemployment and Underemployment: 

Unemployment and underemployment are widespread, particularly in rural areas, 

and pose a major challenge to economic development.  

 Infrastructure Deficiencies: 

Despite investments, infrastructure deficiencies, particularly in areas like 

transportation and energy, hinder economic growth and development.  

 Dependence on Agriculture: 

A large portion of the population still relies on agriculture for their livelihood, 

making the economy vulnerable to weather-related shocks and other factors.  

 Population Growth: 

While a large population can be a source of economic strength, rapid population 

growth can strain resources and infrastructure, leading to challenges in economic 

development.  

 Unequal Distribution of Income and Wealth: 

The unequal distribution of income and wealth exacerbates poverty and inequality, 

hindering overall economic progress.  

 Balance of Payments Issues: 

India often faces challenges in its balance of payments, requiring imports of 

technology and resources to support its economy. 

 

Planned Economic Development in India 

India's planned economic development, primarily through five-year plans, aimed for 

economic growth, poverty reduction, and social justice, starting in 1951 with the First 

Five-Year Plan and evolving into NITI Aayog in 2015.  

Key Aspects of Planned Economic Development in India: 

Historical Context: 
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 The concept of planned economic development in India emerged even before 

independence, with theoretical efforts beginning earlier.  

 India adopted economic planning in 1951 with the launch of the First Five-

Year Plan.  

 The five-year plans were inspired by the Soviet model, aiming for balanced 

economic growth, poverty reduction, and modernization of key sectors.  

 The Planning Commission, which formulated and implemented the five-year 

plans, was replaced by NITI Aayog in 2015.  

 

Objectives of Economic Planning: 

 Economic Growth: To increase national income and per capita income.  

 Employment: To increase employment levels and utilize human resources 

effectively.  

 Self-Sufficiency: To achieve self-sufficiency in major commodities and 

increase exports.  

 Economic Stability: To maintain stable market conditions and economic 

growth.  

 Social Welfare: To improve social welfare and provide essential social 

services like education and healthcare.  

 Regional Development: To reduce regional disparities in development.  

 Poverty Reduction: To reduce poverty and improve the standard of living.  

 Social Justice: To ensure social and economic justice and equality.  

 Modernization: To modernize the economy and key sectors like agriculture, 

industry, and infrastructure.  

 

Five-Year Plans: 

 First Five-Year Plan (1951-1956): Focused on agriculture and 

infrastructure development.  
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 Second Five-Year Plan (1956-1961): Emphasized rapid industrialization 

and the development of heavy industries.  

 Subsequent Plans: Continued to address various economic and social 

issues, with evolving priorities over time.  

 Annual Plans: There were periods of Annual Plans instead of Five Year 

Plans.  

 12th Five-Year Plan (2012-2017): The last five-year plan before the NITI 

Aayog took over.  

 

Achievements and Criticisms: 

 Achievements: India witnessed significant economic growth and 

development under the planning framework, including increased infrastructure, 

industrial output, and agricultural productivity.  

 Criticisms: Some critics argue that the planning framework led to 

inefficiencies, excessive government intervention, and hindered private sector growth 

 

Economic Planning in India: Achievements and Failures 

Major Accomplishments of Planning: 

(a) Higher Rate of Growth: 

Economic planning in India aims at bringing about rapid economic development 

in all sectors. In other words, it aims at a higher growth rate. India’s macroeconomic 

performance has been only moderately good in terms of GDP growth rates. The 

compound annual rate of growth stands at 4.4% at 1993-94 prices for the whole planning 

period (1950-51 to 1999-00). Compared to the pre-plan period when she was caught in a 

low level equilibrium trap, growth acceleration during the last 50 years has been 

impressive indeed. However that it is not yet clear as to how much of this acceleration 

has been due to the change in the world economic boom since World War II and how 

much due to India’s own planning efforts. 

(b) Growth of Economic Infrastructure: 
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India’s performance in building up the necessary economic infrastructure is really 

praiseworthy. It is to be noted that the process of industrialisation of any country largely 

depends on the development of economic infrastructure in the form of transport and 

communications, energy, irrigation facilities, and so on. 

At the inception of economic planning road length was 4 lakh kms, but by 1996- 

97 it rose to approximately 24.66 lakh kms, railway route length increased from 53,596 

kms in 1951 to about 62,800 kms in 1999-00. Today, the Indian railway system is the 

largest in Asia and the fourth largest in the world. Similarly, other modes of transport 

(such as shipping and civil aviat ion) have also expanded phenomenally. 

The electric power generated jumped from a meager 61.26 million kw in 1970-71 

to 526.7 billion kw in 1999- 00. However, as per the needs of the economy, it is still 

inadequate. The gross irrigated area as a percentage of gross cropped area increased from 

17.4% in 1950-51 to 38.7% in 1996-97. 

(c) Development of Basic and Capital Goods Industries: 

Another major area of success of Indian planning is the growth of basic and 

capital goods industries. With the adoption of the Mahalanobis strategy of development 

during the Second Plan period, some basic and capital goods industries like iron and 

steel witnessed spectacular growth. It is said that the present level of development in 

infrastructure as well as basic and capital goods industries is considered enough to put 

the Indian economy on the path of self-sustaining growth. Yet more is to be done for 

achieving rapid industrialisation. But whatever growth has been achieved in 

infrastructure and basic industrialise been due to planning. 

(d) Faster Growth of Agriculture: 

The most significant aspect of India’s five year plans is that the overall rate of 

growth of food production has now exceeded the rate of growth of population. No doubt, 

in the early years of planning, agricultural performance was miserable. As a result there 

had emerged food crisis. But due to the impact of biochemical revolution from the late 

1960s, food crisis has become almost a thing of the past. She has attained self-

sufficiency in food-grains. That is why the Indian economy is now stronger and better 
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equipped to tackle any eventuality (mainly food crisis) than ever before. Despite the 

worst- ever droughts of 1986 and- 1987, India was required to import a very small 

quantity of food. This is, no doubt, a notable achievement. 

(e) Savings and Investment: 

The rise in the domestic savings rate from 8.9% of GDP in 1950- 51 to 22.3% in 

1999-00 is definitely impressive. Similarly, India’s gross domestic capital forma tion 

increased from 8.7% in 1950-51 to 23.3% of GDP in 1999-00. However, this higher 

growth rate of capital formation failed to accelerate the rate of economic growth. Hence, 

a paradox has been encountered high saving rate and slow growth of per capita income.  

(f) Economic Self-Reliance: 

Self-reliance refers to the lack of dependence on external assistance. In other 

words, it means zero foreign aid. India all along used to importing huge food-grains, 

fertilisers, raw materials and industrial machinery and equipment. This resulted in 

draining of India’s precious .foreign exchange reserves. Hence, the need for achieving 

economic self-reliance. No doubt India has achieved quite some progress in certain 

important directions. Firstly, because of the increase in output of food-grains, India has 

achieved near self-sufficiency in food. India is now capable of handling food crises in 

spite of failures due to the building up of buffer stock of food-grains. Secondly, with the 

establishment of basic industries as well as imports substitute industries, India’s 

dependence on imports for heavy chemicals, transport and communications machinery, 

plant and other capital equipment has diminished a great deal.  

Major Failures of Planning: 

(a) Inadequate Growth Rate: 

In quantitative terms, the growth rate of the Indian economy may be good but not 

satisfactory by any standards. Since the actual growth rate was less than the planned or 

targeted rate of growth it was not possible to meet other goals of planning such as pov-

erty alleviation and improvement of living standards. Except in the First and the Sixth 

Five Year Plans, the actual growth rate remained below the targeted growth rates of GNP 

and per capita income. India remains one of the poorest nations of the world even after 
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50 years of economic planning. It has been estimated that at least 7 to 7 ½ years are 

required to attain the five-yearly targeted growth rates of various plans. 

Let us now turn to the desired rate of growth which involves several non-

economic (mainly socio-psychological) variables such as people’s hopes and aspirations, 

desires and rising expectations. An ordinary man evaluates planning in terms of 

availability of essential goods and services at affordable prices.  

The per capita availability of cotton cloth has, in fact, increased marginally from 

12.9 metres per annum in 1980-81 to 14.2 metres p.a. in 1999-00. Per capita availability 

of food-grains has increased from 394.9 grams per day in 1950-51 to 470.4 grams per 

day in 1999-00. The falling or slow growth of per capita supplies of necessary wage 

goods (such as food-grains, textiles, tea, etc.) is a matter of grave concern and is an 

indication of tragic failure-of planning. 

(b) Move Toward Socialistic Pattern of Society: 

Indian planning aims at building up a ‘socialistic pattern of society’, in a mixed 

economy, through various egalitarian measures. These are (i) land reform measures with 

the purpose of redistribution of land among poorer peasants, (ii) reduction of 

concentration of economic power in the hands of a few big bourgeoisie and (iii) expan-

sion of the public sector and nationalisation of certain important industries.  

Most land reform measures have failed a achieved partial success. Security of 

tenure, conferment of ownership rights on actual tillers, ceiling on landholdings, etc. are 

all on paper. 

The concentration of economic power in a few hands has to be reduced. But 

mainly due to India’s tax system and industrial licensing policy the big firm have 

become bigger over the plan period. In recent years, the Government has encouraged 

privatisation in a large measure by de-licensing industries. This has led to further in-

equality. 

The development of public sectors has been viewed by the Government as a 

“countervailing power” to private monopoly. But the contribution of the public sector 
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and nationalised institutions towards the national exchequer is highly insignificant. 

Barring a few public sector industries, all Central and State Government public sector 

units are running at a loss. 

(c) Economic Inequality and Social Injustice: 

Two aspects of social justice involves, on one hand, the reduction of poverty and 

on the other, the reduction of inequality. Indian plans aim at reducing such inequalities, 

so that the benefits of economic development can be enjoyed by poor people and the 

weaker sections of the society. 

