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UNIT-I 

 

Cost and Revenue 

Cost: 

 The term ‘cost of production’ means expenses incurred in the production of a 

commodity. This refers to the total amount of money spent on the production of a 

commodity. The determinants of cost of production are: the size of plant, the level of 

production, the nature of technology used, the quantity of inputs used, managerial and 

labour efficiency. Thus, the cost of production of a commodity is the aggregate of 

prices paid for the factors of production used in producing a commodity. 

 

Cost function 

 The cost function expresses a functional relationship between costs and output that 

determine it. Symbolically, the cost function is 

  C = f (Q) 

  Where 

  C = Cost  

  Q = Output 

 

Cost concepts and classifications money cost and real cost: 

  Money cost or nominal cost is the total money expenses incurred by a firm in 

producing a commodity. It includes Cost of raw materials Wages and salaries of labour 

Expenditure on machinery and equipment Depreciation on machines, buildings and 

such other capital goods Interest on capital other expenses like advertisement, 

insurance premium and taxes Normal profit of the entrepreneur. 

 Real cost is a subjective concept. It expresses the pains and sacrifices involved 

in producing a commodity. The money paid for securing the factors of productions is 

money cost whereas the efforts and sacrifice made by the capitalists to save and invest, 

by the workers in foregoing leisure and by the landlords constitute real costs. 

 

Opportunity cost: 

 The opportunity cost of any good is the next best alternative good that is sacrificed. 

For example, a farmer who is producing wheat can produce potatoes with the same 

factors. Therefore, the opportunity cost of a quintal of wheat is the amount of output of 

potatoes given up. 
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Accounting cost and Economic cost OR 

Accounting cost or explicit cost 

 Accounting costs or explicit costs are the payments made by the entrepreneur to the 

suppliers of various productive factors. The accounting costs are only those costs, 

which are directly paid out or accounted for by the producer i.e. wages to the labourers 

employed, prices for the raw materials purchased, fuel and power used, rent for the 

building hired for the production work, the rate of interest on the borrowed capital and 

the taxes paid. 

 

Economic cost: 

 The economic cost includes not only the explicit cost but also the implicit cost. The 

money rewards for the own services of the entrepreneur and the factors owned by 

himself and employed in production are known as implicit costs or imputed costs. The 

normal return on money capital invested by the entrepreneur, the wages or salary for 

his own services and rent of the land and buildings belonging to him and used in 

production constitute implicit cost.  

Thus Economic cost = Explicit cost + Implicit cost. 

 It may be pointed out that the firm will earn economic profits only if it is making 

revenue in excess of economic cost. 

  Economic profit = Total Revenue – Economic Costs. 

 

Private cost and social cost 

 Private cost is the cost incurred by a firm for production. It includes both implicit costs 

and explicit costs. 

 Social costs are those costs, which are not borne by the producing firm but are 

incurred by others in society. For example, when an oil refinery discharges its waste in 

the river causing water pollution, such a pollution results in tremendous health hazards 

which involve costs to the society as a whole 

 

Fixed cost and variable cost 

 Fixed cost and variable cost are helpful in understanding the behavior of costs over 

different levels of output. 

 

Meaning of Fixed and Variable factors and costs 

  Fixed and variable factors are with reference to short run production function. 

 Short run is a period of time over which certain factors of production cannot be  
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changed, and such factors are called fixed factors. The costs incurred on fixed factors 

are called fixed costs. The factors whose quantity can be changed in the short run are 

variable factors, and the costs incurred on variable factors are called variable costs. 

  Fixed costs are those which are independent of output, that is, they do not 

change with changes in output. These costs are a ‘fixed’ amount, which must be 

incurred by a firm in the short run whether the output is small or large. E.g. contractual 

rent, interest on capital invested, salaries to the permanent staff, insurance premier and 

certain taxes. 

  Variable costs are those costs, which are incurred on the employment of variable 

factors of production whose amount can be altered in the short run. Thus the total 

variable costs change with the level of output. It rises when output expands and falls 

when output contracts. When output is nil, variable cost becomes zero. These costs 

include payments such as wages of labour employed, prices of raw materials, fuel and 

power used and the transport costs. 

Total cost 

  Total cost is the sum of total fixed cost and total variable cost. 

    TC  = TFC + TVC where  

    TC  = Total cost 

    TFC     = Total Fixed cost  

    TVC    = Total variable cost 

 It should be noted that total fixed cost is the same irrespective of the level of output. 

Therefore, a change in total cost is influenced by the change in variable cost only. 

 The relationship between total fixed cost, total variable cost and total cost will be clear 

from the Figure 7.1. 

 
Short run average cost curves  
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Average Fixed cost (AFc) 

 The average fixed cost is the fixed cost per unit of output. It is obtained by dividing 

the total fixed cost by the number of units of the commodity produced. 

Symbolically  AFC = TFC / Q 

    Where AFC = Average fixed Cost  

        TFC = Total Fixed cost 

        Q  = number of units of output produced 

 Suppose for a firm the total fixed cost is Rs 2000 when output is 100 units, AFC will 

be Rs 2000/100 = Rs 20 and when output is 200 units, AFC will be Rs 2000/200 = 

Rs10/- Since total fixed cost is a constant quantity, average fixed cost will steadily fall 

as output increases; when output becomes very large, average fixed cost approaches 

zero. 

 

 Average Variable cost (AVC): Average variable cost is the variable cost per unit of 

output. It is the total variable cost divided by the number of units of output produced. 

      AVC = TVC / Q 

      Where AVC = Average Variable Cost  

      TVC  = Total Variable Cost 

      Q    = number of units of output produced 

Average variable cost curve is ‘U’ Shaped. As the output increases, the AVC will fall 

up to normal capacity output due to the operation of increasing returns. But beyond the 

normal capacity output, the AVC will rise due to the operation of diminishing returns. 

 

 Average Total Cost or Average Cost: Average total cost is simply called average 

cost which is the total cost divided by the number of units of output produced. 

  AC = TC / Q where  

  AC = Average Cost  

  TC = Total Cost 

  Q = number of units of output produced 

Average cost is the sum of average fixed cost and average variable cost.  

  i.e., AC = AFC+AVC 
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Table 7.1 calculation of Average Fixed, Average variable and Average Total cost 

Units of 

output 1 

TFc 

2 

TVc 

3 

Tc  

2 + 3 

4 

AFc  

2 ÷ 1 5 

AVc  

3 ÷ 1 6 

Ac 

5  +  6 

7 

0 

1 

2 

3 

4 

5 

6 

7 

8 

120 

120 

120 

120 

120 

120 

120 

120 

120 

0 

100 

160 

210 

240 

400 

540 

700 

880 

120 

220 

280 

330 

360 

520 

660 

820 

1000 

- 

120 

60 

40 

30 

24 

20 

17.14 

15 

0 

100 

80 

70 

60 

80 

90 

100 

110 

- 

220 

140 

110 

90 

104 

110 

117.14 

125 

 The average cost is also known as the unit cost since it is the cost per unit of output 

produced. The following figure shows the shape of AFC, AVC and ATC in the short 

period. 

 
 From the figure 7.2, it can be understood that the behavior of the average total cost 

curve depends on the behavior of AFC and AVC curves. In the beginning, both AFC 

and AVC fall. So, ATC curve falls. When AVC curve begins rising, AFC curve falls 

steeply i.e., fall in AFC is more than the rise in AVC. So ATC curve continues to fall. 

But as output increases further, there is a sharp increase in AVC, which is more than 

the fall in AFC. Hence ATC curve rises after a point. The ATC curve like AVC curve 

falls first, reaches the minimum value and then rises. Hence it has taken a U shape. 
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Marginal cost: 

 Marginal cost is defined as the addition made to the total cost by the production of one 

additional unit of output. 

Table 7.2 computation of marginal cost 

output (units) Total cost (rs) marginal cost (rs) 

0 

1 

2 

3 

4 

5 

6 

7 

8 

200 

300 

390 

470 

570 

690 

820 

955 

1100 

- 

100 

90 

80 

100 

120 

130 

135 

145 

 

 For example, when a firm produces 100 units of output, the marginal cost would be 

equal to the total cost of producing 100 units minus the total cost of producing 99 units. 

Suppose the total cost of producing 99 units is Rs 9000 and the total cost of producing 

100 units is Rs 10,000 then the marginal cost will be Rs10, 000 – Rs 9,000 = Rs 1,000. 

The firm has incurred a sum of Rs 1,000 in the production of one more unit of the 

commodity. Symbolically 

  MCn  = TCn – TCn-1 where 

  MCn  =  Marginal cost 

  
TC n  

=  Total cost of producing n 

units 

  

TC n-1  

=  Total cost of producing n-1 

units 

 

 The marginal cost curve is given below 
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 The marginal cost curve is ‘U’ shaped. The shape of the cost curve is determined by 

the law of variable proportions. If increasing returns (economies of scale)is in 

operation, the marginal cost curve will be declining, as the cost will be decreasing with 

the increase in output. When the diminishing returns (diseconomies of scale) are in 

operation, the MC curve will be increasing as it is the situation of increasing cost. 

 

Relationship between short-run average and short-run marginal cost curves: 

  The relationship between the marginal and the average cost is more a 

mathematical one rather than economic. 

 
 

The relationship can be given as follows: 

When marginal cost is less than average cost, average cost is falling 

When marginal cost is greater than the average cost, average cost is rising 

The marginal cost curve must cut the average cost curve at AC’s minimum point from 

below. Thus at the minimum point of AC, MC is equal to AC. 

 

 

 



 

 

 

    STUDY MATERIAL FOR BA. ECONOMICS 

 MICRO ECONOMICS-II   

                                 SEMESTER – II, ACADEMIC YEAR 2022-23 

 

  Page 11 of 61 
 

 

Long run Average cost curve (LAc): 

  In the long-run all factors are variable. Therefore, the firm can change the size of 

the plant (capital equipment, machinery etc) to meet the changes in demand. A long-

run average cost curve depicts the functional relationship between output and the long-

run cost of production.  

Long-run average cost curve 

 
  

The Long run Average Cost (LAC) Curve is based on the assumption that in the long 

run a firm has a number of alternatives with regard to the scale of operations. For each 

scale of production or plant size, the firm has an appropriate short-run average cost 

(SAC) curve. The pattern of these short-run average cost curves is shown in Figure 7.5. 

We have assumed that technologically there are only three sizes of plants – small, 

medium and large. SAC1 is relevant for a small size plant, SAC2 for a medium size 

plant and SAC3 for a large size plant.  

In the short period, when the output demanded is OA, the firm will choose the 

smallest size plant. But for an output beyond OB, the firm will choose medium size 

plant as the average cost of small size plant is higher for the same output (JC>KC). For 

output beyond OD, the firm will choose large size plant (SAC3). In the short-run, the 

firm is tied with a given plant but in the long-run, the firm moves from one plant to 

another. As the scale of production is changed, a new plant is added. The long-run cost 

of production is the least possible cost of production of any given level of output, when 

all inputs become variable, including the size of the plant. 

