UL

) ””}r TS TRUTEUEIS UTLY, Uc"lg ne solie Uuyer of a fm- so its
| 1 muor

a0 i 5 ]-S"l_lpx}v%}rc@_ sloping to the right and its MFC curve is above its AFC curve, as shown
PP means that if the firm jgants to re units of that factor (say labour), it will have to
jgore *" ) not only on !dl 12y urlits but all units (workers). Consequently, MFC of that factor

than its AFC (act clore, IEC curve will be above its AFC curve.
A

it more ——t
J VARGINAL PRODUCTIVITY THEORY OF DISTRIBUTION \pndy A

i1-'.|1_crnml'1—"l”:-"' productivity theory states that the demand for a factor dePends on its m ginal revenue
betivity (VRP). MRP is \the‘zdg:tlon made to total revenue by employing one more unit ofamw,
& &cors remaining unchanged. ! S
fsa::::L”im rule, the marginal revenue pl:oductivity of a factor diminishes with theinm'm '
factor. When in the initial stages the units of a variable factor are employed, keepi
gant, (e (otal revenue product may increase more than proportionately for some time.
e vl come when the marginal revenue product will start diminishing, and will tend to
gr. This tendency of diminishing MRP follows from the Law of Variable Propo S.
A firm operating under perfect competition has to pay the same price (rew:
ting paid by the industry. In order to have maximum profits, it acts on the _'
ois tend (0 displace expensive ones. For example, if a firm finds it more p
ly labour, 1t will do so. The substitution of cheaper factors for the dearer
e productivity of each factor is equal to its price. At this stage "
Irmost efficient combination or the least cost combination and
Moreover, substitution also takes place between different units
lityin the factor market, units of a factor tend to move § Tom one u
W0 another use where it is high, till it is equalized for all the
0 equilibrium, therefore, the price of a facto b
inal revenue product of a factor unit is more tl
‘0 employ more units of this factor, As more
6qualises the price. This is the point of
1 this point, the marginal revenue produ
% from the application of the Law of N

.ptiﬂns of the Theory

e Marginal productivity theor
: “sumes that all units of :y
i TLW “an be substituted for
:FE 1S perfect mobility ¢
) Th "€ 1s perfect competitiol

[ 1T is perfect compet;
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292 : Principles of Economics

o

(vi) There is Tull employment of factors and resources
(vii) The various units of the different factors
(viii) One factor is variable and other factors
(ix) Techniques of production are given and con '
(x) The entrepreneurs are motivated by profit maximiz
(xi) The theory is applicable in the long-run

(xii) It is based on the Law of Variable Proportions

are divisible
are \uu'-i.mi

stant
ation

Explanation of the Theory
Jination of the price of a factor in ap
rve 1) of industry intersects its supp[ylgd try in k.
supplied. Thus all units of the fm:;‘('ﬂSm Pﬁin?

S“Y. [Bhﬂ

Ui,

we explain the detern

Given these assumptions, firsl
30 (A), the demand cu

of its demand and supply. In Fig. :
E which determines OP price and OQ quantity demanded and

in the industry are paid the same price (wage), OPr. | |
There being perfect competition, @ firm will pay the same price (wage) to each unit of the faggor |

d by the industry. Therefore, for the firm, the supply of this factor at that price will be ﬂbou”
y : perﬁ“i}' elas W

s that the supply curve of this factor at the given price OF is horizontal curve, shown as 4fc M;f" :
= £‘ in

(B) of the figure. .1/ C and
are the average and & (A) 4
factor costs of the firm @ (B)
it employs the factor =
number of factor S i
rm will employ, £ 7]
its demand for & P, d e 8 p A
the demand for « p E =t ol £
; L I O P
on Its MRP. 0P S, d a3 L
s essential © ° e e pl B
L RS Al e
D o \ AF
0 Q > 9] 4 M?Pu il E
Units of Factor Q‘Q Q<1 A
Fig. 39.4 Units of Factor
-t

it pays OP price for OQ units of t
s cuu;nng AB per unit loss, as theh;r];z:t SAS %I;!i’: sg
: -the s?ﬁge firms to leave the industry, As a resu%t@
: ?a: foator price will fall again to OP where equ
els. En the other hand, if the factor-price I
-0 being paid to factor units is less than Q.,C, t
vhan'm" raise the factor-demand by s,
I-gas A;re only possible in the “short-

—_—

i
"
|
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Ractors I'he assumption that factor-units
(i . . oo ~ - = . g s o

4?,-111“'""- does not 11:.|._l |_]mr\| lil\ nl:n: I‘t‘-ﬁ:hh» 1:]‘ vary an individual, large or lumpy factor. For example,
’ i a firm be ‘eased or decreace i Py ’ .

Sihe entreprencl ) 1 I\ r : L 1€ k;l \.‘tlt.lhtli by small units? Thus the equality between

’ productivit and price OF a Tactor cannot be brought about by varying its quantities a little less or

Divisibli

are divisible and therefore can be increased

BProduction 1ol the Result of One | actor. Accordin
wannot b iinbuted 1o any one factor- land. |
I.'-"I. q [liln‘n' anits working together, It is. therefore,
3 or-unit "-"'l."”'ll,'h -
RBrofic ot (I \ Vorive. The theory assumes that the entrepreneurs are motivated by maximization
Bis, But as pointed out by Schumpeter, the entreprencurial action is guided by the desire to found a
il kingdom, the will to conquer, the Joy of creating and getting things done. It'is therefore, not true to
Bhe entreprencur is guided by the profit motive, l' i ‘
BNot Applicable in the Short-Run. The theory is applic
fnds to cqual its marginal revenue product. But, in reality, we are concerned with
B by Keynes, “In the long-run we are all dead.™ This assumption makes
.M}ll"t'""’ of Technical Progress. According to Hicks. this theory f
g shares by neglecting the influence of technical change.
flon tends to raise the marginal product of capital relative to
of capital-saving imnovation. Sometimes a technical ¢