It was estimated that more than 50% of the total population was below the 

poverty line in 1950-51. The poverty ratio come down to 37% in 2000-01. In spite of 

some success achieved in alleviating poverty, the incidence of poverty is still high in 

India. And the incidence of poverty is higher in rural areas than in cities and towns.  

(d) Unemployment: 

The removal of unemployment is considered to be another important objective of 

India’s five-year plans. But the employment generation programmes did not achieve 

much success and the problem of unemployment has become more and more serious plan 

after plan. The number of applicants on the live register of employment exchanges 

increased from 17.83 lakhs in 1981 to 40.37 lakhs in 1999. 

(e) Regional Imbalance: 

The entire planning exercise has created a vast regional imbalance. Over the 

years, inequalities among the States have widened. This is mainly because the backward 

areas did not receive fair treatment, so far as resource transfer is concerned. 

(f) Inflation: 

Finally, the benefits of economic planning have largely offset by price inflation. 

The prices of essential goods have been increasing much faster than other prices. This 

has resulted in great hardships to the vast majority of the people mainly the poor and the 

weak. Growth without stability has become an essential characteristic of Indian planning. 
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On the social side, poverty remains pervasive, the infant mortality rate has stagnated at 

72 per 1000 for a number of years, the literacy rate is still low (65.38% in 2001) though 

improving, and 60% of rural and 20% of urban households have no power connections. 

So the quality of life of Indian people remains very low even after 50 years of planning.  

Economic Crisis and Rationale behind Economic Reforms 

` In 1991, India faced a severe economic crisis, prompting the New Economic Policy 

(NEP) with the goals of liberalization, privatization, and globalization (LPG) to address 

issues like a balance of payments crisis, high inflation, and a weak economy.  

 

The Crisis: 

 Balance of Payments Crisis: 

India's foreign exchange reserves were dangerously low, barely enough to cover a 

few weeks of imports, leading to a potential sovereign default.  

 Fiscal Deficit: 

The fiscal deficit (government spending exceeding revenue) reached a high of 8% of 

GDP, indicating unsustainable government finances.  

 High Inflation: 

Inflation rates were in double digits, further burdening the population and the 

economy.  

 Gulf War Impact: 

The Gulf War (1991) led to increased oil prices and reduced remittances from 

overseas workers, exacerbating the economic problems.  

 Weak Economic Infrastructure: 

The Nehru-Mahalanobis strategy of import substitution-industrialization resulted in 

an inefficient and technologically backward industry, hindering growth and 

competitiveness.  

 Licence Raj: 
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The system of licenses and permits (Licence Raj) stifled private enterprise and 

entrepreneurship, leading to inefficiencies and monopolies.  

 

Rationale for Economic Reforms (NEP): 

 Addressing the Crisis: 

The NEP aimed to stabilize the economy by addressing the balance of payments 

crisis, reducing inflation, and improving fiscal health.  

 Promoting Global Integration: 

The reforms aimed to integrate the Indian economy with the global economy by 

promoting free flow of goods, services, technology, and capital.  

 Liberalization: 

The NEP aimed to reduce government control and regulations, allowing for greater 

private sector participation and investment.  

 Privatization: 

The reforms involved the partial or full transfer of ownership of state-owned 

enterprises to private entities, aiming to improve efficiency and productivity.  

 Globalization: 

The NEP sought to open up the Indian economy to foreign investment and trade, 

promoting competition and attracting foreign technology and expertise.  

 Long-term Growth: 

The reforms aimed to create a more competitive and efficient economy, fostering 

sustainable long-term economic growth and development.  

 Shifting from Import Substitution to Export-Led Growth: 

The reforms shifted the focus from import substitution to export-led growth, aiming 

to increase India's competitiveness in the global market.  

 Removing Rigidities: 

The reforms aimed to remove rigidities in various sectors of the Indian economy, 

promoting flexibility and adaptability.  
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New Economic Policy (LPG) 1991 

The New Economic Policy of 1991, also known as the LPG reforms, stands 

for Liberalization, Privatization, and Globalization, and was a significant shift in India's 

economic strategy aimed at addressing a financial crisis and promoting growth.  

Context: 

India faced a severe financial crisis in 1990, prompting the government to 

implement a comprehensive economic reform agenda.  

 

LPG Reforms: 

 Liberalization: Reduced government control and regulations, allowing for greater 

private sector participation and opening up the economy.  

 Privatization: Transferred ownership of state-owned enterprises to the private sector.  

 Globalization: Focused on expanding economic activities and integrating India into the 

global economy.  

 

Key Features: 

 Removal of Industrial Licensing: Private sector was freed from licensing and other 

restrictions.  

 Focus on Foreign Investment: The policy aimed to attract foreign investment and 

encourage private entrepreneurship.  

 Structural Reforms: The policy recommended structural reforms and measures to 

control inflation.  

 Increased International Market Competitiveness: The policy focused on increasing 

international market competitiveness by allowing the entry of foreign companies.  

 

Significance: 

The LPG reforms are seen as a major turning point in India's economic history, leading 

to increased economic growth, foreign investment, and a shift towards a more services-

oriented economy.  
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Implementation: 

The policy was introduced on July 24, 1991, under the leadership of Prime Minister 

P.V. Narasimha Rao and Finance Minister Dr. Manmohan Singh.  

 

NITI Aayog 

NITI Aayog, established on January 1, 2015, is the apex public policy think tank of 

the Government of India, tasked with catalyzing economic development and fostering 

cooperative federalism.  

Key Functions and Objectives: 

 Think Tank and Advisory Body: 

NITI Aayog provides strategic and technical advice to the central and state 

governments, serving as a platform for policy formulation and implementation.  

 Cooperative Federalism: 

It promotes collaboration between the central government and state/UT 

governments, encouraging healthy competition and improved performance.  

 Policy and Program Framework: 

NITI Aayog develops frameworks for national agendas and provides a platform for 

developing mechanisms for formulating plans at the village level.  

 Monitoring and Evaluation: 

It monitors and evaluates the performance of various programs and initiatives, 

providing data-driven insights for policy improvement.  

 Knowledge and Innovation Hub: 

NITI Aayog aims to be a state-of-the-art resource center, promoting research, 

innovation, and the development of new ideas.  

 

Key Initiatives and Programs: 

 Aspirational Districts Program: 

NITI Aayog identifies and supports the development of backward districts through a 

convergence of efforts and resources.  
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 State Support Mission: 

This initiative aims to foster structured engagement with states and union territories, 

providing them with technical assistance and capacity building.  

 Atal Innovation Mission (AIM): 

A flagship initiative to promote innovation and entrepreneurship across the country, 

focusing on areas like Atal Tinkering Labs and Atal Incubation Centers.  

 National Data and Analytics Platform (NDAP): 

This platform facilitates access to Indian government data, allowing users to search, 

merge, visualize, and download datasets.  

 Indices and Rankings: 

NITI Aayog launches various indices, such as the School Education Quality Index, 

State Health Index, and Sustainable Development Goals Index, to encourage competition 

and improvement in different sectors.  

 NITI for States: 

A platform that provides knowledge resources, best practices, and policy insights to 

states and union territories.  

 Internship Program: 

NITI Aayog offers internship opportunities to students and researchers, allowing 

them to work on various projects and gain experience in policy-making.  

 

 

 

 

 

 

 

 



15 
 

UNIT – II 

National Income 

 

National income is the total value of goods and services produced in a country over a 

period of time. It's a measure of a country's economic activity and standard of living.  

How is national income calculated? 

 National income is calculated by adding net factor income from abroad 

(NFIA) to gross domestic product (GDP).  

 It can also be calculated using the expenditure method, which adds 

consumption, investment, government spending, and net exports.  

 

What are some other terms for national income? 

 Gross National Product (GNP) is another term for national income.  

 Net National Income (NNI) is a measure of a country's economic performance 

that accounts for depreciation.  

 National disposable income is another term for national income that includes 

all income, wages, profits, and payments from social security, interest, dividends, and 

other forms of non-wage income.  

 

What are some uses of national income?  

 It's used to formulate economic policies. 

 It's used to compare the economic performance of different countries. 

 It reflects the standard of living and economic development. 

 

Sectoral Contributions and Economic Transition in India 

 India's economic transition involves a shift from an agrarian-based economy to one 

driven by services, with the tertiary sector now dominating GDP, while the primary 
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sector remains vital for livelihoods and the secondary sector faces challenges in boosting 

its contribution.  

Here's a more detailed look at the sectoral contributions and economic transition in India: 

1. Sectoral Contributions: 

 Primary Sector (Agriculture, Forestry, Fishing, Mining): 

While crucial for livelihoods, the primary sector's contribution to GDP has declined 

over time, though it still employs a significant portion of the workforce.  

 Secondary Sector (Manufacturing, Construction, Electricity, Gas, 

Water): 

The secondary sector's contribution to GDP and employment has remained stagnant, 

despite government initiatives to boost manufacturing.  

 Tertiary Sector (Services): 

The services sector is the largest and fastest-growing sector, contributing 

significantly to GDP and driving economic growth, particularly in areas like IT, 

finance, and tourism.  

 

2. Economic Transition: 

 Shift from Agrarian to Service Economy: India has transitioned from a 

predominantly agrarian economy to one driven by services, with the tertiary 

sector now dominating GDP.  

 Government Initiatives: The government has implemented various 

initiatives to boost economic growth, including "Make in India" to promote 

manufacturing and attract foreign investment.  

 Focus on Infrastructure: Investments in infrastructure, such as roads, 

railways, and ports, are crucial for supporting economic growth and 

connectivity.   

 Financial Sector Reforms: Ongoing reforms in the financial sector aim to 

promote stability, attract investments, and improve financial inclusion.  
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 Technological Advancements: Technological advancements, particularly in 

IT and digital technologies, are playing a key role in driving economic 

growth and creating new opportunities.  

 Demographic Dividend: India's large and young population, or 

"demographic dividend," presents an opportunity for economic growth and 

development, but requires investments in education, healthcare, and skills 

development.  

 Challenges: Despite significant progress, India faces challenges such as high 

unemployment, income inequality, and the need for further reforms in areas 

like labor regulations and infrastructure.  