 The long run average cost curve is called ‘planning curve’ of a firm as it helps 

in choosing a plant on the decided level of output. The long- run average cost curve is 

also called envelope curve as it supports or envelops a group of short-run cost curves  



 

 

 

    STUDY MATERIAL FOR BA. ECONOMICS 

 MICRO ECONOMICS-II   

                                 SEMESTER – II, ACADEMIC YEAR 2022-23 

 

  Page 12 of 61 
 

 

(Figure 7.6). From the figure we can understand that the long run average cost curve 

initially falls with increase in output and after a certain point it rises making a boat 

shape. 

 

Concepts of Revenue: 

 The amount of money, which the firm receives by the sale of its output in the market, 

is known as its revenue. 

 

Total revenue 

 Total Revenue refers to the total amount of money that a firm receives from the sale of 

its products. 

 Mathematically TR = PQ where TR = Total Revenue; P = Price; Q = Quantity sold. 

Suppose a firm sells 1000 units of a product at the price of Rs 10 each, the total 

revenue will be 1000 x Rs 10 = Rs 10,000/- 

 

Average revenue 

 Average revenue is the revenue per unit of the commodity sold. It is calculated by 

dividing the total revenue by the number of units sold. 

  AR = TR / Q Where  

  AR = Average Revenue  

  TR = Total Revenue 

  Q = Quantity sold 

Eg: Average Revenue = Rs11000,0000 =Rs100 /− 

Thus, average revenue means price of the product. 

 

Marginal revenue: 

 Marginal Revenue is the addition made to the total revenue by selling one more unit of 

a commodity. 

  For example, if 10 units of a product are sold at the price of Rs 15 and 11 units 

are sold at Rs14/-, the marginal revenue will be: 

  MRn = TRn – TRn-1 

    = Rs (11x 14) – Rs (10x 15) 

    = Rs 154 – 150 

    = Rs 4/- 
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Relationship between AR and MR curves 

 When the average revenue (price) remains constant, the marginal revenue will also 

remain constant and will coincide with the average revenue. 

 

Table 7.3 constant AR and MR 

 

No.of units 

Sold 

Price or AR 

(Rs) 

TR (Rs) MR (Rs) 

1 

2 

3 

4 

5 

6 

10 

10 

10 

10 

10 

10 

10 

20 

30 

40 

50 

60 

10 

10 

10 

10 

10 

10 

 
Figure 7.7 

 

 A firm can sell large quantities only at lower prices. In that case, the average revenue 

(price) of the product falls. When AR falls MR will also fall. But fall in MR will be 

more than the fall in the AR. Hence the marginal revenue curve will lie below the 

average revenue curve (Fig 7.8) 

 

 

 

 

 

QUANTITY 

AR  

AND 

MR 

Y  

O 

P 

X  

AR = MR  
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Table 7.4 Downward sloping AR and MR 

No.of units 

Sold 

Price or AR 

(Rs) 

TR (Rs) MR (Rs) 

1 

2 

3 

4 

5 

6 

10 

9 

8 

7 

6 

5 

10 

18 

24 

28 

30 

30 

10 

8 

6 

4 

2 

0 

 
Figure 7.8 

 

Measurement of Profit: 

  A firm’s profit may be defined as the difference between its total revenue and its 

total cost 

 i.e. Profit = Total Revenue – Total Cost 

 The aim of any firm is to maximize its profit i.e. to maximize the positive difference 

between the Total Revenue (TR) and Total Cost (TC). At that point the producer will 

be in equilibrium. 

 

Table 7.5 Maximizing Profits 

Output (units) Total 

Revenue(Rs) 

Total Cost (Rs) Total Profit(Rs) 

1 40 45 -5 

2 80 70 10 

3 130 90 40 

X  
O 

QUANTITY  

AR  

AND 

MR 

AR  

MR  

Y  

B 

D  

A  

Q  

M 

C 
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4 175 105 70 

5 210 130 80 

6 240 155 85 

7 265 200 65 

8 285 255 30 

9 290 270 20 

10 300 310 -10 

 From Table 7.5 it can be understood the firm will earn maximum profit of Rs 85 when 

it produces 6 units of output. Thus the firm will be in equilibrium by producing 6 units 

of output. 

 

 

 
 Its profit is the maximum at OM level of output where the distance between the TR 

curve and the TC curve is the maximum. When the firm produces OL level of output, 

and OH level of output, total revenue just equals total cost (TR = TC). At these points, 

the firm is making neither profits nor losses. Thus the points S and Q are called Break- 

even points. 
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UNIT-II 

 

MARKET THEORIES 

Meaning and Definition of Market: 

  Market generally means a place or a geographical area, where buyers with 

money and sellers with their goods meet to exchange goods for money. In Economics 

market refers to a group of buyers and sellers who involve in the transaction of 

commodities and services. 

 

Characteristics of a market: 

Existence of buyers and sellers of the commodity. 

The establishment of contact between the buyers and sellers. Distance is of no 

consideration if buyers and sellers could contact each other through the available 

communication system like telephone, agents, letter correspondence and Internet. 

Buyers and sellers deal with the same commodity or variety. Since the market in 

economics is identified on the basis of the commodity, similarity of the product is very 

essential. 

There should be a price for the commodity bought and sold in the market. 

 

Classification of Markets: 

 Market according to Area 

 Based on the extent of the market for any product, markets can be classified into local 

regional, national and international markets. 

 

Local market 

 A local market for a product exists when buyers and sellers of commodity carry on 

business in a particular locality or village or area where the demand and supply 

conditions are influenced by local conditions only. E.g. Perishable goods like milk and 

vegetables and bulky articles like bricks and stones. 

National market 

 

 When commodities are demanded and supplied throughout the country, there is 

national market e.g. wheat, rice or cotton regional market 

  Commodities that are demanded and supplied over a region have regional 

market. 
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Global market 

 When demand and supply conditions are influenced at the global level, we have 

international market. e.g. gold, silver, cell phone etc. 

 On the basis of demand and supply, this geographical classification is made. With 

improved transport facilities and communications, even goods of local markets can 

become international goods. 

 

Market according to time 

 Marshall classified market based on the time element. In economics “time” does not 

mean clock time. It means only the division of time based on extend of adjustability of 

supply of a commodity for a given change in its demand. The major divisions are very 

short period, short period and long period. 

 

Very Short Period 

 Very short period refers to the type of competitive market in which the supply of 

commodities cannot be changed at all. So, in a very short period, the market supply is 

perfectly inelastic. The price of the commodity depends on the demand for the product 

alone. The perishable commodities like flowers are the best example. 

 

Short-period 

 Short period refers to that period in which supply can be adjusted to a limited extent 

by varying the variable factors alone. The short period supply curve is relatively 

elastic. The short period price is determined by the interaction of the short run supply 

and demand curves. 

 

Long Period 

 Long period is the time period during which the supply conditions are fully able to 

meet the new demand conditions. In the long run, all (both fixed as well as variable) 

factors are variable. Thus the supply curve in the long run is perfectly elastic. 

Therefore, it is the demand that influences price in the long period. 

 

Market according to competition 

 These markets are classified according to the number of sellers in the market and the 

nature of the commodity. The classification of market according to competition is as 

follows. 
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Market 

 
Imperfect competition 

Perfect competition 

 
 

 

Perfect competition: 

 Perfect competition is a market situation where there are infinite number of 

sellers that no one is big enough to have any appreciable influence over market price.  

 

Features and conditions of perfect competition: 

Large number of buyers and sellers 

  There are a large number of buyers and sellers in a perfect competitive market 

that neither a single buyer nor a single seller can influence the price. The price is 

determined by market forces namely the demand for and the supply of the product. 

There will be uniform price in the market. Sellers accept this price and adjust the 

quantity produced to maximize their profit. Thus, the sellers in the perfect competitive 

market are price- takers and quantity adjusters. 

 

Homogeneous Product 

  The products produced by all the firms in the perfectly competitive market must 

be homogeneous and identical in all respects i.e. the products in the market are the 

same in quantity, size, taste, etc. The products of different firms are perfect substitutes 

and the cross- elasticity is infinite. 

 

 

 

(Single Seller) 

(A few sellers selling 

homogeneous  

or differentiated products) 

competition (Large 

number of sellers 

selling differentiated 

products) 

( Large num ber of sellers selling  
homogeneous products)  

o ligopoly S  Monopolistic  
Duopoly  
(2  Sellers )  Monopoly 
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Perfect knowledge about market conditions 

 Both buyers and sellers are fully aware of the current price in the market. 

Therefore, the buyer will not offer high price and the sellers will not accept a price less 

than the one prevailing in the market. 

 

Free entry and Free exit 

  There must be complete freedom for the entry of new firms or the exit of the 

existing firms from the industry. When the existing firms are earning super-normal 

profits, new firms enter into the market. When there is loss in the industry, some firms 

leave the industry. The free entry and free exit are possible only in the long run. That is 

because the size of the plant cannot be changed in the short run. 

 

Perfect mobility of factors of production 

  The factors of productions should be free to move from one use to another or 

from one industry to another easily to get better remuneration. The assumption of 

perfect mobility of factors is essential to fulfil the first condition namely large number 

of producers in the market. 

 

Absence of transport cost 

  In a perfectly competitive market, it is assumed that there are no transport costs. 

Under perfect competition, a commodity is sold at uniform price throughout the 

market. If transport cost is incurred, the firms nearer to the market will charge a low 

price than the firms far away. Hence it is assumed that there is no transport cost. 

 

Absence of Government or artificial restrictions or collusions 

  There are no government controls or restrictions on supply, pricing etc. There is 

also no collusion among buyers or sellers. The price in the perfectly competitive 

market is free to change in response to changes in demand and supply conditions.  

 

Nature of revenue curves: 

 Under perfect competition, the market price is determined by the market forces namely 

the demand for and the supply of the products. Hence there is uniform price in the 

market and all the units of the output are sold at the same price. As a result, the average 

revenue is perfectly elastic. The average revenue curve is horizontally parallel to X-

axis. Since the Average Revenue is constant, Marginal Revenue is also constant and  
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coincides with Average Revenue. AR curve of a firm represents the demand curve for 

the product produced by that firm. 

 

Short run equilibrium price and output determination under perfect competition 

Since a firm in the perfectly competitive market is a price-taker, it has to adjust 

its level of output to maximise its profit. The aim of any producer is to maximise his 

profit. 

The short run is a period in which the number and plant size of the firms are 

fixed. In this period, the firm can produce more only by increasing the variable inputs. 

As the entry of new firms or exit of the existing firms are not possible in the 

short-run, the firm in the perfectly competitive market can either earn supernormal 

profit or normal profit or incur loss in the short period. 

 

Super-normal Profit 

 When the average revenue of the firm is greater than its average cost, the firm is 

earning super-normal profit. 

