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10.1 OBJECTIVES
This unit gives you an overview of marginal productivity theory of distribution. It
is explained with reference to determination of reward for labour. After going
through this unit, you will be able to understand and explain:
l

marginal product of a factor;

l

factor price determination as a special case of general theory of pricing;

l

‘complete’ distribution of output (or product exhaustion) under perfectly competitive
market system;

l

influences and actions of trade unions and intervention of the state in labour market;
and

l

differential earnings.
1

Pricing in Factor Markets

10.1 INTRODUCTION
We know that social output is a result of combined efforts of its members. Different
members of the community participate in process of production in some way or
other. They all expect to receive some reward for the efforts put in. What should
be the basis for determining individual’s share in total output? This question has
engaged the attention of economists, social scientists and philosophers over the
ages. Various views have been put forward. Marginal productivity theory of
distribution is an operational version of functional approach to the problem of
distribution of social product. Under this theory we try to equate marginal product
of a factor with the rewards for that factor. Operation of various markets for us
ensures that in the long run, each factor receives reward equals to and commensurate
with its productivity. Moreover, if perfect competition prevails in product as well
as factor market, theory of marginal productivity ensures that total output is
completely distributed leaving no residuals. Though we have developed the concept
of marginal productivity theory of distribution with reference to labour, determination
of wage is discussed separately (Sections 10.7 – 10.11) to highlight some special
features of labour market.

10.2 FACTORS OF PRODUCTION
Production needs cooperation of different people. Some of them work together at
the work place. Others may not be physically present in the work place (factory)
but make it possible for those in the work place to initiate the process of production
in the first instance. Some contribute capital that buys plant and machinery and
buildings, which house them. Still others make it possible for workers and machines
to come together. Somewhere, some arrangements are made to procure raw
materials, which are to be used to produce output in the factory. This way, we
can say that production in today’s world is possible when someone organises
labour, land and capital to come together and produce. The organiser (entrepreneur)
decides what those essential things are to start production. We in economics call
them, “Factors of Production” by defining them, broadly, along the following lines:
i)

Land

It is sum total of what physical resources have been endowed upon us by the
nature. It includes all minerals, forestry, soil and water resources of the economy.
ii) Labour
The foremost factor of production is defined to include all human endeavour, both
physical as well as mental, which transforms things given to us by nature into
commodities that satisfy some human want.
iii) Capital
During the process of transformation of free gifts of nature into commodities,
human labour modifies materials in such a manner that it becomes easier to produce
commodities. All such modified materials are given the common name, capital.
We customarily regard capital as a separate factor of production.
iv) Enterpreneurship
Broadly speaking, this is the special human ability to organise the production and
bear all the attendant risks.
2

We shall have an opportunity to discuss more about these factors production later
on. We pay more attention to labour in Section 10.7.1, while land, capital and
entrepreneurship are discussed in Unit12.
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10.3 CONCEPTS OF MARGINAL PRODUCT
Marginal product of factor is the increment in output, which realised as one more
unit of the factor in question, is used (added) while amounts of all other factors
remain unchanged. In other words, in an establishment with given number of
workers and machines one more worker is added, the change in output because of
the additional worker will be called marginal product of labour.
We can similarly define marginal product of any of the factors of production. The
factor whose amount is varied is called the variable factor. Table 10.1 shows what
happens to total output in a hypothetical factory with given plant and machinery
etc., as the number of workers is engaged one by one.
Table 10.1 : Production in a Factory

Total Product

Marginal Product

0

0

0

1

10

10

2

18

8

3

24

6

4

28

4

5

30

2

Units of Variable factor
Labour

10.3.1 Marginal Physical Product
Col. 3 of Table 10.1 above shows that as the first worker is engaged, 10 units are
produced. The second worker adds 8 units to output and so on. Finally, the 5th
worker adds just 2 units. These units of output are in physical terms. Therefore,
we can call the Col. 3 as the Marginal Physical Product (MPP) of labour.

10.3.2 Marginal Value Product
When marginal physical product of a factor is sold in the market at going market
price the money thus realised is called value of marginal product or marginal value
product (VMP). Thus, it is
VMP = MPP × Price (of the commodity).

10.3.3 Marginal Revenue Product
Firm’s interest may not be centred on units of physical output. Firm could be more
interested in what happens to total revenue it earns. Thus we come to the notice
of marginal revenue product (MRP), which is defined as addition to total revenue
as an additional worker is engaged. Thus,
3
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or, MRP = MR × MPP
It can also be defined as rate of change of total revenue as the utilisation variable
factor changes, i.e.,
MRP = (change in total revenue ) ÷ (change in variable factor)
When perfect completion prevails in product market, firm can sell any number of
units of a commodity it decides to produce at the going market price. The demand
curve for its output is horizontal. Therefore, average revenue and marginal revenue
are constant and equal to the price. This fact leads us to Table 11.2, which is a
further development of Table 11.1. The market information about the price of a
commodity helps us to calculate total revenue, VMP and MRP.
Table 10.2 : Various Magnitudes of Marginal
Product Units

of

Total Labour

Total

MPP

Product

Product

VMP

MRP

Price

Revenue
0

0

0

20

0

0

0

1

10

10

20

200

200

200

2

18

8

20

360

160

160

3

24

6

20

480

120

120

4

28

4

20

560

80

80

5

30

2

20

600

40

40

Note: Notice that VMP = MRP (compare Co.6 and Col.7). However, this is a
result of our assumption of perfect competition only as will be shown in Section
10.5.3.
Check Your Progress 1
1) Explain the following concepts in about 50 words each.
a) Marginal physical product
b) Marginal value product
c) Marginal revenue product
....................................................................................................................
....................................................................................................................
....................................................................................................................
....................................................................................................................
....................................................................................................................
2) By employing 5 workers a firm produces 10 chairs a day and sells each chair
at Rs. 50. If the firm employs one more worker, total production goes up to
12 chairs a day but it has to sell them at Rs. 45 each.
4
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a) What is MPP of labour?
b) What is VMP of labour?
c) What is MRP of labour?
....................................................................................................................
....................................................................................................................
....................................................................................................................
....................................................................................................................
....................................................................................................................

10.4 DEMAND FOR A FACTOR OF PRODUCTION:
THE DERIVED DEMAND
A firm demands factors of production to produce commodities, which it hopes to
sell in the market. Therefore, one can say that firm’s demand for a factor of
production will depend upon the demand for what that factor can produce. When
the firm is hiring, say, labour from the market, it always takes into account the
implication of its action on total revenue as well as total cost. The second worker
also adds a net surplus of Rs. 120 (Rs. 160 – Rs. 40) to the firm’s accounts. The
firm still goes on to hire more and more workers. The 5th worker too costs the
firm Rs. 40. However, her MPP = 2 and firms revenue also rises by Rs. 40 only.
Clearly the firm has no incentive to hire more workers. Why? Change in cost
equals change in revenue. Hence the firm attains ‘equilibrium’. If the wage rate
had been higher, the firm would not have engaged even the 5th worker. We can
draw a diagram showing MRP = VMP curve of the firm (Fig. 10.1)
Fig 10.1

Wage rate

80

40
VMP = MRP
O
1

2

3

4

5

workers

Fig 10.1: At wage rate of Rs. 40 per worker firm hires 5 workers. But if the wage rate were
to rise to Rs. 80 the firm will have to stop at 4th worker. Why? Because at this wage rate,
5th worker will add Rs. 80 to the cost while her MPP of 2 units are worth only Rs. 40 in the
market. The producer does not like to bear the ‘loss’ of Rs. 40.

We can gain an additional insight into producer’s behaviour through MRP curve.
The rectangular region under the curve represents wage cost to the firm. But the
total area under the curve is the total revenue that has been earned by employing
different units of labour. Therefore, triangular area (area between rectangle and
the curve) can be called producer’s surplus. Such profit maximising behaviour is
another name for maximising this surplus. We can also say that when factor prices
are brought into picture, VMP curve gives us the maximum number of units of the
5
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factor that a firm will hire. Thus, MRP becomes the firms demand curve for the
factor.
We can say, in general, the firm continues to hire a factor till its MRP drops down
to the prices of the factor in the market. In the example above, so long as MRP
exceeds the wage rate (i.e., Rs. 40), the firm will continue to hire more and more
workers as every worker adds to its producer’s surplus. However, it will not
expand employment beyond the point MRP = W, i.e., 5 workers in our example
above. Such a choice is because of sixth worker’s MRP, which falls short of the
wage rate. Employing the 6th worker will mean that the firm has to pay out of
producer’s surplus accumulated upto 5th worker. Thus, its net producer’s surplus
with six workers will be less than what it was when only 5 workers were employed.
So firm earns maximum producers’ surplus (at wage rate of Rs. 40) when it
employs 5 workers.
We know that MRP curve becomes demand curve for a factor of production.
Therefore, factors that affect MRP will also affect the demand curve for the
factor. These factors are:
i)

substitutability of a factor by some other factors;

ii) change in demand for the finished product. We know that the price of a product
and hence its marginal revenue determines its MRP. Therefore, if demand for
a product rise, so will its price. An upward shift of demand for product curve
will raise marginal revenue curve. Given the marginal physical product of a
factor, its MRP curve will shift to the right. This indicates a rise in demand for
the factor;
iii) percentage of total cost incurred on the factor in question also affects price elasticity
of its demand.

10.4.1 Market Demand for a Factor
We know that factors of production possess the virtue of being able to put to
various alternative uses in the economic system. Labour is employed in all kinds of
industrial activities. So what is the market demand for labour?
We can approach market demand in two steps: First, all the firms producing a
commodity X, have their demand curves for, say, labour, determined by their
respective MRP curves. We can aggregate MRP curves of all the firms to arrive
at industry demand curve.
Fig. 10.2

Firm 1

Firm 2

Firm 3

Industry

W
MRP 1

O1

6

O2

MRP 2
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MRP 3
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O

No. of Workers

Fig. 10.2 Shows the derivation of one industry’s demand curve for a factor. This is arrived
at by horizontally adding up MRP curves of all the firms, at every wage rate, such as W.
This industry MRP demand curve appears to be much flatter than MRPS of its constituent
firms.