 

Poverty and Inequality 

Poverty refers to a lack of resources to meet basic needs, while inequality is the 

unequal distribution of resources, income, and opportunities, leading to disparities between 

groups.  

Poverty: 

Definition: Poverty is a state where individuals or groups lack sufficient resources to 

meet their basic needs, such as food, shelter, clothing, and healthcare.  

Types: 

1. Absolute poverty: This refers to a situation where people cannot 

afford basic needs to sustain themselves.  

2. Relative poverty: This is defined in relation to other people in that 

society at the same time.  

Causes: 

1. Unemployment or low-paying jobs.  

2. Low levels of education and skills.  

3. Discrimination and lack of access to resources.  

4. Natural disasters and health crises.  

Inequality: 
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Definition: Inequality refers to the unequal distribution of income, wealth, 

opportunities, and resources within a society.  

Types: 

1. Income inequality: Disparities in earnings between different groups.  

2. Wealth inequality: Differences in the ownership of assets.  

3. Gender inequality: Unequal access to rights, resources, and 

opportunities between genders.  

Causes: 

1. Concentration of wealth and power.  

2. Lack of access to education and healthcare.  

3. Discrimination and social barriers.  

The Relationship Between Poverty and Inequality: 

1. High levels of inequality can lead to poverty, as a small segment of the 

population controls a disproportionate share of resources, leaving others 

behind.  

2. Poverty can also exacerbate inequality, as those in poverty may have limited 

access to education, healthcare, and economic opportunities.  

3. Inequality can lead to social unrest and instability, further hindering 

development and reducing opportunities for all.  

Addressing Poverty and Inequality: 

1. Promote economic growth that is inclusive and sustainable: This means 

ensuring that the benefits of economic growth are shared by all, not just a 

select few.  

2. Invest in education and healthcare: This can help to improve human 

capital and create opportunities for people to escape poverty.  

3. Promote gender equality: Ensuring that women have equal access to 

opportunities and resources can help to reduce poverty and inequality.  

4. Implement social safety nets: This can help to protect vulnerable 

populations from the effects of economic shocks and crises.  
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Definition and Estimates, Gini Coefficient 

The Gini coefficient is an index for the degree of inequality in the distribution of 

income/wealth, used to estimate how far a country's wealth or income distribution 

deviates from an equal distribution. 

 

 

The Gini coefficient, a measure of income inequality, ranges from 0 (perfect equality) 

to 1 (perfect inequality), and is often represented graphically through the Lorenz curve.  

  What it is: 

The Gini coefficient is a statistical measure that quantifies the extent of income 

inequality within a population.  

   How it's calculated: 

It's calculated as the ratio of the area between the Lorenz curve (which plots the 

cumulative distribution of income) and the line of perfect equality (where everyone 

has the same income) to the total area under the line of perfect equality.   
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    Interpretation: 

1. A Gini coefficient of 0 indicates perfect equality, meaning everyone has the 

same income.  

2. A Gini coefficient of 1 (or 100%) indicates perfect inequality, meaning one 

person has all the income, and everyone else has none.  

3. Values between 0 and 1 (or 0% and 100%) represent varying degrees of 

inequality.  

   Visual Representation: 

The Gini coefficient is often visualized using a Lorenz curve, with the area between 

the Lorenz curve and the line of perfect equality representing the degree of inequality.   

   Uses: 

The Gini coefficient is used by economists and policymakers to analyze income 

inequality and track changes in income distribution over time.  

    Example: 

A Gini coefficient of 0.3 indicates a relatively low level of income inequality, 

while a Gini coefficient of 0.7 indicates a high level of income inequality.  

 

Sen Index 

The Sen Index, also known as the Sen-Shorrocks-Thon (SST) index, is a poverty 

measure developed by Amartya Sen that combines the headcount ratio, income gap ratio, 

and Gini index of the poor to assess poverty, emphasizing both the incidence and intensity 

of poverty.  

    What it is: 

The Sen Index is a composite poverty measure that considers the number of poor 

people (headcount ratio), the average depth of poverty (income gap ratio), and the 

inequality among the poor (Gini index of the poor).  

     Key Components: 
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1. Headcount Ratio (H): The proportion of the population that is below the 

poverty line.  

2. Income Gap Ratio (I): The average shortfall of the poor's income from the 

poverty line, expressed as a proportion of the poverty line.  

3. Gini Index of the Poor (Gp): A measure of income inequality among the 

poor, indicating how evenly income is distributed among those below the 

poverty line.  

      Formula: 

In its simplest form, the Sen Index is calculated as: S = H [I + (1 - I)Gp].  

       Significance: 

The Sen Index is significant because it moves beyond simply counting the number 

of poor people to also consider the depth and inequality of poverty, providing a more 

nuanced understanding of poverty dynamics.  

       SST Index: 

The Sen-Shorrocks-Thon (SST) index is a variation of the Sen index that was 

proposed by Shorrocks and Thon, and it satisfies certain axioms, such as strong upward 

transfer, continuity, and replication invariance.  

 

 

Poverty Line-Income and Regional Inequalities Causes and Measures 

Poverty, income inequality, and regional disparities are complex issues with 

intertwined causes and consequences, requiring multifaceted solutions. Here's a 

breakdown: 

Poverty and Income Inequality: 

Definition: 

Poverty is the state of lacking basic necessities, while income inequality refers to 

the unequal distribution of income, leading to disparities between groups.  

Causes: 
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1. Economic Factors: High unemployment, low wages, lack of access to 

credit, and limited economic opportunities are major drivers.  

2. Social Factors: Limited access to education, healthcare, and social safety 

nets can perpetuate poverty.  

3. Political Factors: Corruption, weak governance, and unequal resource 

distribution can exacerbate inequalities.  

4. Geographic Factors: Regional disparities in infrastructure, climate, and 

access to resources can lead to uneven development. 

 

  Measures: 

a. Poverty Line: A threshold income level below which individuals or 

households are considered poor.  

b. Gini Coefficient: A measure of income inequality, ranging from 0 (perfect 

equality) to 1 (perfect inequality).  

c. Poverty Gap: The average shortfall of income below the poverty line.  

 

Consequences: 

1. Reduced Social Mobility: Poverty can limit opportunities for upward 

mobility, creating a cycle of disadvantage.  

2. Health Issues: Poverty can lead to poor nutrition, inadequate healthcare, and 

increased vulnerability to disease.  

3. Social Unrest: Wide disparities in income and opportunity can fuel social 

tensions and instability.  

 

Regional Inequalities: 

Definition: 

Regional disparities refer to differences in economic development, infrastructure, 

and living standards between different areas within a country or region.  

Causes: 
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a. Historical Factors: Past economic policies, resource endowments, and 

social structures can shape regional development patterns.  

b. Geographic Factors: Access to transportation, natural resources, and 

climate conditions can influence economic activity.  

c. Investment and Infrastructure: Uneven distribution of investment and 

infrastructure can lead to disparities in economic growth and development.  

d. Policy and Governance: Inadequate policies, corruption, and weak 

governance can hinder regional development.  

 

Measures: 

a. Regional GDP: Gross Domestic Product per capita can be used to compare 

the economic output of different regions.  

b. Human Development Index (HDI): A composite index that measures 

progress in health, education, and living standards.  

c. Infrastructure Indicators: Roads, electricity access, and access to clean 

water can be used to assess regional infrastructure development.  

 

           Consequences: 

a. Reduced Economic Growth: Regional disparities can hinder overall 

economic growth by creating inefficiencies and limiting productivity.  

b. Social Instability: Uneven development can lead to social tensions and 

conflict as different regions compete for resources and opportunities.  

c. Brain Drain: Lack of opportunities in less developed regions can lead to 

migration of skilled workers to more developed areas.  

 

Measures to Address Poverty, Income Inequality, and Regional Disparities: 

Economic Policies: 

a. Promote Inclusive Growth: Focus on creating jobs, investing in 

infrastructure, and supporting small and medium-sized enterprises.  
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b. Improve Access to Credit: Make credit and financial services more 

accessible to low-income individuals and businesses.  

c. Invest in Education and Healthcare: Improve access to quality education 

and healthcare to build human capital and improve social mobility.  

Social Policies: 

1. Implement Social Safety Nets: Provide social assistance programs to 

support vulnerable populations.  

2. Promote Gender Equality: Address gender disparities in education, 

employment, and access to resources.  

3. Strengthen Governance: Reduce corruption, improve transparency, and 

promote good governance.  

Regional Policies: 

a. Invest in Infrastructure: Improve transportation, energy, and 

telecommunications infrastructure in lagging regions.  

b. Promote Regional Integration: Encourage cooperation and collaboration 

between different regions.  

c. Support Local Industries: Invest in local industries and create 

opportunities for economic diversification 

 

Unemployment: 

Unemployment refers to a situation where individuals who are able and willing to 

work are unable to find jobs despite actively seeking employment. It's a key indicator of 

economic health, and the unemployment rate, calculated by dividing the number of 

unemployed people by the total workforce, reflects the extent of this issue.  

     Definition: 

Unemployment is a state where individuals are without work but are actively 

seeking employment.  

      Key Characteristics: 
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a. Availability: Unemployed individuals must be available to start work 

within a reasonable timeframe.  

b. Active Job Seeking: They must have actively sought employment in 

the recent past, including contacting employers, attending interviews, 

or responding to job advertisements.  

c. Part of the Labor Force: Unemployed people are considered part of 

the labor force, which includes all employed individuals and those 

actively seeking work.  

        Unemployment Rate: 

The unemployment rate is a percentage that indicates the proportion of the labor 

force that is unemployed.  

Why is Unemployment Important? 

1. Economic Indicator: Unemployment is a crucial indicator of the overall health and 

performance of an economy. 

2. Social Impact: High unemployment can lead to social issues, including poverty, 

inequality, and crime. 

3. Individual Impact: Unemployment can cause financial hardship, stress, and a 

decline in overall well-being for individuals and their families.  