Short-run equilibrium with super-normal profits 

 
 In figure 8.1, output is measured along the x-axis and price, revenue and cost along the 

y-axis. OP is the prevailing price in the market. PL is the demand curve or average and 

the marginal revenue curve. SAC and SMC are the short run average and marginal cost 

curves. The firm is in equilibrium at point ‘E’ where MR = MC and MC curve cuts MR 

curve from below at the point of equilibrium. Therefore, the firm will be producing 

OM level of output. At the OM level of output, ME is the AR and MF is the average 

Figure 8.1  

AR  
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MR  
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cost. The profit per unit of output is EF (the difference between ME and MF). The total 

profits earned by the firm will be equal to EF (profit per unit) multiplied by OM or HF 

(total output). Thus, the total profits will be equal to the area HFEP. HFEP is the 

supernormal profits earned by the firm. 

 

Long run equilibrium, price and output determination 

  In the long run, all factors are variable. The firms can increase their output by 

increasing the number and plant size of the firms. Moreover, new firms can enter the 

industry and the existing firms can leave the industry. As a result, all the existing firms 

will earn only normal profit in the long run. 

 If the existing firms earn supernormal profit, the new firms will enter the 

industry to compete with the existing firms. As a result, the output produced will 

increase. When the total output increases, the demand for factors of production will 

increase leading to increase in prices of the factors. This will result in increase in 

average cost. 

  On the other side, when the output produced increases, the supply of the product 

increases. The demand remaining the same, when the supply of the product increases, 

the price of the product comes down. Hence the average revenue will come down. A 

fall in average revenue and the rise in average cost will continue till both become 

equal. (AR = AC). Thus, all the perfectly competitive firms will earn normal profit in 

the long run. 

  Figure 8.3 represents long run equilibrium of firm under perfect competition. 

The firm is in equilibrium at point S where LMC = MR = AR = LAC. The long run 

equilibrium output is ON. The firm is earning just the normal profit. The equilibrium 

price is OP. If the price rises above OP, the firm will earn abnormal profit, which will 

attract new firms into the industry. If the price is less than OP, there will be loss and the 

tendency will be to exit. So, in the long run equilibrium, OP will be the price and 

marginal cost will be equal to average cost and average revenue. Thus, the firm in the 

long run will earn only normal profit. Competitive firms are in equilibrium at the 

minimum point of LAC curve. Operating at the minimum point of LAC curve signifies 

that the firm is of optimum size i.e., producing output at the lowest possible average 

cost. 
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Advantages of perfect competition 

1. There is consumer sovereignty in a perfect competitive market. The consumer is 

rational and he has perfect knowledge about the market conditions. Therefore, he 

will not purchase the products at a higher price. 

2. In the perfectly competitive market, the price is equal to the minimum average 

cost. It is beneficial to the consumer. 

3. The perfectly competitive firms are price-takers and the products are 

homogeneous. Therefore, it is not necessary for the producers to incur 

expenditure on advertisement to promote sales. This reduces the wastage of 

resources. 

4. In the long run, the perfectly competitive firm is functioning at the optimum 

level. This means that maximum economic efficiency in production is achieved.  

5. As the actual output produced by the firm is equal to the optimum output, there 

is no idle or unused or excess capacity.  

 

Monopoly: 

  Monopoly is a market structure in which there is a single seller, there are no 

close substitutes for the commodity it produces and there are barriers to entry. 

 

Characteristics of monopoly: 

Single Seller: There is only one seller; he can control either price or supply of his 

product. But he cannot control demand for the product, as there are many buyers. 
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No close Substitutes: There are no close substitutes for the product. The buyers have 

no alternatives or choice. Either they have to buy the product or go without it. 

Price: The monopolist has control over the supply so as to increase the price. 

Sometimes he may adopt price discrimination. He may fix different prices for different 

sets of consumers. A monopolist can either fix the price or quantity of output; but he 

cannot do both, at the same time. 

No Entry: There is no freedom to other producers to enter the market as the 

monopolist is enjoying monopoly power. There are strong barriers for new firms to 

enter. There are legal, technological, economic and natural obstacles, which may block 

the entry of new producers. 

Firm and industry: Under monopoly, there is no difference between a firm and an 

industry. As there is only one firm, that single firm constitutes the whole industry. 

 

Causes for monopoly: 

Natural: A monopoly may arise on account of some natural causes. Some minerals are 

available only in certain regions. For example, South Africa has the monopoly of 

diamonds; nickel in the world is mostly available in Canada and oil in Middle East. 

This is natural monopoly. 

Technical: Monopoly power may be enjoyed due to technical reasons. A firm may 

have control over raw materials, technical knowledge, special know-how, scientific 

secrets and formula that enable a monopolist to produce a commodity. e.g., Coco Cola. 

Legal: Monopoly power is achieved through patent rights, copyright and trade marks 

by the producers. This is called legal monopoly. 

Large Amount of capital: The manufacture of some goods requires a large amount of 

capital or lumpiness of capital. All firms cannot enter the field because they cannot 

afford to invest such a large amount of capital. This may give rise to monopoly. For 

example, iron and steel industry, railways, etc. 

State: Government will have the sole right of producing and selling some goods. They 

are State monopolies. For example, we have public utilities like electricity and 

railways. These public utilities are undertaken by the State. 

 

Price and output Determination 

  A monopolist like a perfectly competitive firm tries to maximize his profits. 

 A monopoly firm faces a downward sloping demand curve, that is, its average revenue 

curve. The downward sloping demand curve implies that larger output can be sold only  
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by reducing the price. Its marginal revenue curve will be below the average revenue 

curve. 

 The average cost curve is ‘U’ shaped. The monopolist will be in equilibrium when MC 

= MR and the MC curve cuts the MR curve from below. 

 In figure 8.4, AR is the Average Revenue Curve and MR is the Marginal revenue 

curve. AR curve is falling and MR curve lies below AR. The monopolist is in 

equilibrium at E where MR = MC. He produces OM units of output and fixes price at 

OP. At OM output, the average revenue is MS and average cost MT. Therefore, the 

profit per unit is MS-MT = TS. Total profit is average profit (TS) multiplied by output 

(OM), which is equal to HTSP. The monopolist is in equilibrium at point E and 

produces OM output at which he is earning maximum profit. The monopoly price is 

higher than the marginal revenue and marginal cost. 

 
FIGURE 8.4 

Advantages 

1. Monopoly firms have large-scale production possibilities and also can enjoy 

both internal and external economies. This will result in the reduction of costs of 

production. Output can be sold at low prices. This is beneficial to the consumers. 

2. Monopoly firms have vast financial resources which could be used for research 

and development. This will enable the firms to innovate quickly. 

3. There are a number of weak firms in an industry. These firms can combine 

together in the form of monopoly to meet competition. In such a case, market 

can be expanded. 

4.  Although there are some advantages, there is a danger that monopoly power 

might be misused for exploiting the consumers. 
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Disadvantages 

1. A monopolist always charges a high price, which is higher than the competitive 

price. Thus, a monopolist exploits the consumers. 

2. A monopolist is interested in getting maximum profit. He may restrict the output 

and raise prices. Thus, he creates artificial scarcity for his product. 

3. A monopolist often charges different prices for the same product from different 

consumers. He extracts maximum price according to the ability to pay of 

different consumers. 

4. A monopolist uses large-scale production and huge resources to promote his own 

selfish interest. He may adopt wrong practices to establish absolute monopoly 

power. 

5. In a country dominated by monopolies, wealth is concentrated in the hands of a 

few. It will lead to inequality of incomes. This is against the principle of the 

socialistic pattern of society. 

 

Methods of controlling monopoly: 

Legislative method: Government can control monopolies by legal actions. Anti-

monopoly legislation has been enacted to check the growth of monopoly. In India, the 

Monopolies and Restrictive Trade Practices Act was passed in 1969. The objective of 

this Act is to prevent the unwanted growth of private monopolies and concentration of 

economic power in the hands of a small number of individuals and families. 

Controlling Price and output: This method can be applied in the case of natural 

monopolies. Government would fix either price or output or both. 

Taxation: Taxation is another method by which the monopolistic power can be 

prevented or restricted. Government can impose a lump-sum tax on a monopoly firm, 

irrespective of its level of output. Consequently, its total profit will fall. 

Nationalization: Nationalizing big companies is one of the solutions. Government 

may take over such monopolistic companies, which are exploiting the consumers. 

Consumer’s Association: The growth of monopoly power can also be controlled by 

encouraging the formation of consumers associations to improve the bargaining power 

of consumers. 
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Comparison between Perfect Competition and Monopoly 

 The main aim of firms both under monopoly and perfect competition is to maximise 

profit. In both the market forms, the firms are in equilibrium at the output level where 

MC = MR. The differences are as follows: 

 Perfect competition Monopoly 

1. Average revenue curve is a horizontal 

straight line parallel to X axis. 

Marginal revenue is equal to average 

revenue and price 

Both average revenue curve and 

marginal revenue curve are downward 

falling curves. Marginal revenue is 

less than average revenue and price. 

2. At the equilibrium, MC = MR = AR. 

That is price charged is equal to 

marginal cost of production 

At the equilibrium, MC = MR < AR 

that is price charged is above marginal 

cost 

3. The firm in the long run comes to 

equilibrium at the minimum point or 

the lowest point of the long run 

average cost curve. The firm tends to 

be of optimum size operating at the 

minimum average cost. 

Even in the long run equilibrium the 

firm will be operating at a higher level 

of average cost. The firm stops short 

of optimum size. 

4. 
Equilibrium can be conceived only 

under increasing cost and not under 

decreasing or constant cost conditions 

Equilibrium situation is possible at 

increasing, decreasing or constant cost 

conditions. 

5. The firm can earn only normal profit 

in the long run and may earn super  

profit in the short run 

But monopoly firm earns super normal 

profit both in short run and long run 

6.  Price will be lower and the output is 

larger 

Price is higher and the output will be 

smaller 
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Price Discrimination: 

  Price discrimination means the practice of selling the same commodity at 

different prices to different buyers. If the monopolist charges different prices from 

different consumers for the same commodity, it is called price discrimination or 

discriminating monopoly. 

 

Definition 

 Price discrimination may be defined as “the sale of technically similar products at 

prices which are not proportional to marginal cost”. For example, all cinema theatres 

charge different prices for different classes of people. 

 

Conditions of Price Discrimination 

Price discrimination is possible only if the following conditions are fulfilled. 

The demand must not be transferable from the high priced market to the low priced 

market. If rich people do not buy the high-priced deluxe edition of the book, but wait 

for the low-priced popular edition to come out, then personal discrimination will fail. 

The monopolist should keep the two markets or different markets separate so 

that the commodity will not be moving from one market to the other market. If it is 

possible to buy the product in the cheaper market of the monopolist and sell it in the 

dearer market, there can never be two prices for the commodity. If the industrial buyer 

of cheap electricity uses it for domestic consumption, then trade discrimination will 

fail. 

The above two conditions are essential to adopt price discrimination. 

 

Monopolistic competition: 

  Monopolistic competition, as the name itself implies, is a blending of monopoly 

and competition. Monopolistic competition refers to the market situation in which a 

large number of sellers produce goods which are close substitutes of one another. The 

products are similar but not identical. The particular brand of product will have a group 

of loyal consumers. In this respect, each firm will have some monopoly and at the same 

time the firm has to compete in the market with the other firms as they produce a fair 

substitute. The essential features of monopolistic competition are product 

differentiation and existence of many sellers. 