Second, we aggregate, in similar manner, demand curves of various industries, in
the economy to arrive at aggregate market demand curve for labour (or, for that
matter, any other factor of production). This is shown Fig. 10.3 below.
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Fig. 10.3
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Fig. 10.3: Shows derivation of market demand curve by horizontally summing up demand
curves of different industries.

10.5 FACTOR SUPPLY
Prices in factor market are determined by interaction of demand and supply. In
Sections 10.1 to 10.4 we have outlined the demand curve for a factor of production.
Now we turn to considerations that determine the supply of a factor of production.
We can find out the equilibrium rate of remuneration for the factor. Some special
features of factor supply curves must be pinpointed right in the beginning. We have
divided the factors of production into four categories, viz., labour, land, capital and
entrepreneurship. Their intrinsic nature is quite different. We cannot say that supply of
labour and supply of land will be akin to, say, supply of sugar and supply wheat. In
case of commodities, a buyer takes the quantity with her. But a buyer of land’s
productive services will have to come to the land and work on it. Similarly, when one
buys labour, she pays for the work, be done by the labour. Here, the labourer comes
and works at the place decided upon by the employer, completes the work and goes
back. So, buying a commodity may imply an absolute transfer of ownership whereas
hiring of factor services may not involve any such happening. Land, after raising of a
crop by hirer, reverts back to the owner. Similarly, owner of labour himself has to work
to make the supply of labour effective. Still, we can define the notion of supply curve
of a factor of production.

10.5.1 Remuneration / Reward for a Factor and its Supply
Given the physical occurrence of a factor in the society, its supply will depend on
what reward or remuneration can be earned. So higher the reward, higher the
supply of a factor. Fig. 10.4 shows the supply curve for a factor of production.
Fig. 10.4

Wage rate
S

O

Supply of factor

Fig. 10.4: Shows a supply curve for factor of production. Higher remuneration induces the
owner of the factor to supply larger quantities, which amounts to letting some one make
greater use of that factor’s productive powers.
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Reward or remuneration offers inducement to the owner of a factor to let some
one use the productive power/ capacities under its possession. Higher the inducement,
larger the quantity the owner will be willing to offer.
We give different names to rewards for different factors. Remuneration for labour
is called wage. The reward for use of land is called rent. Interest is received for
letting someone use capital, while entrepreneurs get profits.

10.5.2 Product Exhaustion Theorem
Marginal productivity theory of distribution shows that each unit of a factor of
production receives remuneration equal to its marginal product. This prescription
implies that each unit receives equal rewards. Reconsider our Fig. 10.1. The market
wage rate is Rs. 40. Here, reward is equal to MRP of the last worker employed.
We know that value of marginal product of the first worker was Rs. 200. Similarly,
2nd workers’ efforts produced output valued as Rs. 160 and so on. Reward equals
to marginal revenue product does not mean that each unit is rewarded its own
marginal revenue product. It has to accept reward equal to MRP of the last unit
of its kind that is employed. We have defined the difference between wage bill and
total product as “Producers’ Surplus”. This amount is not gobbled up by producers.
They arrange for compensation of other factors of production out of this surplus.
In the present section, we examine the implication of marginal productivity theory
of distribution. One way to assess the implication is through assumption of constant
returns to scale. You are familiar with Cobb–Douglas production function.
Remember, for example,
α

β

Q = AL K , where α + β = 1 and
L:
K:
A:
Q:

Labour
Capital
Technical Constant
Output

Here, let us take marginal product of labour and capital as MPL and MPK respectively.
We can derive these magnitudes by differentiating the above production function
with respect to labour (L) and capital (K). Thus,

MPL =

∂Q
α−1
β
= α AL K and
∂L

MPK =

∂Q
α
β−1
= βAL K
∂K

The wage rate (W) is equal to MPL and the rate of reward for capital (r) is equal
to MPK. Therefore, the total wage bill will be MPL × L, and total reward for capital
will be MPK × K.
Hence we can say,
α−1

β

α

β−1

α

β

α

β

share of labour = L × αAL K = αAL K
share of capital = K × βAL K

= βAL K

We know that only two factors labour and capital have been used here. Now add
up their shares:
α

β

α

β

Share of L + share of K = αAL K + βAL K
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β

= AL K (α+β)

α

β
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= AL K = Q

(We know that α+β=1)

We find that share of two factors add upto total output. Hence the name, ‘Product
Exhaustion Theorem’, that is, if each unit of a factor is given rewards equal to its
marginal product, the total output is exactly divided between the participating factors
of production. Nothing is left over!

10.5.3 Factor Remuneration and Employment under Imperfect
Commodity Market
So far we have assumed perfect competition in both factor and commodity markets.
Let us relax this assumption in respect of commodity market and examine the
consequence. We know that under perfect competition, each producer is a price
taker in commodity market. The demand curve for the commodity is horizontal and
the price, or average revenue equals marginal revenue (i.e., AR and MR curves
overlap). Therefore, MRP and VMP curves coincide as we have shown in Fig.
10.1. However, if commodity market was not perfectly competitive, the demand
curve will be sloping downwards to the right and the corresponding marginal revenue
curve will be completely under it, half way between AR curve and vertical axis.
What happens to marginal revenue productivity now? Engaging one more worker
means producing larger output. Increase in output means selling total output (not
only additional output) at a smaller price. So the total revenue does increase, but
at a smaller rate. Hence MRP, and not VMP, determines where the employment
will stop. Fig. 10.5 shows this situation.
Fig. 10.5

VMP, MRP

WE
MRP VMP

O

LE

L

Fig. 10.5: Re-emphasises the fact that under imperfections in product market MRP will no
longer coincide with VMP. It shall be wholly inside VMP. Therefore, at any wage rate WE
employment of labour will be OLE, which is substantially less, then OL, and the employment
under perfect competition.

Had perfect competition prevailed, MRP would have coincided with VMP and
employment at wage rate OWE would have been OLE. But imperfection of the
commodity market forces MRP to depart from VMP. Hence the equilibrium level
of employment is OLE, which is substantially lower than the perfect competition
employment. Therefore, it can be said that imperfection in commodity market
affects the employment level adversely.
We now turn to impact on wage rate in the market with imperfect competition.
Had the perfect competition been there, OLE number of workers would have been
entitled to receive a wage rate equal to OW1 and not OWE.
So, we can say that as a result of commodity market imperfection, labour has to
remain satisfied with a smaller wage rate and contend with lesser employment as
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well. This points to exploitation of labour. Such an argument applies equally to
remuneration and employment of all other factors.
We shall examine the effect of factor market imperfections when we discuss
individual factor price determination. For labour, these aspects are examined in
Section 10.10.

10.6 LIMITATIONS OF MARGINAL PRODUCTIVITY
THEORY OF DISTRIBUTION
Sometimes, on the strength of product exhaustion theorem, an impression is sought
to be created that since marginal productivity theory leaves no ‘remainder’ after
rewarding the factors of production, it must be inherently fair as well. However,
fairness of a theory cannot depend upon accounting calculation. The rewards do not
go to factors. These are received by the owners.
Marginal productivity theory does not tell us whether the person getting reward on
the basis of MRP actually deserved the same or not. For instance, MRP of an acre
of land may be Rs. 2000, whosoever controls that acre gets the rent equal to
Rs. 2000. But does that person really deserve that amount? The landlord might
have acquired control over the land through fraudulent means, or through sheer
brute force of hired goons, or may simply have occupied public land in the riverbed.
Again note that MRP does not depend upon how hard, say, different workers work
on the land. As MRP = MPP × MR, it depends on how many workers are
employed. More the employment, lower the marginal physical product and lower
the MRP. Thus, MRP does not reflect the efforts of workers who are given
remuneration on its basis. As we pointed out in Section 10.5, employment and
remuneration are also adversely affected by happenings in product market. Suppose
a firm grows very large on the basis of hard work put in by its employees. It tends
to acquire some ‘power’ in the market. Its AR and thus MR tend to slope
downwards. As a result, MRP deviates from VMP. The firm tends to employ
fewer persons at lower wage than it would have under perfect competition. Like
any other theory, this one too derives its strength from the assumptions of constant
returns to scale and perfect competition, with no externalities. But all the three
assumptions are to be suspected in the present day world.
In any case, this theory treats human recipients of remuneration as inputs in the
productive system. What happens to, say, aged and infirms? Their marginal revenue
productivity drops to zero and hence their earnings too should be nil. Such mechanical
approach to the problem of distributing output among the members of society
cannot be justified and need not be regarded desirable on social considerations.
So, by way of conclusion, we can say, marginal productivity theory provides us with
some insights into working of system and policy matters. Though it suffers form
several shortcomings, yet it’s a better model to explain the working of economy.
Check Your Progress 2
1) Which concept of marginal productivity is taken into consideration by firm while
employing a factor? (Answer in one sentence)
....................................................................................................................
....................................................................................................................
10

2) When MRP > W, expansion of employment leads to increase / decrease in
firms point of view.

....................................................................................................................
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....................................................................................................................
3) State whether the following statements are true or false:
a) Product exhaustion theorem holds good under increasing returns to scale.
b) Product exhaustion theorem holds well when externalities are present.
....................................................................................................................
....................................................................................................................
4) The firms’ VMP can become its (demand /supply) curve for labours and is
based on (marginal/average) product of labour and the (cost/price) of firms
output. (Retain the correct phrase).
....................................................................................................................
....................................................................................................................

10.7 DETERMINATION OF WAGES
In the present section, we examine the determination of wages rate. Before we
touch upon specifics of demand for and supply of labour, let us define some notions
and general concepts:
i)

Wage is the general name for price paid for services of labour.

ii) Salary: Wages paid to white collar workers are called salary. Generally it is
shown on monthly basis. Sometimes, even annual salary may be mentioned.
iii) Cash and Kind: Generally wages are paid in cash. However, under certain
situations, some categories of workers may be paid wages in the form of, say,
food or cloth. For example, draught relief workers receive food grain for the
work done by them. Persons employed for the household work, often get food,
shelter and clothes as part of payment for their services.
iv) Piece wages are payment according to work done by a worker or a group of
workers.
v) Time rate is paid where quality matters but generally it is not possible to
measure the work done by each worker. Supervision is a must in this kind
of payment considerations.
vi) Nominal wages are monetary wages received by the workers.
vii) Real wages refer to purchasing power of the wages – after all their real worth
is in terms of goods and commodities, which can be acquired with the money
received.