   Types of Unemployment: 

1. Frictional Unemployment: This occurs when people are temporarily between jobs, 

such as when they quit one job and are in the process of finding another.  

2. Structural Unemployment: This arises from a mismatch between the skills of the 

workforce and the skills required by employers, often due to technological 

advancements or changes in industry.  

3. Cyclical Unemployment: This type of unemployment is directly linked to economic 

downturns or recessions, where businesses reduce hiring or lay off workers.  

4. Seasonal Unemployment: This type of unemployment occurs due to seasonal 

changes in demand for labor, such as in the tourism or agricultural industries.  

 

Nature and Extent Unemployment 
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Unemployment, a complex issue with both social and economic implications, exists in 

various forms and to varying extents across different economies and populations. It can 

be broadly categorized into cyclical, structural, and frictional types.  

   Nature of Unemployment: 

   Definition: 

Unemployment refers to a situation where a person actively seeks employment but 

is unable to find work.  

   Types: 

1. Cyclical Unemployment: Occurs due to economic downturns or recessions, 

leading to job losses.  

2. Structural Unemployment: Arises from a mismatch between the skills 

available in the workforce and the skills required by employers.  

3. Frictional Unemployment: Results from individuals temporarily between 

jobs or transitioning into new roles.  

  Social and Economic Impact: 

 Unemployment can lead to poverty, inequality, and a decline in overall 

quality of life.  

 It represents a wastage of human resources and can strain social safety nets.  

 Unemployment can also lead to increased crime rates and social unrest.  

 

Extent of Unemployment: 

   Global Variations: 

The extent of unemployment varies significantly across different countries and 

regions, influenced by factors like economic growth, technological advancements, and 

government policies.  

    India Specifics: 

I. In India, unemployment is a significant concern, with both rural and urban 

areas facing challenges.  
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II. The unemployment rate in India can fluctuate, influenced by factors like 

economic slowdowns, seasonal changes, and policy interventions.  

III. Data from the Centre for Monitoring the Indian Economy (CMIE) indicates 

that the unemployment rate rose to 9.2% in June 2024, an eight-month high.  

IV. Rural unemployment experienced a significant rise, reaching 9.3% in June 

2024.  

V. Female unemployment rates are also higher than the national average, 

reaching 18.5% in June 2024.  

     Disguised Unemployment: 

In developing economies like India, disguised unemployment, where people are 

employed but not fully utilized, is also a significant issue.  

    Addressing Unemployment: 

Addressing unemployment requires a multi-pronged approach, including economic 

growth, skill development, job creation, and social safety nets.  

 

 

 

 

 

 

 HDI 

 

The Human Development Index (HDI) is a composite statistic used to rank countries 

based on their average achievements in three key dimensions: health (life expectancy), 

education (mean and expected years of schooling), and standard of living (Gross 

National Income per capita).  



28 
 

 

What it is: 

The HDI is a tool developed by the United Nations Development Programme 

(UNDP) to provide a comprehensive overview of a country's development levels.  

  How it's calculated: 

1. Health: Measured by life expectancy at birth.  

2. Education: Measured by mean years of schooling (average years of 

schooling for adults) and expected years of schooling (average years of 

schooling for children).  

3. Standard of Living: Measured by Gross National Income (GNI) per capita.  

  Why it's important: 

 Comprehensive View: The HDI provides a broader perspective on 

development than solely focusing on economic growth, by considering social factors 

like health and education.  

 Comparison: It allows for easy comparison of development levels across 

different countries and over time.  

 Policy Guidance: The HDI can help policymakers identify areas where 

interventions are needed to improve human development.  

 

HDI Categories: 
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1. Very High Human Development: Countries with an HDI value of 0.800 

and above.  

2. High Human Development: Countries with an HDI value between 0.700 

and 0.799.  

3. Medium Human Development: Countries with an HDI value between 

0.550 and 0.699.  

4. Low Human Development: Countries with an HDI value below 0.550.  

Example: 

India's HDI value for 2022 is 0.644, placing it in the medium human development 

category 

 

 

International comparisons: 

The Human Development Index (HDI) is a composite statistic used to rank countries 

based on life expectancy, education, and per capita income, providing a summary measure 

of a country's average achievements in these key areas.  

        Purpose: 

The HDI, developed by the United Nations Development Programme (UNDP), aims 

to assess a country's development beyond just economic growth, focusing on people and 

their capabilities.  

Scale: 

The HDI scores countries on a scale from 0 to 1, with 0 representing the lowest and 

1 the highest level of human development.  

International Comparisons and Rankings 

 Top Performers: In 2022, Switzerland had the highest HDI value (0.967), followed 

by Norway (0.966) and Iceland (0.959).  

 Other High-Ranking Countries: Hong Kong, China (SAR), and Sweden also 

ranked high, with scores of 0.956 and 0.952, respectively.  

 Lowest HDI Scores: In 2022, the countries with the lowest HDI scores were 

Somalia, South Sudan, Central African Republic, Chad, and Niger.  

https://hdr.undp.org/data-center/human-development-index
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 India's Performance: In 2022, India's HDI value was 0.644, placing it in the 

medium human development category and ranking 134 out of 193 countries and 

territories.  

 Progress and Disparities: While global HDI is projected to reach record highs, 

progress is uneven, with rich countries experiencing record levels of human 

development while some of the world's poorest countries remain below their pre-

crisis levels.  

 Uneven Development: This uneven progress is leaving the poorest behind, 

exacerbating inequality, and stoking political polarization on a global scale.  

Key Takeaways 

 The HDI provides a valuable tool for comparing human development across 

countries. 

 It highlights the importance of focusing on people and their capabilities, not just 

economic growth. 

 The HDI can be used to identify areas where countries need to make improvements in 

health, education, and standard of living. 

 It is important to note that the HDI is a simplified measure and does not capture all 

aspects of human development.  
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UNIT – III 

 

    Indian Agriculture 

 

Indian agriculture is a vital sector, serving as the primary livelihood for a significant 

portion of the population and contributing significantly to the GDP, with India being a 

global leader in the production of milk, pulses, and spices.  

Key Facts and Figures: 

a. Livelihood: Agriculture is the primary source of livelihood for approximately 55% 

of India's population.  

b. GDP Contribution: The agriculture sector contributes a significant portion to the 

Gross Domestic Product (GDP).  

c. Global Leader: India is the world's largest producer of milk, pulses, and spices.  

d. Second Largest Producer:  India is the second-largest producer of fruits, 

vegetables, tea, farmed fish, sugarcane, wheat, rice, cotton, and sugar.  

e. Land Under Cultivation: India has a large area under cultivation, with a significant 

portion being rainfed.  

f. Green Revolution: Indian agriculture has witnessed a "Green Revolution" with 

technological advancements and government support.  

g. Other Revolutions: Indian agriculture and allied activities have witnessed a green 

revolution, a white revolution, a yellow revolution and a blue revolution.  

h. Major Crops: Major crops include rice, wheat, sugarcane, cotton, pulses, spices, 

and fruits and vegetables.  

i. Animal Husbandry: Animal husbandry plays a crucial role in the agricultural 

sector, with India having the world's largest cattle herd (buffaloes).  

j. Challenges: Indian agriculture faces challenges including erratic rainfall, inadequate 

irrigation, soil degradation, and diminishing arable land.  
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Importance of Indian Agriculture: 

1. Food Security: Agriculture is crucial for ensuring food security and meeting the 

nutritional needs of the population.  

2. Rural Employment: It provides employment and income opportunities for a large 

segment of the rural population.  

3. Economic Growth: The agricultural sector contributes to overall economic growth 

and development.  

4. Exports: India is a significant exporter of agricultural products, contributing to the 

country's foreign exchange earnings.  

5. Sustainable Agriculture: Sustainable agriculture practices, including soil 

conservation and sustainable natural resource management, are essential for long-

term food security and rural development.  

 

 

Trends in Production and Productivity 

 

In the agricultural sector, Indian production and productivity trends show a mixed 

picture: while overall production has increased, productivity gains have been slower, and 

there are regional disparities.  

Overall Trends: 

a. Increased Production: There's been a general uptrend in agricultural production, 

with output growing at a compound rate of 2.7% since the beginning of planning in 

1951-52.  

b. Slower Productivity Growth: While production has increased, productivity gains 

have been slower, and there's still a vast scope for raising the level of productivity in 

India.  

c. Regional Disparities: Agricultural growth has been uneven and inequitable across 

crops, regions, states, and classes.  

d. Importance of Technology: The use of modern varieties, irrigation, and fertilizers 

has been crucial for ensuring higher growth in crop production.  
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e. Role of Green Revolution: The Green Revolution, with the introduction of high-

yielding varieties, chemical fertilizers, and farm machinery, played a significant role 

in boosting agricultural production.  

f. Sustainability Issues: The sustainability of crop productivity is a growing concern, 

with the post-Green Revolution phase characterized by high input-use and 

decelerating total factor productivity growth.  

 

Specific Crops: 

1. Food Grains: Growth in area and yield contributed to production growth, but the 

growth in productivity has been slowed in the international context.  

2. Wheat and Rice: The productivity of wheat and rice increased progressively due to 

the adoption of high-tech agricultural practices, but the productivity of wheat and 

rice decreased in later years due to changes in agricultural practices, including the 

adoption of organic farming.  

3. Pulses: India is a large producer and consumer of pulses, but the productivity of 

pulses in India is less than half of the productivity levels in the USA and Canada.  

4. Maize, Bajra, and Sorghum: In maize crop, there was an increasing trend in area 

and production, but a decreasing trend in productivity. In bajra and sorghum crops, 

there was a decreasing trend in area and production, but an increasing trend in 

productivity.  

5. Fruits: The average annual growth rate of production is 3.03% with fruit crop 

productivity and area farmed at 2.21% and 0.79% respectively.  

6. Onion: In India, even though there was a decline in area, an increasing trend in 

production was noticed, and this was due to an increase in productivity.  