The following are the examples of monopolistic competition in Indian context. 

Shampoo  -  Sun Silk, Clinic Plus, Ponds, Chik, Velvette, Kadal,  

                               Head and Shoulder, Pantene, Vatika, Garnier, Meera 
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Tooth Paste  -  Binaca, Colgate, Forhans, Close-up, Promise, Pepsodent,     

       Vicco Vajradanti, Ajanta, Anchor, Babool. 

 

Characteristics of monopolistic competition: 

Existence of Large Number of firms: Under monopolistic competition, the 

number of firms producing a commodity will be very large. The term ‘very large’ 

denotes that contribution of each firm towards the total demand of the product is small. 

Each firm will act independently on the basis of product differentiation and each firm 

determines its price-output policies. Any action of the individual firm in increasing or 

decreasing the output will have little or no effect on other firms. 

Product differentiation: Product differentiation is the essence of monopolistic 

competition. Product differentiation is the process of altering goods that serve the same 

purpose so that they differ in minor ways. 

 Product differentiation can be brought about in various ways. Product differentiation is 

attempted through  

(a) Physical difference  

(b) Quality difference 

 (c) Imaginary difference and 

 (d) Purchase benefit difference.  

It may be by using different quality of the raw material and different chemicals and 

mixtures used in the product. Difference in workmanship, durability and strength will 

also make product differentiation. Product differentiation may also be effected by 

offering customers some benefits with the sale of the product. Facilities like free 

servicing, home delivery, acceptance of returned goods, etc. would make the customers 

demand that particular brand of product when such facilities are available. Product 

differentiation through effective advertisement is another method. This is known as 

sales promotion. By frequently advertising the brand of the product through press, film, 

radio, and TV, the consumers are made to feel that the brand produced by the firm in 

question is superior to that of other brands sold by other firms. 

 

Selling costs: From the discussion of ‘product differentiation’, we can infer that the 

producer under monopolistic competition has to incur expenses to popularize his brand. 

This expenditure involved in selling the product is called selling cost. According to 

Prof. Chamberlin, selling cost is “the cost incurred in order to alter the position or 

shape of the demand curve for a product”. Most important form of selling cost is 

advertisement. Sales promotion by advertisement is called non-price competition. 
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Freedom of entry and exit of firms: Another important feature is the freedom of any 

firm to enter into the field and produce the commodity under its own brand name and 

any firm can go out of the field if so chosen. There are no barriers as in the case of 

monopoly 

 Monopolistic competition presupposes that customers have definite preferences for 

particular varieties or brand of products. Hence pricing is not the problem but product 

differentiation is the problem and competition is not on prices but on products. 

 Thus, in monopolistic competition, the features of monopoly and perfect competition 

are partially present. 

 

Determination of Equilibrium price and output under monopolistic competition 

 The monopolistic competitive firm will come to equilibrium on the principle of 

equalizing MR with MC. Each firm will choose that price and output where it will be 

maximizing its profit. Figure 8.5 shows the equilibrium of the individual firm in the 

short period. 

 
 MC and AC are the short period marginal cost and average cost curves. The sloping 

down average revenue and marginal revenue curves are shown as AR and MR. The 

equilibrium point is E where MR = MC. The equilibrium output is OM and the price of 

the product is fixed at OP. The difference between average cost and average revenue is 

SQ. The output is OM. So, the supernormal profit for the firm is shown by the 

rectangle PQSR. The firm by producing OM units of its commodity and selling it at a 

price of OP per unit realizes the maximum profit in the short run. 

The different firms in monopolistic competition may be making either abnormal profits 

or losses in the short period depending on their costs and revenue curves. 
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In the long run, if the existing firms earn super normal profit, the entry of new 

firms will reduce its share in the market. The average revenue of the product will come 

down. The demand for factors of production will increase the cost of production. 

Hence, the size of the profit will be reduced. If the existing firms incur losses in the 

long-run, some of the firms will leave the industry increasing the share of the existing 

firms in the market. As the demand for factors becomes less, the price of factors will 

come down. This will reduce the cost of production, which will increase the profit 

earned by the existing firm. Thus, under monopolistic competition, all the existing 

firms will earn normal profit in the long run. 

 

Wastages of Monopolistic competition 

Unemployment: Under monopolistic competition, the firms produce less than optimum 

output. As a result, the productive capacity is not used to the fullest extent. This will 

lead to unemployment of resources. 

 

Excess capacity: Excess capacity is the difference between the optimum output that 

can be produced and the actual output produced by the firm. In the long run, a 

monopolistic firm produces an output which is less than the optimum output that is the 

output corresponding to the minimum average cost. This leads to excess capacity 

which is regarded as waste in monopolistic competition. 

Advertisement: There is a lot of waste in competitive advertisements under 

monopolistic competition. The wasteful and competitive advertisements lead to high 

cost to consumers. 

Too many Varieties of Goods: Introducing too many varieties of a good is another 

waste of monopolistic competition. The goods differ in size, shape, style and colour. A 

reasonable number of varieties would be desirable. Cost per unit can be reduced if only 

a few are produced. 

Inefficient Firms: Under monopolistic competition, inefficient firms charge prices 

higher than their marginal cost. Such type of inefficient firms should be kept out of the 

industry. But, the buyers’ preference for such products enables the inefficient firms to 

continue to exist. Efficient firms cannot drive out the inefficient firms because the 

former may not be able to attract the customers of the latter. 

 

 

 



 

 

 

    STUDY MATERIAL FOR BA. ECONOMICS 

 MICRO ECONOMICS-II   

                                 SEMESTER – II, ACADEMIC YEAR 2022-23 

 

  Page 31 of 61 
 

 

Oligopoly 

 Oligopoly refers to a form of imperfect competition where there will be only a few 

sellers producing either homogenous or differentiated products. 

 

Characteristics of oligopoly: 

Interdependence: The most important feature of oligopoly is interdependence in 

decision - making. Since there are a few firms, each firm closely watches the activities 

of the other firm. Any change in price, output, product, etc., by a firm will have a direct 

effect on the fortune of its rivals. So an oligopolistic firm must consider not only the 

market demand for its product, but also the possible moves of other firms in the 

industry. 

Group Behavior: Firms may realize the importance of mutual co-Operation. Then 

they will have a tendency of collusion. At the same time, the desire of each firm to earn 

maximum profit may encourage competitive spirit. Thus, co-operative and collusive 

trend as well as competitive trend would prevail in an oligopolistic market. 

Price rigidity: Another important feature of oligopoly is price rigidity. Price is sticky 

or rigid at the prevailing level due to the fear of reaction from the rival firms. If an 

oligopolistic firm lowers its price, the price reduction will be followed by the rival 

firms. As a result, the firm loses its profit. Expecting the same kind of reaction, if the 

oligopolistic firm raises the price, the rival firms will not follow. This would result in 

losing customers. In both ways the firm would face difficulties. Hence the price is 

rigid. 
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UNIT-III 

 

Theory of Distribution 

 

Marginal Productivity Theory of Distribution 

  The marginal productivity theory of distribution is the general theory of 

distribution. The theory explains how prices of various factors of production are 

determined under conditions of perfect competition. It emphasizes that any variable 

factor must obtain a reward equal to its marginal product. 

  There is no fundamental difference between the mechanism of determination of 

factor prices and that of prices of commodities. Factor prices are determined in markets 

under the forces of supply and demand. But there is one difference. While the demand 

for commodities is direct demand, the demand for factors of production is derived 

demand. For example, there will be demand for workers engaged in construction 

industry (e.g. masons) only when there is demand for housing. 

  According to the marginal productivity theory of distribution, in a perfectly 

competitive market (for products and inputs), each factor will be paid a price equal to 

the value of its physical product. Though the theory is applicable to all factors of 

production, we may illustrate it with reference to labour. 

 A firm will go on employing more and more units of a factor until the price of that 

factor is equal to the value of the marginal product. In other words, each factor will be 

rewarded according to its marginal productivity. The marginal productivity is equal to 

the value of the additional product which an employer gets when he employs an 

additional unit of that factor. We assume that the supply of all other factors remains 

constant. 

 We shall give a simple illustration of the marginal productivity theory of distribution 

by making use of labour.  

  The aim of a firm is maximization of profit. It will hire a factor as long as it adds 

more to total revenue than to total cost. Thus, a firm will hire a factor up to the point at 

which the marginal unit contributes as much to total cost as to total revenue because 

total profit cannot be further increased. 

The condition of equilibrium in the labour market is 

    MCL   = VMPL 

    Where MCL = Marginal cost of labour 

    VMPL = Value of marginal product of labour.  

    Or  W = VMPL 
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    Where W = wages of labour 

Note: It is assumed that a firm can employ any amount of labour under a given wage 

rate as the supply of labour is assumed to be unlimited in a competitive market. 

Diagrammatic Illustration of wage dermination in a competitive market 

 
O Fig. 9.1 L O Fig. 9.2L* L 

Figure 9.1 describes 

MPPL  =  Marginal physical product (of labour) curve 

VMPL  =  Value of marginal product curve 

VMPL = MPPL.PX  (VMPL  = Marginal physical product of labour multiplied by price 

of the commodity) 

Note : P (The price is assumed to be constant under conditions of perfect competition) 

 In fig. 9.2, the equilibrium of the firm is shown by E. This is so because to the left of 

L*, each unit of labour costs less than the value of its product (VMPL > W). Hence the 

firm will make more profit by hiring more workers. To the right of VMPL<W. Hence, 

the profits of the firm will be reduced. So profits will be maximum when VMPL =  W. 

 It follows from the above discussion that the demand curve of a firm for a single 

variable factor (e.g., labour) is its value of marginal product curve. 

 Thus, the productivity of the marginal unit of a factor determines the rate that is to be 

paid to all units of the factor. The employer adopts the principle of substitution and 

combines land, labour and capital in such a way that the cost of production is 

minimum. Then the reward for each factor is determined by its marginal productivity. 

The marginal productivity theory of distribution has been used to explain the 

determination of rent, wages, interest and profits. That is why, it is called general 

theory of distribution. 
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Assumptions of the theory 

  The marginal productivity theory is based on the following assumptions. 

1. There is perfect competition. 

2. All units of a factor are homogeneous. It means that one unit of a factor is the 

same as the other. 

3. Factors can be substituted for each other. That is, all factors are interchangeable. 

4. The theory is based on the law of diminishing returns as applied to business. The 

law of diminishing returns tells that if you go on employing more and more units 

of a factor, its marginal returns will diminish. So a firm, when it comes to know 

that the increase in a certain factor is resulting in diminishing returns, the firm 

will substitute it with some other factor. Thereby, it will try to reduce the cost of 

production. 

 

Criticism of the theory: 

1. The following are some of the points of criticism against the marginal 

productivity theory of distribution. 

2. Every product is a joint product and its value cannot be separately attributed to 

either labour or capital. Again, it is rather difficult to measure the “productivity” 

of certain categories of labour like doctors, lawyers and teachers who render 

services. 

3. The theory takes into account only the factors operating on the side of demand 

by ignoring the supply side. For example, when there is scarcity of a factor, it is 

paid much more than the normal price. 