10.7.1 Labour and Supply of Labour
The term labour denotes human endeavour to transform raw inputs into commodities.
The transformation may be physical, say, making cloth out of cotton; spatial, say,
making apples grown in Kashmir available to consumers in Kerala; or in time, say,
making available in winter the produces of summer harvests. All the three

11
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transformations add utility to things and are known as production (includes making/
manufacturing, storing and transporting). Human efforts involved in these activities
are called labour. Some of the labour may be paid for while others may not be paid
at all. For instance, if members of family help in family business, wages are not
even calculated.
Overall supply of labour in society depends upon:
i) Size and age composition of population,
ii) Norms of and participation in work force.
This way, supply of labour undetermined by a set of complex economic-socialbiological and even legal forces.

10.7.2 Supply of Labour by an Individual
Generally, one would expect that an offer of higher wage rate should induce a
worker to put in longer hours of work. However, such a view ignores the fact that
a worker has to remain physically present and active while supplying her labour.
She needs relaxation and time to regenerate her ability to work. Therefore, it is
unrealistic to expect a person to keep working all the twenty four hour a day
continuously. Thus, while a person gets very low hourly wages, she tends to work
longer at a higher wage rate. However, once higher wage rate is fixed, she may
prefer to have longer hours of leisure so that she can enjoy fruits of her labour. So
her supply curve tends to have a backward bending at a some sufficiently high
wage rate. The wage rate at which such a feature is encountered will differ from
worker to worker, depending upon her won circumstances and needs.
Fig. 10.6

Wage rate

SL

O

Supply of Labour

Fig. 10.6: Shows backward bending supply curve of lobour. The ben occurs at a sufficiently
high level of hourly wage rates, as the worker want time to enjoy the fruits of their labour.
In other words, as they are able to meet certain requirements they tend to place a higher
vluation of the leisure.

10.7.3 Market – Supply of Labour
We can derive the market supply curve of labour as we do with supply curve of
any commodity. This is nothing but horizontal summation of individuals supply curves.
Fig. 10.7 shows supply curves of 3 workers, marked S , S , and S respectively.
1

12

2

These are added up to obtain the market supply of labour.

3

Fig. 10.7
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O

Supply of labour
Fig. 10.7: We have shown three individual workers’ supply curves of labour in the first
panel. The market supply curve shown in the second panel is horizontal summation of
this individual supply curve.

10.8 SHORT RUN DEMAND FOR LABOUR
Producer of various goods and services need labour to produce these for consumers.
If consumers demand larger quantities of commodity X, manufacturers of such a
commodity sense the opportunity to earn more profit through expansion of output.
Therefore, they demand larger quantities of labour. In short run, they may engage
the existing workers to work for extra hours over and above the normal schedule so
that production can help them meet additional market demand. They may set up new
factories, expand capacities in their existing ones only where rise in market demand
becomes permanent. If, on the other hand, in industry Y the demand for commodity
declines, some temporary or casual workers may be discharged. Alternatively, overtime
production may stop. In both the cases, demand for labour undergoes a change in
response to changes in demand for commodities, which are manufactured by labour.
For this reason that we say demand for labour is derived demand.
An employer will keep employing more workers as long as marginal revenue
exceeds marginal costs. We know that addition to revenue that results from
employment of one more worker is called marginal revenue product (MRP). Addition
to cost, in similar manner, is called marginal wage cost (MWC). Marginal productivity
theory says that a producer goes on employing more and more workers so long as
MRP exceeds MWC. When MRP is just equal to MWC, i.e.,
MRP = MWC, equilibrium is attained.
We know that MRP depends on marginal physical product of labour and marginal
revenue in the product market, which have been discussed in Section 10.4. When
labour market is in perfect competition, the producer in question can hire as many
workers as she needs at the going market wage rate. Thus, MWC will be equal
to wage (W). Hence, we can say that producer’s equilibrium occurs when
MRP = W.
If MRP>W, the producer can increase her profit by expanding employment. If
MRP< W she can contain her losses by reducing employment. When MRP= W,
it is not in her interest to move away from that level of employment. Thus,
downwards-sloping portion of MRP becomes demand curve for labour. It shows
that higher the wage rate, lower will be the employment of labour. Conversely,
if the wage rate declines, the producer will hire larger number of workers.
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MRP tends to slope downwards as MPP declines due to employment of larger
number of workers. This happens because of law of diminishing returns to the
variable factor. Hence,
as MRP = MPP × MR, it tends to decline as the MPP declines.
We also know that under perfect competition in product market MR = AR
Therefore,
MRP = MPP × MR = MPP × P = VMP. Though MR = P is constant for the firm,
MRP = VMP still tends to fall as a result of fall in MPP.
If, however, there exists some imperfection in the product market, MR tends to lie
under AR. Hence, MRP = MPP × MR tends to fall rather sharply.

10.8.1 Labour Market: From Individual Firm to Market
Demand for Labour
We can obtain demand curve for labour, as discussed in Section 10.4.3 above, by
adding together individual firms’ demand curves. However, we have to make
allowance for one fact, i.e., as the wage rate falls, all the firms employ more
workers. This increased employment of labour and leads to production of much
larger output. Though, under perfect competition, a single producer could have sold
any amount of the product at its going market price, yet, when all of them want
to sell larger quantities, market supply of the commodity shifts to the right. This
lowers the market price. Hence, the increased output forces producers to sell their
products at a lower price. As a result MRP = MPP × MR tends to fall sharply.
So the industry demand for labour curve will appear to be far steeper then what
would simple horizontal summation of individual firms’ demand curves suggest.

10.8.2 Elasticity of Demand for Labour
Responsiveness of demand for labour to changes in wage is called elasticity of
demand for labour. Thus,
E = (Per cent change in labour demanded) ÷ (per cent change in wage rate)
Just like consumers’ demand for a commodity, we say demand for labour is elastic
if E >1. It will be called inelastic if E <1.
When elasticity of demand for labour is unity, the total wage bill remains unchanged.
When E >1, a fall in W will lead to increase in wage bill. However, when E <1, a
fall in wage rate does lead to a fall in wage bill as well.

10.9 SUPPLY AND DEMAND BROUGHT TOGETHER:
THE MARKET EQUILIBRIUM
10.9.1 Perfect Competion in both Product and Labour Market
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Buyers and sellers of labour constitute the labour market and intersection of demand
for and supply of labour gives the point of equilibrium. We have already derived the
supply curve of labour in Section 10.7.3 above. The considerations outlined above
in Section 10.8.1 give us a downward sloping market demand curve for labour. We

can put them together in Fig. 10.8. The two curves intersect at point E. The market
wage rate is OW and OL quantity of labour is bought and sold.

Marginal Productivity

Fig. 11.8

Wage rate

SL

W

E

DL

O

L

Fig. 10.8: Shows equilibrium of labour market with intersection of demand and supply
curves for labour. The wage rate thus determined is OW and the level of employment is
OL.

Individual producers of different commodities can make adjustments in their production
plans, given the market wage rate, using the principle of equating their MRP to the
MWC as discussed in Section 10.8 above.
Please note that so far we have not deviated from our standard assumption of
perfect competition in labour market. What happens when labour market fails to
meet the tests of perfect competition? What causes the labour market to move
away from perfect competition? We discuss these and related quarries in Section
10.10 below.
Check Your Progress 3
1) Individual supply curve may be backward bending. Why? Explain in about 50
words.
....................................................................................................................
....................................................................................................................
2) Explain Marginal Wage Cost in one sentence.
....................................................................................................................
....................................................................................................................
3) What will happen to wage bill when wage rises and
i)

demand for labour is inelastic?

ii) demand for labour is elastic?
iii) demand for labour is unitary elastic?
....................................................................................................................
....................................................................................................................
....................................................................................................................
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10.10 IMPERFECTIONS IN MARKET AND THE WAGE
RATE
We can consider several types of imperfections in the market.
1) The product market may be imperfect, that is, the producer may not be just one of
the numerous perfectly competitive players.
2) There may be imperfection in the labour market. This can result from several
sources: we know that today, an industrialist is not just like any small employer of
the nineteenth century. Control over massive amounts of financial resources and
a very large scale of operation imply that in any area that employer may be the
only employer, or at the best one of the few employers. Thus, her market power
will be disproportionately large compared to any single job seeker.
Attempts to counter the ‘market power’ of employers have led to organisation of
trade unions. These organisations of workers create their own imperfections in
labour market.
In the present section, we discuss all these possibilities and their implications for
employment and wage rate.

10.10.1 Product Market Imperfections
When the producer has some market power in the product market, she cannot sell
any quantity that she desires to produce at going market price. She can sell larger
quantities at smaller prices only. Thus, demand curve for her output slopes
downwards. She gets lower prices if she produces more. In the process, VMP
is no longer the important decision factor. She is more affected by MRP. Hence,
her demand for labour curve is not VMP but MRP curve. Therefore, at the given
market wage rate, she will employ fewer workers as shown in Fig. 10.5 above.
Recall that, at WE , the wage rate under perfect competition, firms demand for
labour would have been OL. But as MRP tends to drift down VMP, firm’s demand
at this wage rate is down to OLE.
Thus, the monopolistic employer in product market will employ fewer workers
compared to a perfectly competitive market.