 

   Factors Influencing Production and Productivity: 

 Technological Advancements: Adoption of high-yielding varieties, improved 

irrigation techniques, and mechanization have played a crucial role in boosting 

production and productivity.  



34 
 

 Infrastructure: Improved infrastructure, including roads, storage facilities, and 

markets, is essential for efficient agricultural production and distribution.  

 Policy and Institutional Support: Government policies, including land reforms, 

input subsidies, and credit facilities, can play a significant role in promoting 

agricultural growth and productivity.  

 Climate Change: Climate change poses a significant threat to agricultural 

production and productivity, with increasing temperatures, erratic rainfall patterns, 

and extreme weather events impacting crop yields.  

 

Future Directions: 

 Focus on Sustainable Practices: There's a need to shift towards sustainable 

agricultural practices that minimize environmental impact and ensure long-term 

productivity.  

 Technological Innovation: Continued investment in research and development is 

crucial for developing new technologies that can further enhance agricultural 

productivity.  

 Infrastructure Development: Improving infrastructure, including irrigation, 

storage, and transportation, is essential for efficient agricultural production and 

distribution.  

 Policy Support: Government policies should support sustainable agricultural 

practices and provide farmers with the necessary resources and incentives to 

improve their productivity.  

 

 

 Land reforms 

Land reform refers to the process of changing how agricultural land is owned, used, 

and regulated, often involving redistribution from large landowners to landless or small 

farmers.  

    Key Aspects of Land Reform: 
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1. Redistribution: Land reform often aims to redistribute land from large 

landowners to landless or small farmers, aiming for a more equitable 

distribution of land ownership.  

2. Regulation of Ownership: It can involve changing laws and regulations 

related to land ownership, use, leasing, sales, and inheritance.  

3. Tenancy Reforms: Land reform can also address tenancy issues, providing 

security of tenure for tenants and potentially allowing them to purchase the 

land they cultivate.  

4. Abolition of Intermediaries: Reforms may aim to eliminate intermediaries, 

such as landlords, who stand between the state and the actual cultivators, 

strengthening the position of farmers.  

5. Land Ceilings: Land reform can involve setting limits on landholdings, 

with any surplus land being redistributed.  

6. Consolidation of Holdings: Fragmented landholdings can be consolidated 

to create larger, more productive plots.  

7. Land Records: Land reform can also involve the creation and maintenance 

of accurate land records to prevent disputes and ensure transparency.  

 

 Examples of Land Reform Measures: 

 Abolition of Zamindari: This involved removing the rights of 

intermediaries (zamindars) between the state and the cultivators, a key 

reform in India.  

 Tenancy Reforms: These reforms aimed to reduce rents, provide security 

of tenure, and give cultivating tenants the opportunity to purchase the land 

they cultivated.  

 Land Ceiling Acts: These laws set limits on the amount of land an 

individual or family could own, with any surplus land being redistributed.  

 Redistribution of Surplus Land: Land above the ceiling limits was 

redistributed to landless or marginalized groups.  
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      Objectives of Land Reform: 

 Equity and Social Justice: Land reform aims to address inequalities in land 

ownership and promote social justice. 

 Economic Growth: By empowering farmers, land reform can contribute to 

increased agricultural productivity and economic growth. 

 Rural Development: Land reform can improve the livelihoods of rural communities 

and reduce poverty.  

 

Green Revolution 

The Green Revolution was a period of major advancements in agriculture in the 

1960s. These advancements led to a significant increase in crop yields, especially of wheat 

and rice. The Green Revolution was intended to address malnutrition in developing 

countries.  

How it worked 

 The Green Revolution involved developing and adopting high-yielding varieties of 

wheat and rice. These varieties were also known as "miracle" seeds.  

 The new varieties were grown on irrigated land with the use of chemical fertilizers 

and pesticides.  

 The Green Revolution led to a significant increase in wheat and rice production until 

the 1990s.  

 

Impact 

 The Green Revolution helped avert a major food crisis in Asia.  

 It also provided the springboard for rapid economic growth in China, Southeast Asia, 

and South Asia.  

 However, the Green Revolution also had less positive consequences, including loss of 

biodiversity, lowering of the water table, increased salinization, and increased rural 

inequalities.  

Challenges 
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 Maintaining the growth achieved by the Green Revolution may be challenging in the 

future due to population growth.  

 The dominance of industrial agriculture makes large-scale implementation of 

agroecological methods challenging 

 

Agricultural Price Policy in India 

The primary goal of Indian agricultural policy is to maintain a reasonable link 

between agricultural grain prices and non-food grain prices, as well as between agricultural 

commodities so that the terms of trade between the aforementioned areas of the economy do 

not deteriorate dramatically. 

Agricultural Price Policy in India has been developed by the government for 

agricultural products to ensure that farmers receive fair prices to encourage or motivate them 

to spend more on agriculture. Keeping in mind, the government announces Minimum Support 

Prices (MSP) for major agricultural products every year. The government provides food 

grains to the BPL families through the public distribution system. These prices are fixed after 

consulting the Commission for Agricultural Costs and Prices (CACP). 

The initial price policy at the dawn of Independence was, to a large extent, based on 

the plethora of controls exercised during the Second World War. It included rigid controls on 

the movement of crops from one State to the other, procurement of food grains through a 

compulsory levy on producers and millers, open market purchases, and rationing in 

practically all the States. Following the recommendation of the Foodgrains Policy Committee 

of 1947 for progressive decontrol, restrictions were relaxed. However, a food crisis appeared 

in 1948, and food prices rose substantially. Accordingly, controls were introduced. 

On the recommendations of the Foodgrains Enquiry Committee, 1957, calling for 

'social control over the wholesale trade in food grains' and its subsequent endorsement by the 

National Development Council in November 1958, the Government of India experimented 

with State trading in food grains in April 1959. According to this scheme, state trading was to 

be confined to two main commodities - wheat and rice. However, the scheme ran into 

difficulties since it was put into practice in a haphazard way without taking cognizance of 
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economic forces.' For instance, procurement prices for wheat were fixed at much lower levels 

than those dictated by the forces of demand and supply. 

Take a look at the Minimum Support Price 2021-22 

 

 

                                         Source: static.pib.gov.in 
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Motives (advantages) behind the announcement of Minimum Support Price (MSP): 

To secure the interests of the farmers as also the need of self-reliance, the government has 

been announcing the minimum support price for 24 major crops. The main objectives f the 

MSP are: 

1. To prevent fall in the price in the situation of over production. 

2.  To protect the interests of the farmers by ensuring them a minimum price for 

their crops in the situation of a price fall in the market. 

3. To meet the domestic consumption requirement 

4. To provide price stability in the agricultural product 

5. To ensure a reasonable relationship between prices of agricultural 

commodities and manufactured goods 

6. To remove the price difference between two regions or the whole country. 

7. To increase the production and exports of agricultural produce. 

8. To provide raw materials to the different industries at reasonable prices in the 

whole country. 

Disadvantages of the Minimum Support Price: 

a. To increase the income of the farmers, the poor of the country have to pay 

more. This practice will create the problem to allocate inefficiency in the 

country. 

b. Subsidizing farmers through higher product prices is an inefficient method 

because it penalizes the consumer with higher prices. Also, it means large 

farmers will benefit the most. They have received more than they need but 

small farmers are still struggling. 

c. Farmers use fertilizers in huge quantities to increase their production but it 

creates problems for those people who do not get benefits from this increment 

in production. 

Conclusion: The basic motive behind the Agriculture policy of the Government of India is to 

save the interests of both farmers and consumers. The prices of the food grains should be 

decided very wisely so that neither farmers nor consumers get to suffer. 
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Agricultural marketing  

Agricultural marketing encompasses the entire process of moving agricultural 

products from the farm to the consumer, including activities like production, processing, 

storage, transportation, and distribution, aiming to satisfy farmers, intermediaries, and 

consumers.  

    Definition: 

Agricultural marketing involves all activities, agencies, and policies related to 

farmers procuring inputs and moving agricultural products to consumers.  

    Scope: 

It covers the entire supply chain, from planning production to selling the final 

product, encompassing activities like grading, packing, transportation, storage, and 

processing.  

    Importance: 

It's crucial for ensuring farmers have access to markets, increasing their income, and 

promoting exports.  

     Marketing Channels: 

These are the routes through which agricultural products move from producers to 

consumers, and the length of the channel varies depending on the commodity and 

consumer demand.  

    Marketing Mix: 

The concept of the agri-marketing mix, which includes the four key elements: 

product, price, place, and promotion, serves as a cornerstone for achieving marketing 

objectives and maximizing customer satisfaction.  

Key Activities and Functions: 

1. Planning Production: Determining what crops to grow and in what quantities based 

on market demand. 

2. Growing and Harvesting: Ensuring efficient and timely production. 

3. Grading and Packing: Preparing the produce for market, ensuring quality and 

standardization. 
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4. Transportation and Storage: Moving the produce to the right place and time, and 

preserving its quality. 

5. Processing: Transforming raw agricultural products into finished goods (e.g., milk to 

cheese). 

6. Distribution: Getting the products to consumers through various channels (e.g., retail 

stores, wholesalers). 

7. Advertising and Sale: Promoting the products and facilitating their purchase.  

 

Challenges in Agricultural Marketing: 

A. Fragmented and Inefficient Supply Chain: Lack of coordination and infrastructure 

can lead to losses and inefficiencies.  

B. Market Access: Farmers may face difficulties accessing markets, especially in 

remote areas.  

C. Poor Infrastructure: Lack of storage, transportation, and processing facilities can 

lead to spoilage and losses.  

D. Complex Regulations: Bureaucracy and regulations can hinder efficient marketing.  

E. Perishable Products: Agricultural products are often perishable, requiring 

specialized handling and storage.  

F. Fluctuating Prices: Market prices can fluctuate, making it difficult for farmers to 

plan and earn a fair return.  

 

Food Security 

Food security means having enough safe, nutritious, and affordable food for everyone, 

at all times. It also includes having the ability to withstand future disruptions to food 

supply.  