4. The theory is based on the assumption of perfect competition and full 

employment. But in the real world, we have only imperfect competition; we do 

not have perfect competition. 

5. In practice, it is rather difficult to vary the use of the factors of production. 

6. The theory does not carry with it any ethical justification. If we accept the 

theory, it means that factors get the value of what they produce. For example, 

workers in a firm may get low wages not because their productivity is low but 

because there might be exploitation of labour. Hence we should not make use of  
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this theory to justify the existing system of unequal distribution. 

 We may note that in spite of the above points of criticism against the theory, it 

explains the role of productivity in the determination of factor prices. In the words of 

Marshall, “the doctrine throws into clear light one of the causes that govern wages”.  

 

Rent: 

 In ordinary language, “rent” refers to any periodic payment made for the use of 

a good. For example, when we live in someone’s house, we pay rent. This rent is 

contract payment. The contract rent includes besides the payment made for the use of 

land, interest on the capital invested in the house, wages and profit. But classical 

economists like Ricardo referred by “rent” to the payment made for the use of 

agricultural land. Rent arises because of the peculiar characteristics of land. The supply 

of land is inelastic and it differs in fertility. Rent arises because of differences in 

fertility. Those lands which are more fertile than others get rent. 

 

The Ricardian theory of Rent: 

 Ricardian theory of rent is one of the earliest theories of rent. It is named after 

Ricardo, a great classical economist of the 19th century. 

 According to Ricardo, “rent is that portion of the produce of the earth which is 

paid to the landlord for the use of the original and indestructible powers of the soil”. So 

rent is payment made for the use of land for its original powers. Ricardo believed that 

rent arose on account of differences in the fertility of land. Only superior lands get rent. 

Rent is a differential surplus. 

  Rent may also arise on account of situational advantage. For example, some 

lands may be nearer to the market. The producer can save a lot of transport costs. Even 

if all lands are equally fertile, lands which enjoy situational advantage will earn rent. 

 Ricardo explained his theory by taking the example of colonization. If some people go 

and settle down in a place, first they will cultivate the best lands. If more people go and 

settle down, the demand for land will increase and they will cultivate the second-grade 

lands. The cost of production will go up. So, the price of grain in the market must cover 

the cost of cultivation. In this case, the first-grade land will get rent. After some time, if 

there is increase in population, even third grade lands will be cultivated. Now, even 

second grade lands will get rent and first grade lands will get more rent but the third-

grade land will not get rent. It is known as no - rent land. According to Ricardo, rent is 

price determined, that is, it is determined by price of the grains produced in the land.  
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He also believed that rent is high because price is high and not the other way round.  

Ricardo came to the conclusion that rent did not enter price because there are some no - 

rent or marginal lands. As the produce of no-rent land gets a price, Ricardo argued that 

rent did not enter price. 

 In figure 9.3, grades of land are shown along the X axis and the output up the y – axis. 

The shaded area in the diagram indicates rent. In this case, grade I and grade II lands 

get rent. The grade III land will not get rent. 

Diagrammatic Illustration of Ricardian theory of Rent. 

 
 

Criticism of the Ricardian Theory of rent: 

1. Ricardo tells that only the best lands are cultivated first. There is no historical 

proof for this. 

2. According to Ricardo, land has “original and indestructible powers”. But the 

fertility of land may decline after some time because of continuous cultivation. 

3. Ricardo believed that rent is peculiar to land alone. But many modern 

economists argue that the rent aspect can be seen in other factors like labour and 

capital. Rent arises whenever the supply of a factor is inelastic in relation to the 

demand for it. 

4. Ricardo is of the view that rent does not enter the price of the commodity 

produced in it. But rent enters the price from the point of view of a single firm. 

5. Ricardian theory does not take note of scarcity rent. 

6. It is based on perfect competition. Only under perfect competition, there will be 

one price for a good. But in the real world, we have imperfect competition. 
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 Though there are some criticisms against the Ricardian theory, we may note it tells 

that because of increasing pressure on land, we have to cultivate inferior lands.  

 

Modern Theory of rent: 

 In the modern theory of rent, the term rent refers to “payments made for factors 

of production which are in imperfectly elastic supply”. By this definition, rent is 

applied to other factors like labour and capital. In other words, rent does not apply to 

land alone. Just as land differs in fertility, men differ in their ability. For example, a 

surgeon with a rare skill may earn a lot of income. There is an element of rent in it. In 

fact, we have a theory of profits known as “Rent theory of profits”. 

  Marshall has introduced the concept of “Quasi-rent” with regard to machines and 

other man-made appliances. So, the modern view is that rent can be applied to all 

factors of production. Whenever, the supply of a factor is inelastic in relation to the 

demand for it, rent arises. 

 

  To explain rent, modern economists also make use of the term transfer earnings. 

Transfer earnings refer to the amount that a factor could earn in its best paid alternative 

employment. It represents the opportunity cost of its present employment. Any 

payment in excess of this amount is a surplus above what is necessary to retain the 

factor in its best-paid employment and so is rent. Thus, any payment in excess of 

transfer earnings is economic rent. If a popular south Indian Cinema actor who is 

normally paid, say Rs. Two crores, gets an offer to act in a Hindi film for Rs. three 

crores, his transfer earnings are Rs. two crores. Rs. one crore may be considered as 

economic rent for acting in the Hindi film. So, the main point about the modern theory 

of rent is that rent is not peculiar to land alone. The rent aspect can be seen in other 

factor incomes as well. 

 

Quasi-Rent: 

  According to Marshall, “Quasi-rent is the income derived from machines and 

other appliances for production by man”. 

  There are some machines and other man-made appliances (e.g. boats) whose 

supply may be inelastic in the short run in relation to the demand for them. For 

example, when there is large increase in demand for fish during a season, the demand 

for boats will increase. But you cannot increase their supply overnight. So they will 

earn some extra income over and above the normal income they receive. This, Marshall  
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calls Quasi-rent. Quasi-rent will disappear, when once the supply of boats increases. 
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UNIT: IV 

Wages 

Introduction 

 Wages are the reward for labour. There are two main kinds of wages.  

(1) Money wages and  

(2) Real wages.  

Money wages are also known as nominal wages. Real wages refer to the commodities 

and services which the money wages command. They depend mainly on the purchasing 

power of money, which in turn depends upon the price level. The standard of living of 

workers in a country depends upon the real wages. Further, a farm worker may get low 

money wages. But if he gets free board and lodging, we must take that also into 

account while considering real wages. 

 

Theories of wages 

 There are many theories of wages. Some of the early theories of wages are:  

1. The Subsistence Theory of wages  

2. The Standard of Living Theory  

3. The Wages Fund Theory 

4. The Residual Claimant Theory 

Some of the important recent theories of wages are 

The Marginal productivity theory of wages; 

The Market theory of wages and 

The Bargaining theory of wages. 

Early theories of wages 

 

The subsistence theory of wages:  

According to this theory, the wages that are paid to a worker must be just enough to 

cover his bare needs of subsistence. If the workers are paid less than the subsistence 

wage, there will be starvation and death and it will result in shortage of supply of labor. 

 

 Criticism: The main criticism against the theory is that it is based on the assumption 

that an increase in wages will result in an increase in population. Man is different from 

an animal. Besides bare needs, he needs some comforts. This theory does not take note 

of that. And it is one sided. It ignores the forces operating on the side of demand. This 

theory is based on bad ethics. 
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The standard of living theory:  

This theory tells those wages depend upon the standard of living of workers. 

 

 Criticism: There is no doubt that the standard of living theory is an improvement on 

the subsistence theory. It is true that there is relationship between standard of living 

and wages. But it is rather difficult to say which the cause is and which the result is. 

 

The Wages Fund Theory:  

According to Wages Fund Theory, “wages depend upon the proportion between 

population and capital”. The term “capital” in the context refers to the fund set apart for 

payment of wages. And the word ‘population’ refers to workers. If the supply of 

workers increases, wages will fall and vice versa. 

 Criticism: The theory assumes that an increase in wages will result in an increase in 

population. But there is no direct relationship between the two. Further, it tells that if 

wages rise, profits will fall. This is not correct because during periods of good trade, 

both wages and profits will rise. 

 

The Residual Claimant Theory:  

According to this theory, wages “equal the whole product minus rent, interest and 

profits” (Walker). In other words, the theory tells that wages are paid out of the residue 

that is left over after making payment for rent, interest and profits. 

 

 Criticism: The main criticism against the theory is that it considers wages as residual 

payment. But wages are in the nature of advance payment and they have to be paid 

first. Normally, profits are taken at the end. 

 

Recent Theories of wages 

1.  The Marginal productivity theory of wages: The marginal productivity theory of 

wages is only an application of the marginal productivity theory of distribution, which 

is a general theory of distribution. The theory explains how wages are determined 

under conditions of perfect competition. According to the marginal productivity theory, 

wages will be equal to the value of the marginal product of labour. 

 As an employer goes on employing more and more units of labour, its marginal 

product will fall because of the law of diminishing marginal returns. So he will employ 

labour up to the point where the wages he pays are equal to the value of the marginal  
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product of labour. All units are assumed to be uniform. So the productivity of the 

marginal unit of labour determines the rate at which wages are to be paid to all units of 

labour. 

 

 Criticism:  

1. Every product is produced by the joint effort of all factors of production. It is rather 

difficult to measure the productivity of each factor in terms of the product produced. 

The difficulty is more in measuring the marginal productivity of those who render 

services (e.g. doctors, actors and lawyers)  

2. It is based on the assumption of perfect competition. But in the real world, we have 

only imperfect competition  

3) Under monopoly, wages will be lower than the marginal product of labour because 

there is exploitation of labour 

4) Wages are in the nature of advance payment. So an employer will deduct some 

amount to cover the interest on capital and pay the workers’ wages which are lower 

than their marginal product. So wages are the discounted marginal product of labour.  

5). The theory should not be used to justify the low wages in an economy and the 

inequalities of incomes. Wages might be low because of exploitation of labour. In spite 

of the above criticism, “the doctrine throws into clear light the action of one of the 

causes that govern wages”. (Marshall). 

 

The Market Theory of Wages 

 The market theory looks at wages as the price of labour. Like all other prices, wages 

are determined by the market forces of supply and demand. 

 The supply of labour generally refers to the total number of people available for 

employment. Some types of labour require long periods of training. During that long 

period, workers have to sacrifice their earnings. We have to take note of the foregone 

earnings while estimating the cost of labour which determines its supply. 

 

The demand for labour 

 Demand for labour is a derived demand. Modern production is carried on largely on 

the basis of anticipation of demand for goods. During good trade, demand for labour 

will be more. Again, if capital is cheap, the employer will try to substitute capital for 

labour. When there is increase in investment, there will be increase in demand for 

labour. 
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In a competitive labour market, equilibrium will be established at the wage that equates 

the demand for labour with the supply of labour. 