10.10.2 Labour Market Imperfections
a) Trade Union: The organisation of workers tries to better the working condition
of workers. It may try to extract higher nominal wages and other benefits from an
employer. In fact, trade unions attempt to raise earnings would be more successful
when demand curve cuts supply of labour curve near the backward bending portion
and the leaders would bargain accordingly to reap the maximum benefit. Further,
the union may try to restrict supply of labour to employers. Sometimes they are able
enforce ‘closed shop’ recruitment policy, that is, vacancies in the establishment will
be filled up from amongst the members of the trade union, or, their families only.
b) Monopolistic Employer: When only one firm is there in the market, which
can employ workers, it tends to have tremendous clout. The poor workers
have no option but to accept what the firm offers. In such situation wage rate
and employment both suffer.
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c) Bilateral Monopoly: In this situation a monopolist employer has to negotiate
with a powerful trade union. The employer tries to keep wage rate and
employment as low as possible. But the union tries to attain the highest possible

level of wages. The ultimate outcome will depend upon relative bargaining
powers and skills of the firm and the union. In such situation, we say, wage
rate is indeterminate. It can be anywhere between the lowest, the minimum
which workers may accept, and the highest, beyond which employer will never
pay.

Marginal Productivity

10.10.3 State Intervention
Sometimes, the government intervenes in the labour market. It may fix a certain
minimum wage level and ultimately employers are forced to pay at least that much
to labour. This minimum wage can benefit workers only if it is higher than the
equilibrium wage rate and if large-scale displacement of labour does not follow such
wage level fixation.
The state may alternatively act as a model employer. The wages and other
facilities offered by public sector tend to become benchmark levels all across the
economy.

10.11 WHY DO SO MAY KINDS OF WAGE RATES
PREVAIL IN THE MARKET?
We have been trying to determine the wage rate in our analysis so far. But any
observer of the market will immediately point it out that there are any number of
wage rates, which exist in the market. Such wage rates differ not by insignificant
amounts. How do we explain these differentials? We can say that wage rates
differ because:
1) jobs are heterogeneous
2) workers are heterogonous
3) information is imperfect and costly
4) labour mobility is restricted and involves huge establishment costs.
Sometimes we try to explain away the wage differences in terms of differences in
quality of human capital. For example,
i)

abilities of workers differ. Therefore, they receive different levels of earning;

ii) family background ensures that some people are able to acquire abilities to earn
more. For example, a rich person’s sole daughter can afford to pay for higher/
technical education, while a poor, yet brighter, child may have to help increase
family’s meagre income and in the process discontinues studies;
iii) some people take chances or risks and are in some of the cases, duly rewarded
for that.
We may emphasis again that to some extent, trade unions are able to raise the
wage levels. Yet, those increases may remain confined to their members and
organised sector of the economy. The unorganised sector, which is much larger
than the organised portion and where unionisation of labour may not be feasible,
remains outside the trade union negotiated wage increases.
Check Your Progress 4
1) When a producer has monopolistic power in product market, she employs
fewer worker. Why? (Explain in about 50 words.)
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....................................................................................................................
....................................................................................................................
....................................................................................................................
2) When a monopolistic producer bargains with monopolistic trade union, wage
rate becomes indeterminate. Why? (Explain in about 50 words.)
....................................................................................................................
....................................................................................................................
....................................................................................................................
3) What are the factors that explain differentials in earnings of labour? (Write in
about 100 words.)
....................................................................................................................
....................................................................................................................
....................................................................................................................
....................................................................................................................
....................................................................................................................

10.12 LET US SUM UP
The present unit has introduced you to factor pricing. It deals with marginal
productivity theory, which has been one of the most dominant theories in economics.
It asserts that if competitive condition prevails in both product and factor markets,
then rewards earned by different factors will be equal to their respective marginal
products. The theory is further strengthened by product exhaustion theorem which
asserts that if all the factors are rewarded according to their marginal products, the
total product will be so divided among the various participating factors of production
that there remains no left over.
However, marginal productivity theory is not above criticisms. It tends to concentrate
only on the demand side of factor market ignoring supply side influences, where the
determination of market price must take into consideration both demand and supply.
Further, excessive dependence on perfect competition also leads to inherent
shortcomings in the theory, as this type of market conditions may fail to exist in real
life.
Even the equilibrium wage rate determined through demand and supply interaction
is subject to modification by institutional factors like state intervention and actions
of trade unions.

10.13 KEY WORDS
Backward Bending
: Relationship between supply of labour and wage rate
Supply Curve of Labour may reverse after a certain wage level. It may happen
due to domination of income effect over substitution
effect.
Competitive Market
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: A market with large number of buyers and sellers
operating freely and no one is able to control the
market price.

Income Effect

: A wage rise increases income of workers and they
tend to consume more of every good including labour
(in the form of leisure). Thus, labour supply in terms
of hours of work tends to decline.

Institutional Factors

: The social, political and organisational factors, which
affect economic decision-making.

Marginal Physical
Product

: Change in quantity produced as one additional unit of
the variable factor is engaged, all other factors
remaining constant.

Marginal Revenue
Product

: Marginal physical product multiplied by marginal
revenue.

Marginal Productivity

Marginal Value Product : Marginal physical product multiplied by price of the
commodity.
Minimum Wage Act

: Government passing a law fixing minimum level of
wages payable.

Mobility of labour

: Willingness of workers to take up employment at
places far off from their normal residence.

Non-Competitive
Markets

: A market where some condition or other of perfect
competition is not satisfied.

Nominal Wage Rate

: Wage rate in term of current prices.

Product Exhaustion
Theorem

: If each unit of a factor is given a reward equal to
marginal product of that factor, total output will be
completely divided among the factor of production.

Substitution Effect

: An increase in wage rate makes leisure costlier in
terms of income foregone. This induces worker to
work more.

Trade Union

: A recognised organisation of workers that seeks to
protect their rights.

Wage Differentiations

: Differences in average earnings of different groups
of workers.

10.14 SOME USEFUL BOOKS
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10.15 ANSWERS/HINTS TO CHECK YOUR
PROGRESS EXERCISES
Check Your Progress 1
1) Read Section 10.3 and answer
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2) (a) 2, (b) Rs. 90

(c) Rs. 40

Check Your Progress 2
1) MRP
2) increase, decrease
3) (a) False,

(b)

False

4) demand, marginal, price
Check Your Progress 3
1) Read Sub-section 10.7.1 and answer
2) Read Section 10.8 and answer
3) i)

increases

ii) decreases
iii) remain the same
Check Your Progress 4
1) Read Sub-section 10.10.1 and answer
2) Read Sub-section 10.10.2 and answer
3) Read Sub-section 10.11 and answer
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Rent, Interest and Profit
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11.4.2 Theories of Profit

11.5
11.6
11.7
11.8

Let Us Sum Up
Key Words
Some Useful Books
Answers/Hints For Check Your Progress Exercises

11.1 OBJECTIVES
This unit deals with determination of remuneration of non-labour factors of production.
On going through this unit, you will be able to:
l

understand and explain the origin of concept of rent;

l

extend the notion of rent to other factors of production;

l

understand how the rates of interest are determined and why do they vary; and

l

explain how the profits arise in the economy.

11.1 INTRODUCTION
In this unit, we focus our attention on determination of rates of remuneration/
rewards for non-labour factors of production. The treatment of various ideas and
theories will highlight several limitations of the marginal productivity theory of
distribution, which is supposed to be applicable to all factors of production. You will
note, how the determination of rates of remuneration for land, capital and
entrepreneurship tends to deviate from marginal productivity based approach used
for labour. In fact, virtually each of these – three factors has some special
features, which necessitate a special and different treatment for each one of them.

11.2 REMUNERATION FOR SERVICES OF LAND:
RENT
Although today we generally use the term ‘rent’ for any contractual payment for
use of an asset, say, rent for a shop, a house, a piece of land or a machine etc.,
economists have traditionally associated rent with the use of services of land only.
Not only this, the notion of rent has its origin in feudal societies, where most of land
was owned by big landlords or noblemen. They used to charge some payment from
the farmers who cultivated those tracts of land. That portion of payment for use
of productive power of the soil was called rent.
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Theory of rent has two variations: (i) the classical theory or Ricardian theory and
(ii) the modern theory.

11.2.1 Ricardian Theory of Rent
David Ricardo propounded original theory of rent. His idea was that ‘nature has
been very generous to human beings and has endowed the land with some ‘original
and indestructible powers’ for their use. Due to those powers, output from the land
would exceed the total of payment to all kinds of inputs. Thus, after compensating
all other factors of production involved in agriculture, there would remain a surplus.
The owner of the land can rightfully claim that ‘surplus’.
Thus we can show this kind of rent as surplus arising from agricultural activities.
We can show it in two ways:
i) Intensive Cultivation and
ii) Extensive Cultivation
i)

Intensive Cultivation: A farmer with a given piece of land keeps on engaging
more and more workers as long as the marginal revenue product (MRPL) exceeds
market wage rate.
Fig.11.1

E
Rent
W

A

0

Wage Bill

MRPL

O

Labour
L0

Fig.11.1: Recall from Unit-6 that if we increase the number of workers engaged on a fixed
piece of land, extra output generated by each additional worker keeps on falling. Also,
recall that in Unit-11, we had shown that under the given market conditions, the marginal
revenue product curve of the variable factor becomes its demand curve. This figure uses
that demand curve for variable factor labour to determine its share in the total product,
that is, the wage bill. The rest is surplus, called rent.

In Fig.11.1, OL0 is the number of workers employed at market wage rate of OW0.
Therefore, total product of labour equals OEAL0. But, the wage will be equal to
the rectangle OW0AL0 only. Thus, when worker are paid at the going market rate,
the landlord is still left with a surplus equal to W0 EA. This will be regarded as
share of land – the rent.
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ii) Extensive cultivation: This approach to the determination of rent is significantly
different from that of intensive cultivation example seen above. Suppose we
have land of different grades, say, A, B, C, D and E. Initially, the farmer will
plough the best grade land. As the population rises, demand for the farm produce
grows. Therefore, inferior grade land is also brought under the plough, gradually.
Suppose, value of the produce from the E grade is barely equal to input costs.
Then we can say that plot E generates no surplus. Hence, it is called marginal
piece of land. Rest of the pieces marked A, B, C and D generate output greater
then the costs – which are same for all the pieces. This excess of value of output
over and above the costs is rent.