   Features of food security  

1. Availability: Having enough food for everyone 

2. Access: Having the means to get food 
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3. Utilization: Being able to use the food 

4. Stability: Having a reliable food supply 

5. Nutrition: Having access to nutritious food 

 

    Food insecurity 

The opposite of food security is food insecurity, which is when people don't have 

access to enough food. Food insecurity can lead to hunger, starvation, malnutrition, and 

fear of food shortages.  

    Food security interventions 

Food security interventions can help improve household food security. These 

interventions can include: Crop rotation, Sustainable agriculture, New production 

techniques, and Improving health.  

   Food security initiatives 

Some initiatives that help with food security include:  

 Pradhan Mantri Rashtriya Krishi Vikas Yojana (PM-RKVY) 

 Regional Vulnerability Assessment and Analysis Programme 

 

Industrial development 

Industrial development refers to the process of building and growing industries within 

an economy, often involving technological advancements to improve production and 

create jobs, ultimately contributing to economic growth and poverty reduction.  

Definition: 

Industrial development is the growth of the industrial sector, driven by initiatives 

from governments and other stakeholders, aiming to enhance economic output and 

improve production processes.  

Economic Growth: 
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Sustained industrial development is a major contributor to economic growth and can 

help reduce poverty.  

         Technological Advancement: 

It involves using new technologies to make jobs easier, faster, and better, leading to 

increased business output and profits.  

Global Trends: 

Developing and transition economies have increased their export market shares, 

particularly in information and communication technology (ICT) products, and 

developing countries competitive in those products have generally enjoyed the fastest 

manufacturing sector growth.  

Role in Economic Development: 

Industrial development can make significant beneficial contributions to a country's 

overall economic development by providing jobs, promoting socio-economic 

infrastructure, and fostering innovation.  

Sustainable Industrial Development: 

Focuses on creating a world without hunger, using sustainable energy, and creating 

jobs, particularly for young people.  

India's Industrial Development: 

India has witnessed significant industrial growth, with the technology sector leading 

the way, and the country is well-poised to harness opportunities in the manufacturing 

sector.  

UNIDO's Role: 

The United Nations Industrial Development Organization (UNIDO) facilitates 

structural transformation and economic growth by increasing the capacities of local 

industries for value addition, economic diversification, and export promotion.  

Challenges: 

The process of industrialization is facing challenges, particularly because industrial 

production capacity has been concentrated in a few countries.  
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Industrial development trends include globalization, automation, and sustainability, while 

problems encompass environmental issues, labor shortages, and global competition.  

Trends: 

1. Globalization: The interconnectedness of global markets and supply chains 

continues to shape industrial development, leading to increased competition and 

opportunities for international trade.  

2. Automation and Technology: Advancements in automation, robotics, and artificial 

intelligence are transforming manufacturing processes, increasing efficiency, and 

creating new job roles.  

3. Sustainability: Growing concerns about climate change and environmental 

degradation are driving the development of sustainable industrial practices, 

including renewable energy, resource efficiency, and waste reduction.  

4. Digital Transformation: The use of digital technologies like the Internet of Things 

(IoT), cloud computing, and big data analytics is revolutionizing industrial 

operations, enabling better decision-making and optimization.  

5. Circular Economy: Shifting towards a circular economy model, where resources 

are reused and recycled, is gaining traction, reducing waste and promoting resource 

efficiency.  

 

Problems: 

A. Environmental Issues: Industrial activities can lead to pollution, resource 

depletion, and climate change, requiring robust environmental regulations and 

sustainable practices.  

B. Labor Shortages and Skills Gaps: A shortage of skilled workers and a mismatch 

between available skills and industry needs can hinder industrial growth.  

C. Global Competition: Increased competition from other countries, especially those 

with lower labor costs, can put pressure on domestic industries.  

D. Infrastructure Gaps: Inadequate infrastructure, such as transportation networks, 

energy supplies, and telecommunications, can limit industrial growth.  



45 
 

E. Regulatory and Compliance Issues: Navigating complex regulations and ensuring 

compliance with environmental, safety, and labor standards can be challenging for 

businesses.  

F. Economic Disparities: Uneven industrial development across different regions can 

exacerbate economic disparities and social inequalities.  

G. Supply Chain Disruptions: Global events, such as pandemics or geopolitical 

conflicts, can disrupt supply chains and cause shortages or price increases.  

H. Overcoming Infrastructure Bottlenecks: India's infrastructure is still 

underdeveloped, making it difficult for businesses to transport goods and services, 

which can raise costs and hamper growth.  

I. High Taxes: India has a relatively high tax burden, which can make it difficult for 

businesses to compete with those in other countries.  

J. Corruption: Corruption is a major problem in India, which can discourage 

investment and make it difficult for businesses to operate 

 

MSMEs 

MSMEs (Micro, Small, and Medium Enterprises) are a vital part of the Indian 

economy, contributing significantly to employment, GDP, and exports, and the 

government has been working to support their growth and development through various 

initiatives.  

Definition: 

MSMEs are businesses that engage in manufacturing, processing, production, and 

preservation of goods, or in the service sector.  

Classification: 

1. Micro: Enterprises with investment up to ₹2.5 crore and turnover up to ₹10 

crore.  

2. Small: Enterprises with investment up to ₹50 crore and turnover up to ₹250 

crore.  
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3. Medium: Enterprises with investment up to ₹100 crore and turnover up to 

₹500 crore.  

Significance: 

 Employment: MSMEs are a major source of employment, particularly in 

rural and semi-urban areas.  

 GDP Contribution: They contribute significantly to India's Gross Domestic 

Product (GDP) and exports.  

 Entrepreneurship: They foster entrepreneurship and innovation.  

 Industrialization: They play a crucial role in industrializing rural and 

backward areas, reducing regional imbalances.  

 

Government Initiatives for MSMEs: 

 Ministry of Micro, Small and Medium Enterprises (MoMSME): The Ministry is 

responsible for promoting the growth and development of the MSME sector.  

 Udyam Registration: This is a platform for registering MSMEs.  

 CHAMPIONS Portal: This portal provides a platform for resolution, redressal, and 

remedies for MSMEs.  

 MSME SAMADHAAN: This system monitors delayed payments to MSMEs.  

 Other Schemes: The government has various schemes to support MSMEs, including 

financial assistance, technology upgradation, and capacity building.  

 

Challenges Faced by MSMEs: 

1. Access to Finance: MSMEs often face difficulties in accessing timely and affordable 

credit. 

2. Technology Upgradation: Many MSMEs struggle to adopt new technologies and 

improve their productivity. 

3. Infrastructure: Lack of adequate infrastructure, such as roads, power, and 

communication networks, can hinder MSME growth. 
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4. Market Access: MSMEs may face challenges in accessing domestic and international 

markets.  

 

Recent Developments: 

 Revised MSME Definitions: The government has revised the definitions of MSMEs, 

increasing the investment and turnover limits.  

 Budget 2025: The budget has allocated funds for the development of the MSME 

sector.  

 Focus on Exports: The government is focusing on promoting exports from the 

MSME sector.  

 

MSME Day: The United Nations General Assembly designated June 27 as "Micro-, Small, 

and Medium-sized Enterprises Day" to raise awareness of the contributions of MSMEs.  

 

Industrial Policy 1991 and Recent Developments 

The 1991 Industrial Policy in India, a key part of the New Economic Policy, shifted 

from a heavily regulated, socialist-oriented approach to a more liberalized, market-driven 

system, while recent developments focus on sustainable growth, technological 

advancements, and global manufacturing competitiveness.  

1991 Industrial Policy Shift from Socialism to Liberalization: 

The 1991 policy marked a significant shift away from the previous socialist-oriented 

industrial policies, which emphasized state control and protectionism.  

Key Features: 

 Deregulation: Industrial licensing was abolished for most industries, except 

for a few that were deemed critical.  

 Foreign Investment: The policy allowed for foreign direct investment (FDI) 

up to 51% in high-priority sectors, bringing in capital, technology, and 

expertise.  
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 Public Sector Reforms: There was a move towards disinvestment in public 

sector undertakings and a reduction in the reserved sector for the public 

sector.  

 Focus on Market Forces: The policy aimed to create a more competitive 

and market-driven environment for businesses.  

Objectives: 

 Economic Growth: The policy aimed to boost economic growth by 

attracting foreign investment and promoting efficiency.  

 Global Integration: It sought to integrate the Indian economy with the 

global economy by promoting trade and investment.  

 Technological Advancement: The policy aimed to encourage technological 

advancements and innovation.  

 

Recent Developments (2023-2025): 

 Focus on Sustainable Development: Recent industrial policies emphasize 

sustainable development and green practices across industries. 

 Technological Advancement: There's a focus on leveraging technology, 

including AI, robotics, and the Internet of Things (IoT), to enhance 

manufacturing and competitiveness. 

 Global Manufacturing Hub: India aims to become a global manufacturing 

hub, with policies designed to attract investment and promote exports. 

 Emphasis on Specific Sectors: There's a focus on developing specific 

sectors, such as pharmaceuticals, electronics, and defense, to boost economic 

growth and create jobs. 

 Ease of Doing Business: Efforts are being made to simplify regulations and 

improve the ease of doing business to attract investment and promote 

entrepreneurship.  
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Overview of service and financial sectors in india and its importance 

India's service and financial sectors are vital, comprising banks, insurance, and other 

financial institutions, playing a crucial role in economic growth by facilitating 

transactions, investments, and risk management.  

Service Sector: 

Significance: 

The service sector is a major engine of India's economy, contributing significantly to 

GDP and employment.  

Key Sub-sectors: 

1. IT Sector: A significant contributor to the economy, with a growing market 

and increasing demand for IT services.  

2. Medical Tourism: India is a major destination for medical tourism, with a 

projected rebound in the number of medical tourists.  

3. Telemedicine: The telemedicine market is experiencing growth, driven by 

increased demand for remote healthcare solutions.  

Growth Drivers: 

a. Rising incomes and increasing demand for financial services.  

b. New service providers and financial solutions.  

c. Customized financial solutions.  