Diagrammatic illustration of determination of wages in a market 

 

 
Demand and supply of labour wage determination in a market 

Fig. 9.4 

 In fig. 9.4, DL curve represents demand for labour and SL curve represents supply of 

labour. Demand for and supply of labour are presented along the X axis and wages are 

represented up the Y axis. Wages are determined (OW) at that point ( E) where the 

demand for labour is equal to the supply of labour (ON ) 

 If demand for labour is high relative to its supply, wages will be high and vice versa. 

On the supply side, there are many imperfections. There is geographical immobility of 

labour. There may be shortage in the supply of certain categories of labour (e.g. 

doctors, engineers). In some industries, the supply of labour is controlled by trade 

unions. 

 

The Bargaining Theory of Wages 

 The bargaining theory of wages takes note of the influence of trade unions on wages 

through collective bargaining. According to the theory, the level of wages in an 

industry depends on the bargaining strength of the trade union concerned. The strength 

of a trade union depends upon many things like the size of its membership, the size of 

its “fighting fund”, and its ability to cause dislocation in the industry and the economy 

through strike. During periods of full employment and good trade, trade unions will be 

in a strong position and during depression marked by bad trade and mass 

unemployment, trade unions will be in a weak position. 

 A trade union may increase wages by restricting the supply of labour. For example, it 

may insist that only members of a trade union should be employed. This is known as 

closed shop policy. It may threaten that it will go on strike if a minimum wage is not 

paid. 
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UNIT-V 

 

INTEREST AND PROFIT 

Interest: 

 Interest is the price paid for the use of capital. This is ‘net interest’ or ‘pure 

interest’. A good example of pure interest is the interest we get on some government 

securities. It may be regarded as net interest. Gross interest, includes besides net 

interest, other things such as reward for risk, remuneration for inconvenience and 

payment for services. Thus, gross interest covers trade risks and personal risks. For 

example, when a money lender lends money to an Indian farmer, his charges high rate 

of interest because there is the risk of non - payment of the amount borrowed. There 

are trade risks and personal risks. Generally, people prefer to have cash balances. This 

is known as liquidity preference. When you lend money to someone, you cannot get it 

for some time. And that is inconvenience. So, to compensate it, one must be paid some 

extra income. So, gross interest includes compensation for all the above things besides 

net interest. 

 

Definition of Interest: 

In economics, Interest has been defined in a variety of ways. Commonly, Interest is 

regarded as the payment of the use of service of capital. 

1. As Prof. Marshall has said – “The payment made by borrower for the use of a loan is 

called Interest.” 

2. According to Prof. J. S. Mill – “Interest is the remuneration for mere abstinences.” 

3. As Prof. Keynes has said – “Interest is the reward of parting with liquidity for a 

specified period.” 

4. According to Seligman – “Interest is the return from the fund of capital.” 

5. According to Carver – “Interest is the income which goes to the owner of capital.” 

6. According to Richard – “Interest is primarily a reward for waiting.” 

7. As per the opinion of Prof. Wicksell – “Interest may be defined as a payment made 

by the borrower of capital by virtue of its productivity as a reward for his capitalist’s 

abstinence.” 

But the modern economist in order to avoid the divergent and controversial views 

about Interest, have explained it in terms of productivity, saving, liquidity and money. 

In other words, Interest is the reward for the yield of capital, of saving, for the 

foregoing of liquidity and the supply of money. Thus, they have explained it in terms 

of the demand and supply of money 
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Types of Interest: 

There are two types or kinds of Interest: 

(a) Net Interest, 

(b) Gross Interest. 

(a) Net Interest: 

The payment made exclusively for the use of capital is regarded as net Interest or 

pure Interest. According to Prof. Chapman—“Net Interest is the payment for the loan 

of capital when no risk, no inconveniences apart from that involved in saving and no 

work is entailed on the lender.” 

According to Prof. Marshall, “Net Interest is the earnings of capital simply or the 

reward of waiting simply.” 

Thus, Net Interest = Gross Interest – (payment for risk + payment for inconvenience + 

cost of administering credit) 

i.e., Net Interest = Net Payment for the use of capital. 

(b) Gross Interest: 

Gross Interest according to Briggs and Jordan has said “Gross Interest is the payment 

made by the borrowers to the lenders is called Gross Interest or Composite Interest.” 

It includes payments for the loan of capital payment to cover risks for loss which 

may be: 

(i) A personal risk or 

(ii) Business risks, payment for inconveniences of the investment and payment for the 

work and worry involved in watching—investments, calling them in and investing. 

According to Prof. Marshall: 

Gross Interest is that “Interest of which we speak when we say that interest is the 

earning of capital simply or the reward of waiting simply, is net Interest but what 

commonly passes by the name of interest, includes other elements besides this and may 

be called gross interest.” 

By seeing the above definitions when we add elements of payment for risk, payment 

for inconvenience and the cost of administering credit to the net Interest, it becomes 

gross interest. 

Thus, Gross Interest = Net Interest + payment of risk + payment for 

inconvenience + cost of administrating credit 
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Elements of Gross Interest: 

As we have seen earlier that the actual amount paid by the borrower to the capitalist as 

the price of capital fund borrowed is called gross interest. 

Gross interest includes, besides net interest, the following elements: 

 

1. Payment or Compensation for Risk: 

The lender has always to bear the risk the risk that the loan may not be repaid. Besides 

this, borrower, takes the loan at the time when his requirement is urgent but when he 

returns it, it is quite possible that the time may not be suitable from lender’s point of 

view. To cover this risk, the lender charges more, in addition to the net interest. Thus, 

when loans are made without adequate security, they involve a high element of risk, so 

a high rate of Interest is charged. 

 

2. Compensation for Inconvenience: 

When somebody lends the money, he has to bear inconveniences till the period 

when he gets back the sum, i.e., a lender lends only by saving that is by restricting 

consumption out of his income which obviously involved some inconveniences which 

is to be compensated. 

A similar inconvenience is that the lender may be able to get his money back as and 

when he may need it for his own use. Hence, a payment to compensate this sort of 

inconvenience may be charged by the lender. Thus, the greater the degree of 

inconvenience caused to the lender, higher will be the rate of Interest charged. 

 

3. Cost of Administering the Credit or Payment for Management Services: 

A lender of capital funds has to spend money and energy in the management of 

credit. 

For example: 

In the lending business, certain legal formalities have to be fulfilled, say fees for 

obtaining money-lender’s license, stamp duties etc. Proper accounts must be 

maintained. He has to maintain a staff as well. For all these sorts of management 

services, reward has to be paid by the borrower to the lender. Therefore, gross interest 

also includes payment for management expenses. 
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4. Compensation for the Changing Value of Money: 

Under this when prices are rising, the purchasing power of money declines over 

a period of time and the creditor loses. To avoid such loss and high rate of Interest may 

be demanded by the lender. 

Therefore, 

Gross Interest = Net Interest + Payment for risk + Payment for management services + 

Compensation for the changing value of money. 

In economic equilibrium, the demand and supply for capital determines the net rate of 

interest. But in practice, gross interest rate is charged. Gross interest rates are different 

in different cases at different places and different times and for different individuals. 

 
Factors Influencing the Rate of Interest: 

Interest rates vary from person to person and from place to place. 

There are many factors which causes variations in Interest rates which Eire as such: 

 

1. Different Types of Borrowers: 

There are different types of borrowers in the market. They offer different types of 

securities. Their borrowing motives and urgency are different. Thus, the risk elements 

differ in different cases, which have to be compensated for. 

 

2. Due to Differences in Gross Interest: 

Variations in the rate of Interest are due to differences in gross interest such as risk and 

inconveniences involved, cost of keeping records and accounts and collection of loans 

etc. The greater the risk and inconvenience and the cost of management of loans, the 

higher will be the rate of Interest and vice-versa. 

 

3. The Money Market is not homogeneous: 

There are different types of lenders and institutions, specializing in different types of 

loans and the loan-able funds are not freely mobile between them. The ideals of these  

https://www.economicsdiscussion.net/wp-content/uploads/2015/11/clip_image00216.jpg
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institutions are also different. Again, there are moneylenders and indigenous bankers in 

the unorganized sector of the money market who follow their distinct lending policies 

and charge different interest rates. 

 

4. Duration of Loan or Period of Loan: 

Rate of Interest also depends upon the duration or period of loan. Larger term loans 

carry higher rate of Interest than short-term loans. In a long-term loan, the money gets 

locked up for a longer duration. Naturally, the lender wants to be compensated by a 

higher rate of Interest. 

 

5. Nature of Security: 

Interest rate varies with the type of security. Loans against the security of gold carry 

less interest rates than loans against the security of gold carry less interest rate than 

loans against the security of immovable property like land or house. The more liquid 

are the assets the lower is the interest rate and vice-versa. 

 

6. Goodwill or Credit of the Borrower: 

Interest rate also depends upon the credit or goodwill of the borrower. Persons of better 

goodwill and known integrity and credibility can get loans on easy terms. 

 

7. Amount of Loan: 

The greater the amount of loan, the lower is the rate of Interest and vice-versa. 

 

8. Interest Policy of the Monetary Authorities: 

Monetary policy of the authorities may also lead to differences in Interest rates, e.g., 

the Reserve Bank of India has adopted differential interest rates policy for the 

deployment of credit to the priority sectors. 

 

9. Difference Due to Distance: 

Distance between the lender and the borrower also causes differences between Interest 

rates. People are willing to lend at a lower rate of Interest nearer home than at a long 

distance. 

 

10. Market Imperfections: 

Differences in Interest rates are also due to market imperfections that may be found in 
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a loan market. Money-lenders indigenous banks, mutual funds, commercial banks etc. 

follow different lending policies and charges various Interest rates. 

 

11. Differences in Productivity: 

Productivity of capital differs from work to work or from venture to venture. People 

are willing to borrow at a higher rate of Interest for productive purposes or productive 

ventures and vice-versa. 

 

Theories of interest: 

  Some of the theories of interest are (1) The Abstinence or Waiting Theory of 

Interest; 2. The Agio Theory and Time Preference Theory; 3. The Marginal 

Productivity Theory; 4. Saving and Investment Theory (The classical theory) 5. 

Loanable Funds Theory and 6. The Liquidity Preference Theory 

  According to the Abstinence theory of Nassau Senior, interest is the reward for 

abstaining from the immediate consumption of wealth, when people save, they abstain 

from present consumption. That involves some sacrifice. To make them save, interest 

is offered as a reward. But Marshall preferred the word, “waiting” to “abstinence”. 

  The “Agio” theory of interest of Bohm-Bawerk tells that as the present carries a 

premium (agio) over the future, and as people prefer present consumption to future 

consumption, we have to pay a price for them by way of compensation. And that is 

interest. The time preference theory of Irving Fisher is more or less the same as Agio 

theory of interest. The marginal productivity theory of distribution is nothing but the 

application of the marginal productivity theory of distribution. It tells that interest tends 

to equal the marginal productivity of capital. 

 The classical theory of interest tells that the rate of interest is determined by the supply 

of capital which depends upon savings and the demand for capital for investment. The 

theory is based on the assumption that there is a direct relationship between the rate of 

interest, savings and direct relationship between interest and investment. The classical 

economists believed that savings would increase when the interest rates were high, and 

investment would increase with a fall in interest rate. And the equilibrium between 

saving and investment was brought about by the rate of interest. 