Rent, Interest and Profit

Fig.11.2

Output
(Value Terms)

No Rent
W
O
A

B

C

D

E

Grades of Land

Fig.11.2: We have 5 pieces of land, A, B, C, D and E. The piece A is of the best grade, B is
inferior to A, C is inferior to B and so on. Thus, the piece E is of the worst grade. Heights
of bars above A, B, C, D and E indicate the value of output produced on the respective
pieces. We find that value of output on piece E is just enough to cover the cost of cultivation.
Also note that this cost = OW is same for each of the pieces. So the Grade E land generates
no surplus, while grade A generates the maximum. Such surplus is appropriated as rent.

Hence, it can be said that superior grade land generates a surplus. That surplus is
called a rent and is claimed by owners of land as differential surplus. If market
value of produce on the marginal land E increases above the cost of cultivation, the
farmer will have an incentive to move on to the so far sub-marginal land F as well
– thus extending the cultivation. If, on the other hand, market value falls below cost
of cultivation, the farmer may be forced to stop using the marginal land. Therefore,
we can say that only the lands superior to the marginal land can generate surplus
or rent. Ricardo asserted that rent of land tended to depend upon the price of the
produce of land. Rent was not regarded as a cost of production for the farm output,
as wage bill represented the labour cost.
Criticism: Ricardo’s theory has been criticised on several grounds:
a) Historically, best piece of land may not have been cultivated first. Yet, it is true that
order of cultivation does not affect the nature of rent as a surplus.
b) Ricardo attributed the surplus to ‘original and indestructible’ powers of land.
We know that fertility of soil is neither original nor indestructible. It can be
changed with the help of technology. But, to be fair to Ricardo, technical
developments were not known in his time. In any case, this assumption can
be reinterpreted to suggest inelasticity of supply of land with respect to changes
in its prices.
c) Ricardo assumed perfect competition in the farm sector. However, this assumption
is most unrealistic at best of times in agriculture. The ownership of land is
concentrated in a fewer hands, which does not promote competition – it rather
restricts it.
d) Rent may not be an unearned surplus after all! The superior land does not come
into being on its own. The superiority and higher productivity could be a result
of cleaning of stones and boulders, shrubs and roots and arrangements for
proper drainage and irrigation Therefore, the land supply may not be given. It
may have a cost function .
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e) Ricardo had considered only one use for land, namely, agriculture. Alternative
uses of land will mean a certain minimum payment, for, the same will be needed
to retain it in the existing use. This, however, may not remain limited to only
land. It can be extended to any factor of production.
Despite these criticisms, Ricardian description of rent as unearned differential surplus
that rises along with economic progress has had tremendous influence on policy
makers around the world. Land reforms like Zamindari abolition have their roots
in an urge to eliminate unearned surplus.

11.2.2 Marshall’s Theory
Alfred Marshall tried to extend the Ricardian theory of rent to other factors. He
thought that if the supply of any factor was limited and could not be raised through
efforts of human beings, then income derived by this factor would be regarded as
rent. Such short period rent was given the name quasi-rent by Marshall. Ricardo’s
‘rent’ was a long-term phenomenon while Marshall’s quasi-rent was confined to
essentially a short period of time. We know that land supply may remain fixed over
very long periods of time. But supply of other factors may change in the long run.

11.2.3 Modern Theory of Rent
Modern economic analysis develops Marshall’s ideas still further. Here, rent is
sought to be determined like any other factor price through interaction of demand
and supply curves. Even when all the land units are equally fertile, rent will still
arise on account of its scarcity.
Fig.11.3

D

S

Price of Land

P
E

D

Quasi-Rent
T.E
O

Quantity of Land

Q

Fig.11.3: Is simple demand and supply intersection diagram. Supply curve shows the
asking price of each factor unit, that is, the minimum price for which a given number of
factor units will be willing to work. Similarly, demand curve shows the maximum price the
buyer is willing to pay for each given amount of the factor. Intersection of the two curves
determines usual equilibrium. The area under supply curve - OEQ is called ‘transfer
earnings’– the minimum payment needed to retain the given factor units in the present
employment. The area OPE represents the ‘quasi-rent’ - rent type payment over and above
the transfer earnings which arise because of relative scarcity of the factor, or, inelasticity
of factor supply.

24

Fig. 11.3 shows such a situation. We have usual demand and supply curve for land
(or, for that matter, any factor of production). Point E is the point of intersection
of the demand and supply curves. Those who want to hire land, will be willing to

take OQ amount at OP price (rent). The owners are also ready to supply OQ units
of land at this price. Hence the equilibrium. But notice one point. The supply curve
also shows the prices at which different units of the factor are willing to work. This
is their asking price to retain them in the present employment or use. This can be
called transfer earnings – shown by area marked T.E in Fig 11.3. These factor
units, of course, receive rent equal to OP. The excess payment received by these
units is a rent – like payment, or, the quasi-rent that arises because of inelasticity
of the supply.

Rent, Interest and Profit

We can illustrate this aspect of inelasticity of factor supply curve with help of Fig.
11.4. Here demand curve DD is shown to intersect with four supply curves S1, S2,
S3 and S4.
The curve S1 is perfectly inelastic. Therefore, entire payment to the factor is rent.
This is also called ‘pure economic rent’.
Fig. 11.4

Price
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S1

S2
S3

P

E

S4

D
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Q

Quantity

Fig. 11.4: Shows four supply curves, S1, S2, S3 and S4. They intersect with the demand
curve at a single point E. Thus at each of the supply curve OP is the factor price and OQ
is the equilibrium quantity. Area under each of the supply curve upto point Q is called
transfer earning (TE). The total factor payment is OPEQ in all the four cases. Note that
with supply curve S1, TE is zero, while with S4 entire factor payment becomes transfer
earning.

Note that S2 is somewhat elastic. Immediately, we find that a significant part of
the total factor earnings became transfer earnings (denoted by the area under the
curve); yet a substantial part is above the supply curve and it is called quasi-rent.
As supply conditions improve further and elasticity of supply tends to increase,
share of TE tends to rise and that of QR tends to decline. When supply is perfectly
elastic, as shown by S4, the entire payment is in the nature of transfer earning and
quasi-rent simply vanishes.
It may be pointed out here, that, when Marshall described rent as a surplus, he had
this excess over the transfer earnings in mind. Thus, his concept of rent was
substantially different from that of Ricardo.
25

Pricing in Factor Market

Check Your Progress 1
1) Explain the notion of extensive Margin.
....................................................................................................................
....................................................................................................................
....................................................................................................................
....................................................................................................................
2) What is Intensive Margin?
....................................................................................................................
....................................................................................................................
....................................................................................................................
....................................................................................................................
3) Explain Rent as a Surplus.
....................................................................................................................
....................................................................................................................
....................................................................................................................
....................................................................................................................
4) Explain the notion of Quasi Rent.
....................................................................................................................
....................................................................................................................
....................................................................................................................
....................................................................................................................

11.3 REMUNERATION FOR THE SERVICES OF
CAPITAL: INTEREST
Capital is a factor of production made by human beings. They transform some free
gifts of nature into such tools and implements, which help them in producing things
that satisfy some of their wants. Had they not diverted some time and worked
to perfection of those implements, they could have produced more goods. Thus,
if some are making implements, they is forgoing some opportunity to produce some
consumption goods. However, at a later stage, when human beings used implements,
they were able to produce a larger quantity of consumers’ goods quickly. Capital
enhances productivity of labour and this is helpful in the process of production.
Therefore, we regard it as a factor of production. We have further enlarged the
notion of capital to include all machinery, buildings, factories etc., which help in the
process of production. Even the money needed to continue operations of an enterprise
smoothly, called working capital, may include some stock of raw materials and
some inventory of finished goods as well. Raw materials ensure smooth functioning
of manufacturing while some inventories are needed to ensure regular supply to the
customers. We can say that initially capital was defined with respect to tools and
implements, but now it encompasses buildings housing those implements/machinery
as well as whatever stock etc., may be regarded as necessary for smooth functioning
of the enterprise. The reward for the services of capital is called interest.
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You must have noted in the introductory note above that capital comes into existence
as someone abstains from consumption or saves. He may use his savings himself,
or, allow someone else to use them. He expects the user to reward him for this
facility. This reward will be interest which may be in kind as well. For example,
if a farmer borrows some grain from a neighbour, she returns a larger quantity
when she harvests her crops.
In other segments of the economy, some people who need more money than their
current income, borrow from those who do not want to spend their entire income.
The borrower uses such funds for a given period of time and returns the original
amount, called principal, along with some additional sum called interest. The ‘price’
for borrowings is generally designated as a percentage and chargeable per unit of
time (usually one year). For instance, suppose the rate of interest is 10 per cent per
annum. Then the meaning is that if one hundred rupees are borrowed for one year,
the borrower has to return Rs.100 + Rs.10 (10 per cent of Rs. 100) at the end of
said one year. Therefore, interest works out to Rs.10. There are a number of
notions of the rate of interest. Some of the prominent types are discussed below:
Simple and Compound Interest
When someone borrows P units of money for ‘n’ units of time at ‘r’ rate of
interest, then the amount of interest will depend on ‘n’, ‘r’ as well as P. You may
have done calculations of interest in your school level arithmetic as follows:
Interest = Principal × n × (r / 100). Thus, if Rs.1000 were borrowed at the rate
of 10 % for one year, interest will be 1000 x 10/100 = Rs.100. If the loan was for
10 years, interest would be (1000 x 10/100) 10 = Rs. 1000
This type of interest is called simple interest.
Sometimes, the amount of interest that becomes due at the end of one accounting
period is added to the initial principal. For the second accounting year, a new
principal, which is old principal plus interest for the first accounting period, is used
for calculation of interest. In each subsequent period, interest due over the previous
period is added to or compounded with the principal. Thus, earlier interest also
earns interest. Such rate of interest is called compound rate of interest. Final
amount A at the end of n years can be calculated as:
A = P × (1+ r) n, where r is per cent rate of interest and n is number of years.
It may be noted that it is not uncommon to find compound rate of interest in actual
life. Consider ordinary savings account with any bank in India. Banks offer 4%
rates of interest per annum. But every 6 months, interest is calculated and credited
to the account. Thus, unless withdrawn, during second half of the year, interest will
be calculated on that previous amount of interest as well. So, we can say that
savings accounts earn 4% compound rate of interest, compounding being done half
yearly.
Interest and Money
In general, people associate interest with borrowing and lending of money. However,
interest exists under barter system also. Consider a farmer borrowing some grains
from a neighbour. She returns somewhat larger quantity later. Ordinarily we will
regard that extra quantity of grain as interest. One can argue that the monetary
value of borrowed quantity should be evaluated at harvest time when prices are
low. If one compares values of two quantities at respective prices, then the notion
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of interest gets somewhat blurred. However, in an economy where money is yet
to be introduced, evaluation at different prices cannot take place as there would be
no monetary prices in existence. Even in money using economies, farmers borrow
grain at time of sowing and return a larger quantity at harvest time. The difference
between quantities returned and borrowed can be called grain rate of interest.
An economist named Wicksell suggested the notion of natural rate of interest,
which was very close to the grain rate of interest. He says, “ In an economy
where prices are not changing, a forester can cut down trees and lend the sales
proceeds at some monetary rate of interest. Alternatively, the trees are allowed to
grow for one more year, then harvested and sold. During the year, trees will get
thicker (may be taller too), and the quantity of wood will be larger. This increase
in yield in constant prices can be called natural rate of interest. If the money rate
available is just as much as the likely increase in yield from the tree than Wicksell
would say that rate of interest in society was equal to the natural rate of interest.
Hire-Purchase or Credit Transactions
Sometimes we do not make full payment at the time of buying some appliances.
We pay over several months in instalments. In such a system, payment is much
larger than that of the original price tag. The difference is quite akin to interest.
Such a transaction is equivalent to borrowing money from the seller to pay her for
the goods.
These days, dealers are arranging finance from some other companies or banks for
the purchase of consumer durables. The customer buys, say, a car from one
company, which receives payment from some bank. Thereafter, the customer
continues to pay instalments to the bank over agreed period.
Discount
It is one practice under which the borrower is made of pay ‘agreed’ rate of interest
in advance. For example, if agreed rate is 10% and someone borrows Rs.100, the
lender has given her only Rs.90 and the borrower has to return Rs.100 at the end
of one year. This kind of practice raises the effective rate of interest. Our
borrower gets only Rs.90 and has to pay Rs.10 on it as interest. Thus, the real
rate paid by him is not 10% but 11%.
Flat Rate of Interest
If one looks at advertisements of the finance companies these days, an interesting
variation of interest rate comes to light. These companies usually advertise a very
low rate to entice the customers. This is what they call the ‘flat’ rate of interest.
The procedure is as follows:
Suppose someone borrows at a flat rate of 10% and agrees to return the amount
– principal plus interest in 10 ‘equated’ or equal annual instalments. The financier
calculates interest for the entire principal for ten years, adds it to the principal and
works out ten equal instalments. The catch is that with every instalment paid, a
part of principal is also returned. So, the borrower continues to pay interest even
on that part of the loan, which she has repaid. This way, the effective rate of
interest may turn out to be at least twice as high as advertised.
Element of Risk and Uncertainty
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In usual sales and purchase, the seller gets the full consideration or value of the
goods when the transaction is effected. But, in lending of funds, the borrower gives
a promise to pay back the money. Here, there are definite risks of two types: one
is the income risk – the borrower may not be able to pay interest. Another risk