 

Financial Sector: 

 Significance: 

The financial sector facilitates monetary transactions, lending, investment, and risk 

management, acting as an intermediary between savers and borrowers.  

Key Components: 

 Banks: Commercial banks play a dominant role in the financial system, 

accounting for a large share of total assets.  
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 Insurance Companies: Provide financial security and risk management 

solutions.  

 Non-Banking Financial Companies (NBFCs): Offer various financial 

services, including loans and investments.  

 Mutual Funds: Provide investment opportunities for individuals and 

institutions.  

 Pension Funds: Help individuals plan for retirement.  

 

Importance: 

A. Economic Growth: Facilitates investment and capital formation, which are 

essential for economic development.  

B. Financial Stability: Helps to maintain a stable financial system and manage 

risks.  

C. Resource Allocation: Ensures efficient allocation of resources to productive 

sectors.  

D. Risk Management: Provides tools and mechanisms for managing financial 

risks.  

 

Key Developments: 

o Liberalization and Reforms: The Indian government has introduced 

reforms to liberalize and enhance the financial sector.  

o Financial Inclusion: Efforts are underway to promote financial inclusion 

and provide access to financial services for all, including MSMEs.  

o Technological Advancements: The sector is witnessing rapid technological 

advancements, such as mobile payments and online banking.  

 

Expansin of Private Banks 

Private banks in India have seen significant expansion, driven by factors like customer 

needs, market share growth, and loan growth, with HDFC Bank leading in branch additions.  
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Reasons for Expansion: 

A. Customer Needs: Retail portfolios require a physical presence to serve customers, 

leading to branch expansion.  

B. Market Share: Branch expansion helps banks draw customers away from Non-

Banking Financial Companies (NBFCs) and gain market share.  

C. Loan Growth: Branch expansion can aid in loan growth, as it allows banks to reach 

more potential borrowers.  

D. Business Momentum: Branch expansion can help drive overall business momentum 

and growth.  

E. Digital Transformation: While branch expansion is happening, private banks are 

also focusing on digital transformation and innovation to enhance their service 

offerings and operational efficiency.  

 

Key Players and Their Expansion: 

 HDFC Bank: The largest private lender, HDFC Bank, added nearly 1,500 branches 

during FY23, closing the year with over 7,800 branches, making it the largest 

number of new branch additions by a scheduled commercial bank in the country.  

 ICICI Bank: ICICI Bank has rapidly expanded its operations and customer base, 

becoming one of India's largest private sector banks, and is at the forefront of digital 

banking innovations.  

 Kotak Mahindra Bank: Kotak Mahindra Bank has grown to become one of India's 

leading private sector banks, offering a wide range of financial products and 

services.  

 Bandhan Bank: Bandhan Bank is one of India's leading private-sector banks, with a 

focus on financial inclusion and serving the underserved.  

 IDBI Bank: IDBI Bank was initially a public sector bank but now operates in the 

private sector after significant divestments.  

 IndusInd Bank: IndusInd Bank Limited is one of the newest private sector banks in 

India.  
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 South Indian Bank: South Indian Bank Ltd is a private sector bank in India 

providing a variety of banking services.  

 CSB Bank: CSB Bank is an old private sector bank with a history of over 100 

years.  

 IDFC First Bank: IDFC First Bank, formed through a merger, has rapidly evolved 

into a noteworthy private sector bank in India.  

 Karnataka Bank: Karnataka Bank Ltd. is a prominent private sector bank in India, 

offering a wide range of financial services.  

 Dhanalakshmi Bank: Dhanalakshmi Bank is a private sector bank founded in 1927 

in Thrissur, Kerala.  

 City Union Bank: City Union Bank Ltd. is one of India's oldest private sector 

banks.  

 Tamilnad Mercantile Bank: Tamilnad Mercantile Bank is considered as one of the 

fastest growing private sector banks in India.  
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UNIT – IV 

Foreign trade 

Foreign trade is the exchange of goods, services, or capital between countries. It's also 

known as international trade.  

How does foreign trade work? 

Exports - When a country sells its products or services to another country, it's called 

an export.  

Imports - When a country buys products or services from another country, it's 

called an import.  

           Foreign exchange - When one country's currency is exchanged for another country's 

currency, it's called foreign exchange.  

 

Why is foreign trade important? 

1. It helps countries get raw materials and finished products that they don't have or don't 

have enough of.  

2. It helps countries build their economies by bringing in money.  

3. It helps countries enter new markets.  

4. It helps countries specialize in exporting goods that they have a lot of supply of.  

         

 Related terms 

 Balance of payments: A record of all the international financial transactions of a 

country.  

 International trade: The exchange of all goods and services worldwide.  

 

Importance of foreign trade for a developing economy 
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Foreign trade is crucial for developing economies as it expands markets, fosters 

economic growth, promotes technological advancements, and attracts foreign investment, 

ultimately raising living standards and driving overall prosperity.  

Here's a more detailed look at the importance of foreign trade for developing 

economies: 

1. Expanding Markets and Economic Growth: 

A. Access to Wider Markets: Foreign trade allows developing countries to 

access larger global markets, increasing demand for their products and 

services, which can lead to increased production and economic growth.  

B. Revenue Generation: Exports generate foreign currency, which can be used 

to import essential goods and services, and also contribute to government 

revenue, supporting public services and infrastructure development.  

C. Specialization and Efficiency: By focusing on producing goods and services 

where they have a comparative advantage, developing countries can become 

more efficient and competitive in global markets.  

     

       2. Technological Advancement and Innovation: 

A. Access to Technology: International trade facilitates the flow of technology 

and knowledge, enabling developing countries to adopt more advanced 

production methods and improve their overall productivity.  

B. Competition and Innovation: Exposure to international competition can 

drive innovation and encourage domestic firms to improve their products and 

processes to meet global standards.  

 

3. Investment and Foreign Direct Investment (FDI): 

A. Attracting FDI: A country's openness to trade can attract foreign direct 

investment, which can bring in capital, technology, and expertise, further 

boosting economic growth and development.  
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B. Job Creation: Increased investment and economic activity resulting from 

trade can lead to job creation and improved employment opportunities, 

contributing to a higher standard of living.  

 

4. Resource Allocation and Economic Diversification: 

A. Optimizing Resource Use: Trade allows developing countries to allocate 

resources more efficiently by specializing in areas where they have a 

comparative advantage and importing goods and services where they are less 

competitive. 

B. Economic Diversification: By participating in international trade, 

developing economies can diversify their production base and reduce their 

dependence on a few key sectors, making them more resilient to economic 

shocks.  

 

5. Improved Living Standards and Welfare: 

A. Access to Goods and Services: Imports provide access to a wider variety of 

goods and services, improving the quality of life and meeting the needs of 

the population.  

B. Higher Wages and Productivity: Increased exports and economic growth 

can lead to higher wages and improved living standards for workers.  

C. Reduced Poverty and Inequality: Economic growth driven by trade can 

help reduce poverty and inequality by creating more opportunities and 

improving the overall standard of living.  
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Comparative Table: FDI and FII 

 

Foreign Direct Investment 

(FDI) 

Foreign Institutional Investor 

(FII) 

Meaning 

The investment made by 

a company or individual from 

one country into another to 

establish business operations or 

acquire assets. 

Investments made by institutional 

investors from foreign countries 

in the financial markets of a 

different country. 

Nature 
Long-term investment 

commitment. 
Typically short-term investment. 

Objective 

Establishment of business 

operations, acquisition of assets, 

technology transfer, and market 

expansion. 

Earning financial returns and 

portfolio diversification. 

Focus 

Investments in physical assets, 

such as factories, buildings, and 

infrastructure. 

Investments in securities like 

stocks, bonds, derivatives, and 

other financial instruments. 

Influence 

It may directly impact the host 

country’s economy, including job 

creation, technology transfer, and 

economic development. 

It can influence market trends, 

liquidity, and asset prices in the 

host country’s financial markets. 

Control 

Often involves significant control 

and ownership stakes in local 

businesses. 

Generally does not involve 

control or ownership in the 

companies invested in. 

Investment 

Horizon 

A long-term commitment, with 

investments spanning several 

years or even decades. 

Short-term investments with the 

flexibility to enter or exit the 

market relatively quickly. 

Regulatory 

Framework 

Subject to regulations related to 

foreign ownership, investment 

approvals, and compliance with 

local laws and regulations. 

Governed by financial market 

regulations, including limits on 

foreign ownership, reporting 

requirements, and compliance 

with investment guidelines. 

https://www.shiksha.com/online-courses/articles/company-meaning-features-and-advantages/
https://www.shiksha.com/online-courses/articles/financial-market-types-and-importance/
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Risks 

Exposure to risks associated with 

operating in a foreign market, 

including political, economic, 

and regulatory risks. 

Susceptible to market risks, 

volatility, and potential capital 

outflows. 

Examples 

Establishment of a manufacturing 

plant in a foreign country by a 

multinational corporation. 

Investment by a foreign 

institutional investor in stocks or 

bonds of a company listed on a 

foreign stock exchange. 

 

Balance of Payments crisis 

A BOP (Balance of Payments) crisis, also known as a currency crisis, occurs when a 

country struggles to pay for essential imports or service its external debt, often due to a 

shortage of foreign currency reserves.  

What is a BOP Crisis?  

A. It's a situation where a country faces difficulties in meeting its international 

financial obligations, particularly related to imports and debt payments.  

B. It can lead to a shortage of foreign currency reserves, making it hard to pay 

for essential imports and service debt.  

C. A BOP crisis can also result in currency devaluation, making imports more 

expensive and reducing the purchasing power of citizens.  

 

Causes of a BOP Crisis:  

1. Large Current Account Deficits: When a country imports more goods and 

services than it exports, leading to a persistent deficit.  

2. Increased Imports: A surge in imports, potentially due to higher global 

prices or domestic demand, can strain foreign exchange reserves.  