 

Loanable funds theory (neo – classical theory) of interest: 

  The loanable funds theory was developed by Knut Wicksell, Dennis Robertson 

and others. The loanable funds theory is wider in its scope than the classical theory of  
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interest. The term “loanable funds” includes not only saving out of current income but 

also bank credit, dishoarding and disinvestments. But by saving, the classical 

economists referred only to saving out of current income. We know now that bank 

credit is an important source of funds for investment. 

 In the classical theory, saving was demanded only for investment. But according to 

loanable funds theory, the demand for funds arose, not only for investment but also for 

hoarding wealth. 

 The classical theory regarded interest as a function of saving and investment, (r = f 

(S.I.) But, according to loanable funds theory, the rate of interest is a function of four 

variables, i.e. r = f (I S M.L.) where r is the rate of interest, I = investment, S = saving, 

M = bank credit and L = desire to hoard or the desire for liquidity. 

 
 In Fig. 9.5 The Curve ‘S’ represents savings, the curve ‘M’ represents bank credit 

(including dishoarded and disinvested wealth). The curve S + M represents total 

loanable funds at different rates of interest. 

 On the demand side, the curve I represents demand for investment. The curve L 

represents demand for idle cash balances or to hoard money. The curve I + L represents 

the total demand for loanable funds at different rates of interest. The market rate of 

interest rm is determined by the intersection of S + M curve and I + L curve. The 

aggregate demand for loanable funds is equal to the aggregate supply of loanable funds 

at this rate of interest. In the classical theory, rn which may be called the natural rate of 

interest is determined by the intersection of I and S curves. That is, when the rate of 

interest is rn, the demand for investment is equal to the supply of savings. 
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 Criticism: There is no doubt that loanable funds theory is an improvement over the 

classical theory of interest. It has been criticized on the ground that it assumes that 

saving is a function of the rate of interest.  

It ignores the influence of the changes in the level of investment on employment, 

income and on savings. 

 

Liquidity preference theory (Keynesian theory) of interest. 

  Generally, people prefer to hold a part of their assets in the form of cash. Cash is 

a liquid asset. According to Keynes, interest is the reward for parting with liquidity for 

a specified period of time. In other words, it is the reward for not hoarding. 

  According to Keynes, people have liquidity preference for three motives.  

They are  

1. Transaction motive 

2. Precautionary motive and 

 3. Speculative motive. 

 The transaction motive refers to the money held to finance day to day spending. 

Precautionary money is held to meet an unforeseen expenditure. 

 Keynes defines speculative motive as “the object of securing profit from knowing 

better than the market what the future will bring forth.” Of the three motives, 

speculative motive is more important in determining the rate of interest. Keynes 

believed that the amount of money held for speculative motive would vary inversely 

with the rate of interest. 

 Keynes was of the view that the rate of interest was determined by liquidity preference 

on the one hand and the supply of money on the other.  

Diagrammatic Illustration of Liquidity preference Theory of interest 

 
Fig. 9.6 
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In fig. 9.6 Liquidity preference is shown by L and the supply of money is represented 

by M and the rate of interest is indicated by r. Rate of interest is determined by the 

intersection of L and M curves. There will be increase in the rate of interest to r1, when 

there is increase in demand for money to L1 or by a decrease in the supply of money to 

M1. 

 

Criticism of the Liquidity Preference Theory 

 The Liquidity Preference theory has several weaknesses. The theory has been heavily 

attacked by Hansen, Robertson, Hazlitt, Hutt and others.  

1. College Bursar’s Theory  

According to Robertson Keynes assumption that all non-money financial assets 

are only bonds is an over simplification that makes the analysis unrealistic. A 

theory of money which insists on working everything through the bond market is 

a college bursar ‘s theory.  

2. Indeterminate 

 Keynes says that the liquidity preference and the supply of money determine the 

rate of interest. To find the rate of interest, we need to know the supply of money 

available for the speculative purpose, but that cannot be known unless we know 

the rate of interest. In the words of Prof. Hansen, Keynes criticism of the 

classical theory applies equally to his own theory.  

3. Ignores “Real‟ Factors Altogether 

 It is pointed out that the main fallacy in the Keynesian theory of interest is that it 

ignores the influence of real factors in determination the rate of interest. To 

Keynes, interest is a purely monetary phenomenon. Therefore, he fails to take 

into account thrift, marginal productivity of capital and abstinence which are 

needed for saving. In the words of Robertson, the theory is at best an inadequate 

and at worst a misleading account of the whole matter.  

4. No Liquidity without Saving  

Keynes considers the rate of interest as the reward for parting with liquidity and 

not as a return for saving. Without previous saving there can be no liquidity to 

part with. In Jacob Viner ‘s words, Without saying there can be no liquidity to 

surrender. The rate of interest is the return for saving without liquidity. 
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5. Liquidity has not been Clearly Explained 

 In Keynes analysis, the term liquidity ‘has not been clearly explained. It is more 

confusing and less illuminating. It is not only vaguer but also self-contradictory. 

Suppose a man having money in the form of time deposit or short-term treasury 

bills is paid interest. 

6. Motives  

According to Keynes the desire for liquidity arises due to three motives. But 

critics point out that in addition to the three motives mentioned by Keynes, there 

are several other motives which are not stressed by Keynes. 

7. Changes in Money Supply 

 Keynes theory states that the rate of interest can be reduced by increasing the 

supply of money. The rate of interest will remain the same if the liquidity 

preference also increases in the same proportion. 

 

Profits: 

  Profits are the reward for organization or entrepreneurship. Risk- taking and 

uncertainty-bearing are the main functions of an entrepreneur. So we may consider 

profit as the reward for the above functions. 

 

 Gross Profit:  

Generally when we speak of profit, we refer to the difference between the total 

expenses of producing a good and the total revenue from it. But this is gross profit. 

 

 Gross Profit and Net Profit:  

Gross profit includes besides net profit other things such as the interest on 

capital, rent of land, wages of management and some extra income on account of the 

monopoly position of a firm. It also includes some chance gains (windfall profits). 

While considering net profit ‘or’ pure profit, we have to deduct all the above things 

from gross profit. Net profit is the reward for risk - taking and uncertainty - bearing 

which are the main functions of an entrepreneur. The monopolist is the sole seller of a 

commodity for which there are no substitutes. As he controls the supply, it is possible 

for him to make huge profits. And this is known as monopoly profit. 
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Normal profit and super normal profit (excess profit) 

 Pure profit (net profit) can be divided into normal profit and supernormal profit. 

Normal profit is the minimum necessary to guarantee that an entrepreneur will continue 

to bear uncertainty and run the firm. That part of pure profit which is in excess of 

normal profit is excess or surplus profit or supernormal profit. Though firms under 

perfect competition may make surplus profits in the short run, it will disappear in the 

long run. Only a monopoly can earn excess profits indefinitely. 

  The early economists made no distinction between interest and profits because 

they considered the capitalist and the entrepreneur as one and the same person. The 

entrepreneur need not necessarily be the owner of capital. It is leadership rather than 

ownership that is important in the case of an entrepreneur. Today, organization has 

become a distinct factor of production. Profits differ from other incomes in three ways. 

First, it is a residual income. Second, there may be wide fluctuations in profits and 

sometimes, they may be negative. That is, there may be losses. We cannot think of 

negative wages. Third, profits are uncertain. 

 

Theories of Profit: 

 Some of the important theories of profit are (1) the rent theory of profits; (2) The 

marginal productivity theory of profits; (3) The wages theory of profits; (4) the 

dynamic theory of profits; (5) the innovation theory of profits; (6) the risk theory of 

profits;, and (7) the uncertainty – bearing theory of profits. 

 

Rent theory of profits 

Prof Walker is the author of the rent theory of profits. In his view, profits are the 

“rent of ability” and they are similar to rent. Rent arises because of differences in 

fertility of land. Similarly, profits arise because of differences in ability. That is why it 

is called the “rent of ability”. The main criticism against this theory is that it explains 

only why there are differences in profits. It does not answer the fundamental question 

why there are profits as such. 

The Marginal productivity theory of profits: The theory is an application of the 

general theory of distribution. According to this theory, under perfect competition, 

profits will be equal to the value of the marginal product of organization. We can apply 

all the criticisms against marginal productivity theory to this theory also. 
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The wages theory of Profits: According to Prof. Tausig, profits are not different from 

wages. Profits, are the wages of the entrepreneur for his special ability. Profits are the 

wages of management. The criticism against the theory is that we can speak of negative 

profits (losses) but we cannot speak of negative wages. Organization is a distinct factor 

of production and it is different from labour. 

 

The Dynamic Theory of profits: Prof. Clark is the author of this theory. According to 

him, profits are the result of dynamic changes in society. Clark has defined profits as 

the excess of the prices of goods over their costs. Some of the important changes relate 

to the size of population, supply of capital, production techniques, industrial 

organization and human wants. Though the dynamic theory is one of the modern 

theories of profits, “it overlooks the fundamental question of the difference between a 

change that is foreseen a reasonable time in advance and one that is unforeseen”. 

 

Innovation theory of profits: According to Schumpeter, profits are the reward for 

innovations. An innovation is something more than an invention. An invention 

becomes an innovation only when it is applied to industrial processes. Innovation 

includes introduction of new goods, or new methods of production and opening new 

market. And innovations are introduced by the entrepreneur. Change and economic 

development take place because of his activities. So he gets profits for innovations. The 

criticism against the theory is that though innovation is an important factor in the 

emergence of profits, it cannot be the only factor. It ignores the risk-bearing function of 

the entrepreneur. 

 

The Risk - bearing theory of profits: - According to Prof. Hawley, profits are the 

reward for an entrepreneur for risk- taking. Risk - taking is an important function of an 

entrepreneur. Risk-taking and profit-making go together. The main criticism against 

this theory is that it does not make distinction between known risks and unknown risks. 

Known risks (e.g. theft, fire) can be insured against. We may say that profits are the 

reward for taking unknown risks. For there is a lot of uncertainty about such risks. 

 

The uncertainty-bearing theory of profits: Professor Knight is the author of the 

uncertainty - bearing theory of profits. He is of the view that “profit is the reward not 

for risk - bearing but uncertainty- bearing”. His main point is that there is risk because 

future is uncertain. And uncertainty - bearing is an essential function of an 

entrepreneur. 
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 The entrepreneur can insure known risks. But unknown risks (e.g. competition risks, 

risks of government action) cannot be insured against. These risks are uncertain. The 

entrepreneur earns profits because uncertainties are borne by him. The criticism against 

the theory is that uncertainty - bearing alone is not the only function of an entrepreneur. 

 

 Conclusion: The main defect with all the above theories is that they stress only one or 

two functions of the entrepreneur. In addition to risk-taking and uncertainty-bearing, 

the entrepreneur performs a number of other functions. And he deserves reward in the 

form of profits. 