could be capital risk – even the principal lent out may not be returned. Such risks
are related to amount and period of loan as well as trustworthiness of the borrower.
Sometimes, the purpose for which money is borrowed also adds to uncertainty or
risk of default. That is the reason for lenders to demand some assets (like gold,
buildings, land etc.,) by way of ‘security’ for the loan. In case of default, the lender
has a right to dispose off the proffered securities to recover his dues.
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11.3.2 Capital, Investment and Interest
We say that interest is a reward for the services of capital. How does one change
the supply of capital in response in rate of interest? This question opens up an
interesting set of possibilities. We have to make a distinction between the stock of
capital at a given moment of time and an attempt to supply more capital. Such
attempt to change availability of capital is called ‘investment’ which is a flow
concept. One can say that if more investment is taking place in an economy, it is
building up more capital (stock). How does rate of interest affect this process of
building more capital or augmenting supply of capital through additional investment?
We can illustrate it with the help of an example :
Example : Relation between Investment and Rate of Interest
Consider a business proposal: You invest Rs.100,000 in some machine. The machine
generates, say, an income stream of Rs. 10,000 per annum and has to be scrapped
at the end of the period of ten years. The scrap may also be sold at Rs.10, 000.
So, we can say that present cost of machine = Rs.100, 000
Income stream 10 years = Rs.10,000 + Rs.10,000 + … = Rs.100,000
Scrap value at the end of tenth year = Rs.10,000.
Thus, total receipts = Rs. 110,000
The question is, should this investment be made, or, should this machine be installed?
Can we really add up income to be generated in future time periods straight away?
Can we say that Rs.10,000 to be available at the end of say next year are as good
as the same amount today? Our response will not be yes. Why? If I lend out say
Rs. 10,000 today, it shall become some thing more than that at the end of 1st year.
At end of second year the amount will be much more and so on. We are all
familiar with compound interest formula. We can use it to find out present value
of a future income.
Let us use the information given in the example above to work out the changes
referred to in the previous paragraph. Suppose that an investment is made in the
year 2000. So the first income is generated only in 2001. What will be the present
value (in the year 2000) of the sum of Rs.10, 000 that are expected to be received
during 2001? Using compound interest formula we can say:
Rs. 10000 = (1+ r) P where P is that sum which can become equal to Rs.10, 000
at the end of year if it earns an interest at the rate r per annum.
So the present worth of Rs.10, 000 of 2001 would have to be = 10000 / (1 + r)
in 2000. The income generated in 2002 has to be discounted like this twice, that
of 2003 thrice and so on. These discounted values of future incomes can be added
up to get an overall present value of an insurance. Thus:
PV =

10000 10000
10000
10000
10000
+
+
+...+
+
2
3
10
(1 + r ) (1 + r )
(1 + r )
(1 + r )
(1 + r )10
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Notice that two terms in the end are alike. This is because we have assumed that
at the end of 10 years, the machine can be sold as scarp for Rs.10000. So, in tenth
year, we get two amounts of Rs.10, 000 each, one as regular income and another
as sales proceeds of the scrap.
We have to compare the present value with the present cost (Rs.100, 000) and
decide whether the project is worth being taken up. Note that if we raise ‘r’ in
the above expression, each of the terms becomes smaller, and therefore, present
value becomes smaller. On the other hand, a fall in ‘r’ will make the present value
larger. So given the present cost, the decision to make investment shall depend
upon ‘r’, the rate of interest or discount. If, say, initially, PV = PC, then, we can
infer that at going rate of interest, the project is just viable. However, a fall in ‘r’
will make it more attractive while a rise in ‘r’ will render it unprofitable’. Therefore,
we can say that investment depends upon ‘r’ - the rate of interest.
A person takes up an investment in the expectation of some return from it. However,
those returns may change overtime as more and more investment is made. To
appreciate this assertion, consider the situation as given in Fig. 11.5.
Fig.11.5

r*

MEC

O

K*

MEI

Capital

Fig.11.5: Initial stock of capital is K* and it earns a rate of return = r*. This rate attracts
investors. More investment raises the capital stock beyond K*. This leads to a fall in the
marginal efficiency, MEC, (marginal product of capital), given the other factors of
production. Hence, the MEC tends to decline. But this decline can be attributed to the fact
that investment has taken place. Thus we can say that marginal efficiency of investment
tends to decline as investment rises.

When the capital stock is K*, it earns a return at the rate of r*. As this rate may
be found attractive to investors, and they may take up more net investment. The
process increases the capital stock. As they increase capital stock, enhanced capital
earns lower and lower rate of return because, given the other factors of production,
an increase in capital alone will lead to a fall in marginal product of capital. This
is called marginal efficiency of capital. As investment takes place to take stock
of capital beyond K*, MEC starts declining. Thus, we can say that the ability of
investment to generate income flows tends to decline as capital stock increases.
Marginal efficiency of investment (MEI) is defined as that rate of return, which
would render, discounted present value of future yields exactly equal to present cost
of investment
30

The investor faces a problem. She knows that capital is earning a certain rate. As
she takes up more investment, capital stock rises and then the rate of return earned
falls. So, she must equate the falling rate of return with the cost of capital in the
market. This cost will be nothing but opportunity cost of investment. Hence, she
equates market rate of interest with expected rate of return on capital. The investment
is taken up only till that level when expected rate of return is at least as large as
market rate of interest. If expected rate is r* and market rate is ‘r’ than, investment
continues till r* ≥ r.
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We can interpret the concepts developed in forgoing paragraphs in a slightly different
manner. The marginal efficiency of investment is called internal rates of return
(IRR) as well. Investment continues so long as IRR > market rate of interest.
We can also regard MEI functions as demand for capital. The supply function of
capital is the cost of capital, which is just a mirror image of MEI function. The
market equilibrium will occur when MEI equals cost of capital. Fig.11.6 shows
market equilibrium.
Fig.11.6

r
r1 *
MEI

O

K*

K1

r1

Investment

Cost of Capital

Fig.11.6: Investment raises capital stock from K* to K1. Hence investment is OK1 - OK*.
Lower segment of the diagram shows cost of capital curve. r1 is the market rate of interest
while r*1 is IRR at this level of investment.