3. External Shocks: Events like oil price hikes, political instability, or a 

decline in remittances can negatively impact a country's balance of 

payments.  
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4. Fiscal Imbalances: Excessive government spending and borrowing can lead 

to a buildup of debt and strain the economy.  

5. Overvalued Exchange Rate: A currency that is artificially high can make 

exports less competitive and imports cheaper, leading to a current account 

deficit.  

 

Examples of BOP Crises:  

 India's 1991 Crisis: A major BOP crisis in India in 1991, triggered by a 

combination of factors including a decline in remittances, rising oil prices, 

and a large current account deficit.  

 Other Countries: Similar crises have occurred in other countries, often 

leading to economic instability and requiring intervention from international 

organizations like the IMF.  

 

Consequences of a BOP Crisis:  

A. Economic Instability: BOP crises can lead to inflation, unemployment, and 

reduced economic growth.  

B. Currency Devaluation: A country's currency may be devalued to make 

exports more competitive, but this can also increase the cost of imports.  

C. Debt Crisis: A BOP crisis can lead to a debt crisis if a country cannot 

service its external debt.  

D. Social Unrest: Economic hardship caused by a BOP crisis can lead to social 

unrest and political instability.  

 

Addressing a BOP Crisis:  

1. Fiscal and Monetary Policy: Governments may need to implement 

austerity measures, such as reducing spending and raising taxes, to address 

fiscal imbalances.  

2. Exchange Rate Management: A country may need to allow its currency to 

depreciate or implement measures to control capital flows.  
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3. International Aid: Countries facing a BOP crisis may seek financial 

assistance from international organizations like the IMF.  

4. Structural Reforms: Long-term solutions often require structural reforms to 

improve the competitiveness of the economy and attract foreign investment.  

 

India’s Trade Policy 

In 1991, India faced a severe balance of payments (BoP) crisis, prompting the 

government to implement significant economic reforms, including trade liberalization and 

currency devaluation, to stabilize the economy and attract foreign investment.  

The Crisis: 

India's foreign exchange reserves dwindled to a dangerously low level, barely 

enough to cover three weeks of imports, triggering the crisis.  

Causes: 

The crisis was triggered by a combination of factors, including a large current 

account deficit, rising oil prices after the Gulf War, declining exports, and a withdrawal 

of foreign capital.  

Government Response: 

1. Currency Devaluation: The rupee was devalued to make exports cheaper 

and imports more expensive, aiming to improve the trade balance.  

2. Trade Liberalization: The government dismantled the "License Raj" and 

other trade barriers, opening the Indian economy to global trade and 

investment.  

3. Industrial Deregulation: Measures were taken to deregulate industries and 

promote competition.  

4. Fiscal Correction: The government reduced spending and introduced 

revenue-enhancing measures to curb the fiscal deficit.  

5. Foreign Investment Promotion: Steps were taken to attract foreign 

investment, including tax incentives and reduced bureaucracy.  
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6. International Borrowing: India sought financial assistance from 

international institutions like the IMF to stabilize the economy.  

Long-Term Impact: 

These reforms led to a shift towards a market-oriented economy, attracting foreign 

investment, boosting exports, and fostering economic growth.  
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UNIT –V 

Fiscal federalism 

Fiscal federalism, a concept introduced by Richard Musgrave, examines the financial 

relationships and resource allocation between different levels of government in a federal 

system, focusing on the distribution of fiscal powers and responsibilities.  

   Key Aspects of Fiscal Federalism: 

1. Division of Responsibilities: Fiscal federalism explores how to best allocate 

functions and fiscal instruments (like taxation and spending) across different 

levels of government (central, state/provincial, local).  

2. Intergovernmental Relations: It examines the financial relationships 

between these different levels, including how funds are transferred and how 

coordination is achieved.  

3. Tax Assignment: It considers which taxes are best suited for different levels 

of government to collect, with a focus on efficiency and fairness.  

4. Grants-in-Aid: It analyzes the role of grants and transfers from the central 

government to lower levels, including conditional and unconditional grants.  

5. Economic Stability and Resource Allocation: Fiscal federalism aims to 

balance the need for national economic stability and income redistribution 

(often seen as the role of the central government) with the ability of lower 

levels of government to allocate resources effectively.  

   Principles of Fiscal Federalism: 

A. Fiscal Equivalency: Each public service should be provided by the 

jurisdiction that includes the set of individuals who consume it.  

B. Decentralization Theorem: Each public service should be provided by the 

jurisdiction with control over the minimum geographic area that would 

internalize the benefits and costs of such provision.  

C. Principle of Subsidiary: Functions should be performed at the lowest level 

of government, implying hierarchy.  
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Examples of Fiscal Federalism in India: 

a. Finance Commission: The Finance Commission plays a crucial role 

in allocating financial resources between the central and state 

governments.  

b. Tax Sharing: The distribution of tax revenues between the central 

and state governments is a key aspect of fiscal federalism in India.  

c. Grants-in-Aid: The central government provides financial assistance 

to the states through various grants, which can be conditional or 

unconditional.  

 

Challenges to Fiscal Federalism: 

o Unequal Fiscal Capacities: Some states may have limited capacity to raise 

revenue, leading to reliance on central government transfers.  

o Coordination Problems: Coordinating fiscal policies across different levels 

of government can be challenging.  

o Dependence on Central Government: Excessive reliance on central 

government transfers can hinder the development of local fiscal autonomy.  

 

Fiscal federalism, a system of dividing financial responsibilities and revenue-raising 

powers among different levels of government, functions to allocate resources, promote 

efficiency, and ensure equity in a federal system. Sources of revenue for these levels can 

include taxes, grants, and revenue-sharing mechanisms.  

Functions of Fiscal Federalism: 

1. Allocation of Resources: Fiscal federalism aims to assign specific 

responsibilities and resources to different levels of government (e.g., central, 

state, local).  

2. Efficiency: It seeks to ensure that governments are able to efficiently provide 

public services by aligning revenue-raising capacity with expenditure needs.  
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3. Equity: Fiscal federalism aims to promote equity by ensuring that all levels 

of government have access to sufficient resources to meet their 

responsibilities, often through mechanisms like revenue-sharing and grants.  

4. Stabilization: In some models, the central government is responsible for 

macroeconomic policies and stabilization, while subnational governments 

focus on resource allocation.  

 

Sources of Revenue: 

1. Taxes: Governments at all levels rely on taxes as a primary source of 

revenue, with different levels of government having different tax bases (e.g., 

income tax, property tax, sales tax).  

2. Grants: Central governments may provide grants to subnational 

governments to support specific programs or to address fiscal imbalances.  

3. Revenue Sharing: Revenue-sharing mechanisms, where a portion of central 

government tax revenue is distributed to subnational governments, can help 

address fiscal imbalances.  

4. Intergovernmental Transfers: These are transfers of funds from one level 

of government to another, often used to address fiscal disparities or to 

support specific programs.  

 

In fiscal federalism, vertical imbalance refers to the mismatch between revenue-

raising powers and expenditure responsibilities across different levels of government (e.g., 

central vs. state), while horizontal imbalance concerns disparities in fiscal capacity and 

needs within the same level of government (e.g., between different states).  

Vertical Fiscal Imbalance (VFI): 

Definition: VFI occurs when the revenue-generating capacity of different levels of 

government doesn't align with their expenditure responsibilities.  
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Example: In India, states have a disproportionately higher share of expenditure 

responsibilities (61% of revenue expenditure) compared to their revenue-generating 

capabilities (38% of revenue receipts).  

Consequences: This can lead to states becoming overly reliant on transfers from the 

central government, potentially hindering their autonomy and fiscal independence.  

Addressing VFI: Fiscal transfers from the central government to state governments 

are a common mechanism to address VFI.  

 

Horizontal Fiscal Imbalance (HFI): 

Definition: HFI arises from variations in fiscal capacities and needs among different 

regions or states at the same level of government.  

Example: In India, different states have varying levels of economic development, 

resource endowments, and fiscal capacities, leading to HFI.  

Consequences: These disparities can lead to unequal levels of public service 

provision and development outcomes across different regions.  

Addressing HFI: Intergovernmental transfers, often designed to address regional 

disparities, are used to mitigate HFI.  

 

Finance Commission 

The Indian Finance Commission is a constitutional body, established under Article 

280, that recommends how tax revenues collected by the central government should be 

distributed between the Union and the states, and among the states themselves.  

Constitutional Mandate: The Finance Commission is a constitutional body, meaning it 

is established directly under the provisions of the Constitution of India.  

Constitutional Body: The President of India constitutes the Finance Commission every 

five years, or earlier if deemed necessary.  
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Key Functions: 

1. Distribution of Tax Revenues: The primary function is to make 

recommendations on how the net proceeds of taxes that are divisible between 

the Union and the States should be distributed.  

2. Grants-in-Aid: The commission also advises on the principles that should 

govern the grants-in-aid to the States.  

3. Fiscal Imbalances: The commission aims to address fiscal imbalances 

between the Union and the States, ensuring that States have adequate 

resources to meet their expenditure needs.  

Composition: The Finance Commission consists of a chairperson and four other 

members, appointed by the President.  

Non-Binding Nature: The recommendations of the Finance Commission are not legally 

binding on the Union government, but it is expected to take them into consideration.  

Historical Context: The first Finance Commission was constituted in 1951, and there 

have been fifteen commissions since then.  

Current Commission: The 16th Finance Commission is proposed to be constituted 

now.  

 

Recommendations: 

The commission's recommendations are not legally binding on the central 

government, but they are taken into consideration.  

Examples of Commissions: The 13th, 14th, and 15th Finance Commissions 

recommended that the Centre share 32%, 42%, and 41% of funds, respectively, from the 

divisible pool with States.  

Current Commission: The 16th Finance Commission is proposed to be constituted now, 

with Dr. Arvind Panagariya as the chairman.  

Terms of Reference: The terms of reference for the 16th Finance Commission include 

the distribution between the Union and the States of the net proceeds of taxes and the 

allocation between the States of the respective shares of such proceeds.  
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