 

RENT THEORY OF PROFIT 

  This theory is associated with Francis Walker. Walker‘s treatment of profit is 

similar to the theory of rent as advanced by David Ricardo. In the words of J.S. Mill 

the extra gains which any producer obtains through superior talents of business or 

superior business arrangements are very much similar to rent. Just as there are different 

grades of land, there are different grades of entrepreneurs. Just as rent arises on account 

of differences in fertility of land, profits arise on account of differences in ability.  

To use Walker‘s own words Profit is the wage of entrepreneurs, which occurs to 

him on account of his special ability. Just as rent on superior lands is measured by the 

difference in the productivity of the marginal and intramarginal lands, in the same way 

the profits of the superior entrepreneurs are determined by the differences in the ability 

of the marginal and intramarginal entrepreneurs. Like marginal lands, which yields no 

rent there exists marginal entrepreneurs get only wages of management. Profits are thus 

like rent and like rent, they do not enter into the price of the product.  

 

Criticisms of the Rent Theory of Profit: 

(1) Though it is true that there are similarities between rent and profit, both are not 

identical in all aspects. Dissimilarities between the two concepts are more pronounced 

than the apparent similarities. 

 (2) The theory provides no explanation to the share of profits of the shareholders of 

joint stock companies. 

 (3) According to critics, there cannot be a perfect similarity between rent and profit. 

Rents can never be negative while profits can be negative when the entrepreneur 

suffers losses. 

 (4) It is wrong to say that profit does not enter into the price of the commodity. This 

may be true only in the short period; but in the long period, profit must enter into price. 
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WAGE THEORY OF PROFIT  

This theory was advanced by the American economists Prof. Taussing. According to 

Taussing, Profits are best regarded simply as a form of wages. The theory states that 

profit is also a form of wage which is given to the entrepreneur for the services 

rendered by him in the process of production.  

The theory has been criticized on the following grounds:  

1. There are basic differences between wages and profits. Wages are fixed and are a 

stipulated income, while profits are uncertain and are residual incomes. 

 2. It is the entrepreneur who undertakes risks in any production process while the wage 

earner is free from undertaking any such risks. 

 3. The theory fails to explain the reason as to why the shareholders of a company 

receive profits while they do not put in any labour.  

 

DYNAMIC THEORY OF PROFIT 

  J. B. Clark propounded his dynamic theory of profit in 1990. The distinction 

between a static and a dynamic economy is fundamental to this theory of profit. 

According to Clark, profits are exclusively the result of dynamic changes. No Profit in 

a Static Economy Clark defined profit as the difference between the selling price and 

cost. It is a surplus above costs.  

According to this theory, under static conditions in a stationary state where no 

change in demand and supply occur, profits do not arise. In a static, there is no increase 

in either population or capital, methods of production do not improve, the forms of 

industrial organisation do not change and the wants of the consumers do not multiply. 

In a static state, prices of goods are equal to costs of production and there can be no 

profit. In a static society, since payments are made on the basis of marginal 

productivity, the total product will be distributed between wages and interest. In such 

an economy the share of profit is zero. The only income of the entrepreneur is his 

wages for management or for co-ordination, or for his routine work of supervision. 

Profit Arise in a Dynamic Economy Clark says that our society is a dynamic one 

and changes take place in it every moment. He mentions five generaric changes‖ which 

may occur in a dynamic economy to give rise to profit opportunities.  

1. Changes in the size of population.  

2. Changes in human wants  

3. Changes in production techniques  

4. Changes in the forms of industrial organisation  

5. Changes in the supply of capital 
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The world is dynamic due to two sets of factors. 

 (A) Internal factors are certain changes which the entrepreneur himself brings about 

such as new discoveries, new inventions and new innovations. 

 (B) External the external changes may take two forms:  

(a) Regular changes like trade cycles which may affect profits. 

 (b) Irregular changes which may affect profits such as fire, earthquake, changes in 

national and international policies etc. The changes are constantly taking place in 

dynamic economy and they create a divergence between price and cost, and thereby 

given rise to profits, positive or negative.  

 

Criticism of the Dynamic Theory of Profit  

This theory has been criticized on the following grounds:  

1. The theory fails to make any difference in a change that is foreseen and one that is 

not unforeseen in advance. As Prof.Knight points out, it is not all types of dynamic 

changes that lead to profit. It is only those changes which cannot be foreseen that give 

rise to profits.  

2. Profits may also emerge in the absence of Clark‘s five principal of dynamic changes. 

 3. Lastly, as Prof. Taussing points out, Clark‘s dynamic theory creates an artificial 

distinction between profits and wages of management. 

 

RISK THEORY OF PROFIT  

The risk theory of profit was propounded by an American economist, Prof. F.B. 

Hawley, in 1907. According to this theory, risk bearing is the most important function 

of the entrepreneur and profit is a reward for it. Risks are common in all types of 

production. Risks are both unpleasant and irksome. Therefore, no one would like to 

undertake risks unless he gets a reward for it. The theory predicts a positive 

relationship between risk and profit. Higher the risk greater is the possibility of profit. 

In Hawley ‘s words The profit of an undertaking, or the residue of the product after the 

claims of land, capital and labour are satisfied, is not the reward for management or co-

ordination, but of risks and responsibilities that the undertaker subjects himself to. 

 

 Criticism of the Risk Theory of Profits  

This theory has been criticized on the following grounds:  

1. The theory disregards many other factors such as superior organizational ability, 

monopoly power etc., and just concentrates on risks.  
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2. According to Prof. Carver, profit is the reward for risk avoidance, rather than for 

risk-taking.  

3. There can be no functional relationship between risk and profit. Those who 

undertake high risks in certain business may not necessarily earn high profits. 

 4. According to Prof. Knight, profit cannot be attributed to all types of risks. While 

predictable risks are insurable, unpredictable risks are not. In fact, it is the uninsurable 

risk which is uncertain that gives rise to profit. 

 

 UNCERTAINTY – BEARING THEORY OF PROFIT 

 This theory was developed by the American economist, Prof. Knight in 1921. 

According to Prof. Knight, it is uncertainly-bearing rather than risk-bearing which is 

the most important function of the entrepreneur which leads to profit. Knight made a 

distinction between risk and uncertainty. According to him, risks inherent in any 

business activity are of two kinds:  

(i)Insurable and  

(ii) Non-insurable.  

The distinction between insurable risks and non-insurable risks is a very important one 

and it is the real basis of the theory.  

Insurable Risks 

 Insurable risks are those whose possibility of occurrence can be statistically calculated 

and can be insured against with an insurance company. 

They are of two kinds. 

1. Risks of loss property due to earthquake, fire, flood and other natural calamities; and  

2. Risks of dishonestly such as loss due to theft, robbery, burglary etc.  

Though it is not possible for the insurance company to predict which particular man 

will die or which specific firm will catch fire, it can tell very accurately how many men 

died or how many firm caught fire in a particular year. This fact enables the insurance 

company to fix the premium to be charged. The insurable risks are not the 

responsibility of the entrepreneur, because by paying the insurance premium he is 

absolved of the worry. The premium paid for insurance is included in the cost of 

production. 

Non-Insurable Risks 

 The non-insurable risks are follows:  

Competition Risks:  

Competition risks are those which arise when more rival firms enter into the industry.  
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Technical Risks:  

Technical risks arise from the possibility of machinery becoming obsolete due to the 

discovery of a new process. The old firms may not be in a position of follow the new 

process and may thus suffer a heavy loss. 

Risks of Government Policy:  

Government policy regarding business activities undergoes a change over time, some 

of which cannot be accurately predicted. These may relate to price control, foreign 

trade policy, corporate taxation etc. 

Criticism of Knight’s Theory of Profit  

Uncertainly bearing is not the only function of the entrepreneur, though it is an 

excretion of rare human qualities. There are other functions like co-ordination, 

innovation, etc., for which he gets profit. 

The theory throws no light on monopoly profit. Monopoly firms earn profits not due to 

the presence of any uncertainly.  

 Moreover, the uncertainly element cannot be quantified to impute profit.  

 The theory assumes uncertainly bearing as an independent factor of production. But it 

depends upon the business ability of the entrepreneur. The more efficient an 

entrepreneur, lesser will be the uncertainly and vice versa. 

 

INNOVATION THEORY OF PROFIT 

Meaning of an Innovator an innovator is a person with vision, originality and 

drive. The entrepreneur is one who innovates. Entrepreneurship and his Endeavour lies 

in introducing innovations. The entrepreneur is an aggressive innovator who introduces 

improved techniques of production or who alters the production function in other ways.  

The entrepreneur may not be a scientist who invents new products or processes 

but the man who successfully introduces them in the production process. The person 

who undertakes the risk of introducing the idea in mass commercial use is the 

entrepreneur and it is he who gets the profit for it. The scientist or technician gets only 

a fixed sum or a percentage by way of royalty. Thus profit is due only to the 

entrepreneur. 

 

Meaning of Innovation 

  Any new measure or policy designed by the entrepreneur to reduce costs of 

production or to increase the demand for his product is known as innovation.  

Innovations may be divided into two broad categories.  
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(i)Those innovations which reduce the cost of production the cost of production may be 

reduced by the introduction of new machine new and cheaper techniques of production, 

exploitation of a new source of raw material, new and better methods of organizing the 

firm etc. 

 (ii) Those innovations which change the demand or utility function the utility or 

demand may be increased by the introduction of a new product, a new design in the 

market, attractive and efficient methods of advertisement, discovery of new markets for 

the product etc. 

 Whenever a new innovation is introduced, it reduces the cost of production below the 

existing price and results in the emergence of profit. 

  According to Schumpeter, profit are temporary in nature. A change is followed 

by another change. A new innovation gives profit to a particular firm. Soon this profit 

is wiped out because others imitate that innovation. Thus, there is a swarn like 

appearance of entrepreneurial activity. 

So the profit slips in time through their fingers and bestows itself on all members of the 

society. Profits are thus unstable and temporary. But it should be noted that when one 

source of innovational profit disappears some other new innovation may appear. 

Hence, innovational profits have a tendency to disappeared and reappear.  

 

Criticism on Innovation Theory of Profit 

 The theory has been criticized on the following grounds:  

A Special Case of Knight’s Theory  

According to critics, Schumpeter’s theory is nothing else than the uncertainly theory, 

for innovations are one of the causes for uncertainly, although a deliberately created 

uncertainly.  

 Role of Risk-bearing  

The theory does not consider profit as the reward for risk-bearing. According to 

Schumpeter the entrepreneur is never the risk-taker. The one who gives credit comes to 

grief if the undertaking fails this is not true. 

Relation between Innovation Ability and Profit is not correct  

According to Schumpeter the profit of an entrepreneur depends upon his ability to 

innovate and reduce the cost of production. But in actual practice, a number of ordinary 

businessmen obtain a lot of profit which is in no way correlated to their innovational 

capacity. The windfall gains and loss aspects have also been ignored by the theory.  
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Ignores the Long Period 

The theory states that profit is a temporary phenomenon, because in the long run 

innovation gets itself reduced to that of a routine. Thus, this theory fails to explain the 

determination of profit in the long run. 

An Institutional Theory  

The theory is not based upon economic factors. It elevates the position on an 

entrepreneur to that of an institution. Therefore, it is more sociological in nature than 

economics. 