11.3.3 Real and Nominal Rates of Interest
We have to resolve one more problem: You lend some money to a friend at an
agreed rate of interest. When the money comes back, say at the end of 5 years
period, you get interest as well as principal. But, if prices have increased
substantially during this period, how will you react to the changed purchasing power
of your money? Let us make it more concrete. Say, you gave Rs.10, 000 to your
friend. She agreed to return your money with a simple interest of 5% per annum
at the end of 5 years. But, during the same period prices rise at, say, 12% per
annum.You find that change of prices at the repayment time.
You get Rs.10000 plus Rs.2500 = Rs.12500
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But prices double in the meantime. So despite the interest that you charged from
your friend, you find that you cannot buy the bundle of goods, which had a cost
of Rs.10000 initially with the total amount of Rs.12500. You may need something
close to Rs.20000 now to be able to purchase that old bundle!
So this rate of 5% does not compensate you for the changes is purchasing power.
Such a rate is called a nominal rate of interest. However, if you could change a
rate of interest that exceeds the rate of price rise, only than you will be compensated
for waiting for 5 years. Hence, a rate of interest that exceeds the rate of inflation
will be real rate of interest. In the example above, if one desires a real rate of
interest of 5% per annum, one must charge 17% per annum.
Check Your Progress 2
1) What is Simple Rate of Interest ?
....................................................................................................................
....................................................................................................................
2) Explain the idea of Compound Rate of Interest.
....................................................................................................................
....................................................................................................................
3) Explain the notion of Marginal Efficiency of Investment.
....................................................................................................................
....................................................................................................................
4) Explain the Concept of Present Value
....................................................................................................................
....................................................................................................................
5) What is rate of discount?
....................................................................................................................
....................................................................................................................
6) What is difference between real and nominal rates of interest?
....................................................................................................................
....................................................................................................................

11.3.4 Theories of Interest
There are a number of theories, which seek to determine the rate of interest.
These theories try to explain the phenomenon of interest in terms of different set
of variables.
a) Loanable Funds Theory
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This theory relies on demand for borrowings and supply of loanable funds to
determine the rate at which transaction will take place. It assumes that at any
moment of time there will be some people who would spend less then their current
income (savers) and others who plan to spend more than their income. The former
will constitute the supplies of loanable funds while the latter constitutes the group,

which demands such funds. The rate at which demand for funds equals supply of
funds will be the rate of interest. Such a situation is depicted in Fig. 11.7
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Fig. 11.7
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Fig. 11.7: Presents a simple demand and supply curve diagram you are so familiar by now.
The curve DD is demand curve for the funds. This shows amounts the borrowers would
like to borrow at different rates of interest. Likewise, the amounts all the savers in the
society are willing to save and lend are shown by supply curve marked SS. The intersection
of these two at point E gives us equilibrium rate of interest re and the quantity QE that will
be borrowed and lent at that rate.

At re rate of interest, QE quantity of funds is borrowed (and lent). Note that
demand for funds may arise on account of any three of the following:
(i) Investment demand, (ii) consumption demand and (iii) financial demand. It is
more likely to be a composite of all the three demands.
Similarly, we can say that supply of funds may arise from net savings, de-hoarding
of past savings and also from new creation of money.
b) Liquidity-Preference Theory
Keynes had developed this approach and he related demand for money and rate
of interest to aggregate level of income in the society. In his formulation demand
for liquid money would depend on transaction, precaution or speculation, given the
level of income. But supply of money was a policy determined variable. The rate
of interest was thus determined by interaction of a demand function with a given
supply of money. However, in his approach, the rate of interest has nothing to do
with determination of rate of remuneration of a factor of production. We have given
a more detailed explanation of liquidity preference approach in the subsequent units.
c) Time Preference Approach
Irving Fisher developed this approach. His idea was that consumer tries to compare
present consumption and future consumption. The rate at which future consumption
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can substitute for present consumption (and vice-versa) will be marginal rate of
substitution between present and future consumption. This is called the rate of time
preference. It shall be equal to slope of indifference curve between present and
future consumption.
Check Your Progress 3
1) Explain Loanable funds theory. (50 words)
....................................................................................................................
....................................................................................................................
2) Explain Time preference theory. (50 words)
....................................................................................................................
....................................................................................................................

11.4 REWARD FOR ENTREPRENEURSHIP: PROFIT
We regard entrepreneurship to be the fourth economic factor of production. Recall
that an entrepreneur brings together land, labour and capital and thus facilitates
production. Her role in production is clear. If other factors of production are not
brought together, there may not be any production at all. In capitalist system, the
possibility of profit becomes key determinant of whether an activity will be undertaken
or not. Even under various non-capitalistic forms of organisation, profit may serve
as a benchmark for efficiency of firm or efficiency of some innovation or
technological change. Thus, in all situations, if a firm is making larger profit compared
to some other similarily placed firm, it must be more efficient or must be using
either better resources or better techniques. But decision like introduction of better
techniques involves some risk as well. Hence, often attempts are made to relate
profit to elements of uncertainty and risk. To understand her role, we can divide
entrepreneurial functions into two parts:
a) Organisation and
b) Risk bearing.
a) Organisation: This consists of routine day-to-day activities associated with a
business organisation and is called management. We find that these days, most
companies are being managed by professional managers, who receive salaries
and other benefits. Such an arrangement places a part of entrepreneurship at par
with labour.
b) Risk Bearing: Every business activity runs some risk of failure in the market.
This arises because of uncertainty of marketplace, natural causes, political factors
etc. If a business fails, the entrepreneur looses substantial parts of investment.
Thus, risk of loss is always present. However, some activities like introducing a
new product, using a new technology etc., involve much greater risks and reward
for these activities must be higher. Otherwise, these would not be undertaken.
Hence it is said that profits are reward for risk bearing.

11.4.1 Accounting Profits and Economic Profits

34

An accountant defines the profit as the difference between total revenue earned
during the year and cost (including depreciation) incurred during the same period.
The cost comprises payments for raw materials, fuels / energy, wages and salaries,
rents, insurance and interests. The depreciation is provided for taking care of wear

and tear of capital stock. So the net surplus earned during the year, after meeting
the above costs, is called profit by the accountant.
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However, such calculations do not seem to account for some implicit costs. Take
for example the remuneration to the person when she is actually working for her
business. Similarly, companies accumulate some funds of their own in course of
time. Should interest on those funds be also calculated and added to the cost?
Economic profit will take into account this kind of implicit cost as well. So economic
profit will be less than accounting profit by the amount of such implicit costs.

11.4.2 Theories of Profits
Economists have, over the years, developed several theories regarding profits. For
example, Joseph Schumpeter attributed profits to innovation. But Frank Knight
associated them with uncertainty.
a) Profits as Rewards for Innovation
Schumpeter regards profit a phenomenon, which is related to a dynamic economy
only. He identifies five types of changes that lead to economic development or
make the society dynamic. These changes are:
i)

Introduction of new products

ii) Introduction of new methods of production
iii) Discovery of new raw materials
iv) Discovery of new markets
v) Introduction of new forms of organisation
Innovations are actual application of some new body of knowledge to real business
situation. An innovator need not be an inventor. But she uses some invention to
change her production function or the relationship between inputs and output. Such
innovation might be in form of new technique of production, may involve reaching
out to new markets, involving all the activities pertaining to marketing etc.
Schumpeter is of the opinion that one who innovates is able to earn more profits,
and thus gets more incentive to innovate further. She will soon attract followers
or imitators. These people, very soon catch up with original innovator. As a
consequence, she makes more efforts to stay ahead. Thus, innovation leads to
profits and profits make it possible to innovate (acting as incentive)
b) Uncertainty and Profit
Frank Knight defined profit as the difference between selling price and costs. In
such situation profit emerges as a residual. Selling price and costs depend on a host
of factors. Some of those can be covered by ‘risk’. Such risks can be anticipated
and provisions can be incorporated into the cost structure. Most of predictable risks
are ‘insurable’ as well. Hence, company can get an appropriate insurance policy
to cover such risks. The premium paid for such policy is included in cost of
production. This type of risk condition is completely predictable and discountable.
Hence it would be as good or as bad as production under perfect certainty.
But Knight points to another dimension of uncertainty and says that producer is
all the time anticipating consumer’s wants and preferences in advance. She must
do so, as she has to produce things that can satisfy those wants at a point of time
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in future. This essentially happens because of time lag involved between anticipation
of demand, production and offering goods to consumers. To some extent, future
results of her operations to produce things to satisfy that demand are also uncertain.
Further, even the manager doing routine organisation work is liable to make error
of judgement. Here, she bears uncertainty and risk in the sense of having to protect
factors of production against fluctuation in their income from an uncertain market.
Thus, the income of entrepreneurs consists of two components, a salary or wage
component, which is contractual in nature and another residual income that may
fluctuate in response to change in market place. Some economists prefer to call
only this second component as ‘profit’.
Thus we find that one significant difference between other factor incomes and
profit. Whereas wage, rent interest are all payments, which have been agreed to
and settled in advance, profits cannot be put on a similar footing. Uncertainty leads
to fluctuation in both costs and revenue. They may not balance. Thus, ultimately
profits are the ‘surplus’ that remain after meeting the entire contractual payment
obligation.
c) Profits and Market Structure
Some economists insist that profit as one generally understood is essentially a result
of market imperfections. If perfect competition prevailed, every producer will use
same technology, will have perfect knowledge about product, cost and market
condition. Such a scenario leads to cost minimisation for all the production. They
sell at going market price. All the cost and revenue determinants are perfectly
certain. Hence, entreprenureship is just organisation or day-to-day supervision only.
So, profits should drop down to bare minimum or ‘normal’ compensation for supervision
etc.
However, if market is not perfect, firm can determine quantities or prices in such
a manner that suits it best. It may involve breaching the condition of perfect
information. Firms may device some innovation and keep it a secret from others.
So long as that secret is maintained, the concerned firm continues to earn more than
others do.
A. P. Lerner tried to measure the effect of monopoly power over profit. We know
that equilibrium condition for a firm is equality between marginal cost and marginal
revenue. When competition is perfect, price (average revenue) is also equal to
marginal revenue. Prices tend to deviate from marginal revenue only when competition
is no longer perfect. Hence, the difference between price and marginal revenue
(= MC), that is, P - MR (or P-MC) will indicate firms control over market. It is
expressed as a fraction of price. Thus, the degree of monopoly is (P - MC) / P.
Higher this ratio, higher will be the rate of profits earned by a firm.
Check Your Progress 3
1) What are the main functions of an entrepreneur?
....................................................................................................................
....................................................................................................................
2) Why could profit be ‘minimal’ or ‘normal’ under perfect competition?
....................................................................................................................
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3) Why should profit as ‘surplus’ beyond under perfect competition?
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....................................................................................................................
....................................................................................................................

11.5 LET US SUM UP
The present unit has three distinct sections. We considered remuneration for the
services of the land, or the rent in Section 11.2. We considered Ricardian, Marshall’s
and modern theories of rent. We also explained the notion of quest-rent, which can
be earned by any factor in short supply during the short run. Section 11.3 discussed
the concept of interest. We considered some usually encountered notions and
various explanations for the accrual of interest. We also tried to relate interest with
capital and investment and concluded by paying attention to some important theories
of interest. The reward for entrepreneurship, or, profit has been discussed in Section
11.4. Here, entrepreneurial function, effects of uncertainty and some important
theories have been given a brief exposition.

11.6 KEY WORDS
Contractual Rent

: Gross payment agreed to between owner and user of a
resource.

Credit

: Allowing someone to use goods/services without
immediate payment.

Discount

: Amount of money deducted from the face value of an
asset.

Economic Profit

: Reward for enterprise is calculated by deducting all
implicit costs from accounting profits.

Implicit Costs

: Cost of the factors, which a producer does not hire.
These may be owned by her.

Innovation

: Practical application of an invention - usually involves a
new technique, material or form of market or organisation.

Normal Profits

: Minimum profit to reward an entrepreneur. It is usually
associated with perfect competition.

Quasi-Rent

: Return to a factor over and above its average cost - a
short-run phenomenon.

Transfer Earnings

: The minimum payment needed to retain a factor in present
employment. This is what a factor can get in next best
(alternative) employment.

11.7 SOME USEFUL BOOKS
Stonier A.W. and Hague D.C.(1980), A TextBook of Economic Theory, Macmillan:
London
Lipsey. R. G., An Introduction to Positive Economics. (6th edition), E.L.B.S. and
Weidenfeld and Nicolson: London.
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11.8 ANSWERS/HINTS FOR CHECK YOUR
PROGRESS EXERCISES
Check Your Progress 1
1) Read Sub-section 11.2.1 and answer
2) Read Sub-section 11.2.1 and answer
3) Read Sub-section 11.2.1 and answer
4) Read Sub-section 11.2.3 and answer
Check Your Progress 2
1) Read Sub-section 11.3.1 and answer
2) Read Sub-section 11.3.1 and answer
3) Read Sub-section 11.3.2 and answer
4) Read Sub-section 11.3.2 and answer
5) Read Sub-section 11.3.1 d and answer
6) Read Sub-section 11.3.3 and answer
Check Your Progress 3
1) Read Sub-section 11.3.4 and answer
2) Read Sub-section 11.3.4 and answer
Check Your Progress 4
1) Read Sub-section 11.4.1 and answer
2) Read Sub-section 11.4.2 C and answer
3) Read Sub-section 11.4.2 C and answer
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and tear of capital stock. So the net surplus earned during the year, after meeting
the above costs, is called profit by the accountant.
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However, such calculations do not seem to account for some implicit costs. Take
for example the remuneration to the person when she is actually working for her
business. Similarly, companies accumulate some funds of their own in course of
time. Should interest on those funds be also calculated and added to the cost?
Economic profit will take into account this kind of implicit cost as well. So economic
profit will be less than accounting profit by the amount of such implicit costs.

11.4.2 Theories of Profits
Economists have, over the years, developed several theories regarding profits. For
example, Joseph Schumpeter attributed profits to innovation. But Frank Knight
associated them with uncertainty.
a) Profits as Rewards for Innovation
Schumpeter regards profit a phenomenon, which is related to a dynamic economy
only. He identifies five types of changes that lead to economic development or
make the society dynamic. These changes are:
i)

Introduction of new products

ii) Introduction of new methods of production
iii) Discovery of new raw materials
iv) Discovery of new markets
v) Introduction of new forms of organisation
Innovations are actual application of some new body of knowledge to real business
situation. An innovator need not be an inventor. But she uses some invention to
change her production function or the relationship between inputs and output. Such
innovation might be in form of new technique of production, may involve reaching
out to new markets, involving all the activities pertaining to marketing etc.
Schumpeter is of the opinion that one who innovates is able to earn more profits,
and thus gets more incentive to innovate further. She will soon attract followers
or imitators. These people, very soon catch up with original innovator. As a
consequence, she makes more efforts to stay ahead. Thus, innovation leads to
profits and profits make it possible to innovate (acting as incentive)
b) Uncertainty and Profit
Frank Knight defined profit as the difference between selling price and costs. In
such situation profit emerges as a residual. Selling price and costs depend on a host
of factors. Some of those can be covered by ‘risk’. Such risks can be anticipated
and provisions can be incorporated into the cost structure. Most of predictable risks
are ‘insurable’ as well. Hence, company can get an appropriate insurance policy
to cover such risks. The premium paid for such policy is included in cost of
production. This type of risk condition is completely predictable and discountable.
Hence it would be as good or as bad as production under perfect certainty.
But Knight points to another dimension of uncertainty and says that producer is
all the time anticipating consumer’s wants and preferences in advance. She must
do so, as she has to produce things that can satisfy those wants at a point of time

39

Pricing in Factor Market

in future. This essentially happens because of time lag involved between anticipation
of demand, production and offering goods to consumers. To some extent, future
results of her operations to produce things to satisfy that demand are also uncertain.
Further, even the manager doing routine organisation work is liable to make error
of judgement. Here, she bears uncertainty and risk in the sense of having to protect
factors of production against fluctuation in their income from an uncertain market.
Thus, the income of entrepreneurs consists of two components, a salary or wage
component, which is contractual in nature and another residual income that may
fluctuate in response to change in market place. Some economists prefer to call
only this second component as ‘profit’.
Thus we find that one significant difference between other factor incomes and
profit. Whereas wage, rent interest are all payments, which have been agreed to
and settled in advance, profits cannot be put on a similar footing. Uncertainty leads
to fluctuation in both costs and revenue. They may not balance. Thus, ultimately
profits are the ‘surplus’ that remain after meeting the entire contractual payment
obligation.
c) Profits and Market Structure
Some economists insist that profit as one generally understood is essentially a result
of market imperfections. If perfect competition prevailed, every producer will use
same technology, will have perfect knowledge about product, cost and market
condition. Such a scenario leads to cost minimisation for all the production. They
sell at going market price. All the cost and revenue determinants are perfectly
certain. Hence, entreprenureship is just organisation or day-to-day supervision only.
So, profits should drop down to bare minimum or ‘normal’ compensation for supervision
etc.
However, if market is not perfect, firm can determine quantities or prices in such
a manner that suits it best. It may involve breaching the condition of perfect
information. Firms may device some innovation and keep it a secret from others.
So long as that secret is maintained, the concerned firm continues to earn more than
others do.
A. P. Lerner tried to measure the effect of monopoly power over profit. We know
that equilibrium condition for a firm is equality between marginal cost and marginal
revenue. When competition is perfect, price (average revenue) is also equal to
marginal revenue. Prices tend to deviate from marginal revenue only when competition
is no longer perfect. Hence, the difference between price and marginal revenue
(= MC), that is, P - MR (or P-MC) will indicate firms control over market. It is
expressed as a fraction of price. Thus, the degree of monopoly is (P - MC) / P.
Higher this ratio, higher will be the rate of profits earned by a firm.
Check Your Progress 3
1) What are the main functions of an entrepreneur?
....................................................................................................................
....................................................................................................................
2) Why could profit be ‘minimal’ or ‘normal’ under perfect competition?
....................................................................................................................
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3) Why should profit as ‘surplus’ beyond under perfect competition?
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....................................................................................................................

11.5 LET US SUM UP
The present unit has three distinct sections. We considered remuneration for the
services of the land, or the rent in Section 11.2. We considered Ricardian, Marshall’s
and modern theories of rent. We also explained the notion of quest-rent, which can
be earned by any factor in short supply during the short run. Section 11.3 discussed
the concept of interest. We considered some usually encountered notions and
various explanations for the accrual of interest. We also tried to relate interest with
capital and investment and concluded by paying attention to some important theories
of interest. The reward for entrepreneurship, or, profit has been discussed in Section
11.4. Here, entrepreneurial function, effects of uncertainty and some important
theories have been given a brief exposition.

11.6 KEY WORDS
Contractual Rent

: Gross payment agreed to between owner and user of a
resource.

Credit

: Allowing someone to use goods/services without
immediate payment.

Discount

: Amount of money deducted from the face value of an
asset.

Economic Profit

: Reward for enterprise is calculated by deducting all
implicit costs from accounting profits.

Implicit Costs

: Cost of the factors, which a producer does not hire.
These may be owned by her.

Innovation

: Practical application of an invention - usually involves a
new technique, material or form of market or organisation.

Normal Profits

: Minimum profit to reward an entrepreneur. It is usually
associated with perfect competition.

Quasi-Rent

: Return to a factor over and above its average cost - a
short-run phenomenon.

Transfer Earnings

: The minimum payment needed to retain a factor in present
employment. This is what a factor can get in next best
(alternative) employment.

11.7 SOME USEFUL BOOKS
Stonier A.W. and Hague D.C.(1980), A TextBook of Economic Theory, Macmillan:
London
Lipsey. R. G., An Introduction to Positive Economics. (6th edition), E.L.B.S. and
Weidenfeld and Nicolson: London.
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11.8 ANSWERS/HINTS FOR CHECK YOUR
PROGRESS EXERCISES
Check Your Progress 1
1) Read Sub-section 11.2.1 and answer
2) Read Sub-section 11.2.1 and answer
3) Read Sub-section 11.2.1 and answer
4) Read Sub-section 11.2.3 and answer
Check Your Progress 2
1) Read Sub-section 11.3.1 and answer
2) Read Sub-section 11.3.1 and answer
3) Read Sub-section 11.3.2 and answer
4) Read Sub-section 11.3.2 and answer
5) Read Sub-section 11.3.1 d and answer
6) Read Sub-section 11.3.3 and answer
Check Your Progress 3
1) Read Sub-section 11.3.4 and answer
2) Read Sub-section 11.3.4 and answer
Check Your Progress 4
1) Read Sub-section 11.4.1 and answer
2) Read Sub-section 11.4.2 C and answer
3) Read Sub-section 11.4.2 C and answer
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