& 19 Taussig and |
abour or capital, R
not possible to caleyl

devonport, production of a
ather, it is always the result of
ate the marginal productivity of

able only in the long-run, when the reward of a

short-run problems. As
_ the factor pricing unrealistic.
ails to throw light on the determination
Hicks has shown that a labour-saving
¢ to that of labour. The opposite may happen in
hange requires the use of cooperating factors in

BIoportions, say two workers for one machine. Thus the marginal productivity theory fails to analyse the
818 of technical change b
W Supply of FFactors not Fixed. This Theory assumes the su

pply of factors to be perfectly inelastic. The
1¢ long-run. Therefore, the theory is self-
he long-run to which it applies.

being a theory solely of the demand for factors, this
a whole which requires a theory of both the demand for and

of factors is fixed during the short period and not in tl
' tory. For it assumes the supply of factors to be fixed int
:]On!} Demand Theory According to Samuelson,
jgannot be applied to the factor market as
IBI factors. Thus it is a one-side theory.
B No Justification for Inequalities in Income. The marginal productivity theory is often used to Justify
Bling inequalities in the distribution of income. The theory states that the price of each factor equals its
@l revenue product which makes the reward inevitably what it is. Apparently, a person gets what he
68, The basic postulate rests on the proposition that an individual gets what is produced by the
Bes he possesses and that all persons have equal opportunities. But no two persons possess the same
$6S and have equal opportunities, Thus the existing distribution of income cannot be justified on the
i the principle of marginal roductivity. - .

3) Ren?-md }h’n'rmmc'.ﬁv;”rua’E::fh'i!}'. According to this_theO}'y, the reward of a factor-unit is determined
MRP. But ac cording to Sydney Webb, when a worke;: is pallftl afhtlx%lh{? reward (wage), his efficiency and
ity increase. Thus, reward is the cause and not the result o 75 4 -
’tzrsmn On aécm,mr;f its many weaknesses, Prof. Kaldor regards this theory as intellectual sterility.

TOR PRICING UNDER PERFECT COMPETITION: MODERN THEORY

B . : : i duct, is determined by demand and supply.
# Price of a factor of production, like the price of a product, | K Oheo b prificinles
ithe conditions of demand and supply for different factors are different, yet certain princip

Ben laid do / economists. s i tions:
Sumptions. %yl?e l[z}i)naﬁ{ysis of factor pricing under perfect competlgxo?olsgﬁﬁg:m the following assumptions
 These is perfect competition in the product market and the fac

I The number of buyers and sellers of factors is large.

Il units of a factor are hor\:v:)fgenlccous.b_]I

tors of production are perfectly mobile. e

There is perfect substitutability between factors and their

LAl factor-units are divisible. market conditions.

Buyers and sellers of factors have complete knowledge :ragrtand leave the market.

I Buyers and sellers of factors nave complete freedom to

¢ Law of Variable Proportions operates.

k- fetermine ts price.

: f a factor determine 1S PU%5, o

e sssungtions BXPI:} int . e:i gz?ggd?:msa‘:l%pgh?ch is derived from the demand for
nand for Factor. The demand for a factor 1S

Scannea witn varmscar
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Wages

w. —

7/ 1. MEANING

fages are & payment for the services of labour, whether mental or physical. Though in ordinar)- lmwﬂn
¢ executive, a minister or a teacher is said to n-c_viw,-c a salary; a Luwygr ur_uydnclor a i:ee; and a skilleg >
BF & wage, yet in economics no such dlstmglmn\ are m:n]c for dlflcrcn_t services and al| of
e a wage. In other words, wages include fees, commissions and salaries, It ls_mgﬂ-.er !hing that
piving more in the form of real wages and less in terms of money wages and vice versa, We ghy)
Ml n.
¢ (.)nges may be paid weekly, fortnightly, or monthly anq partly at Fhe end of the
% are fime wages. But the bonus may be a task wage if a work is finished within 5
lore that. Sometimes, time wages are supplemented by wages earned by oty
wages, Wages are also paid in accordance with the amount of work done, say in a shoe
ment as per one pair of shoes or pants manufactured. If the rate per pair of shoes o
vill be paid according to the number of pairs of shoes or pants manufactured, These

relate to the amount of money income received by workers for thei
de the various facilities, benefits and comforts which workers receive
work. These are in addition to the money wages of workers.
g factors.
of money depends upon the price level. When the price level rises,
, thus adversely affecting the real wages of workers. Ever
Ing power of money. This leads to a fall in the real wages of

t received by the worker is an important dmmd his red
Will be the real wages, other things remaining the sam

it carries a smaller money income, is €0 :
reward in terms of money.

an important role in determining the
liarly, some occupations are enjoyable
veightage in determining real
> of better prospects of pro
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oI Jabsd Nl I The saaition B ey, : sreidl revenuk PrOCUCTIVE ‘n-s-dL -
enil ol an addional Nand, e pESe _ ‘._"_; e enue product A\ ht
il ina i;l.i Siial l’ QHel pius IR price © E F _,—. o orker under conditions \:whm
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W.ulw Iy v af the s T ERw =p & i sroduct. that is, margimal rey

Co -

(e Efiapriery

[ Lﬁi-l;l-l i recelvE Wages Rresley y Vases o A 10 Droduce g0ods that are sold :e'

Far example, If #n entrepreneur hires workees & 5= 777 P sestion would 20 on hirine adds m"‘lzz
100, he wiuld make & profit by hinng © g T ene product 2nd the prevailing wase k\ﬂ? —
fabscaur 11 the paint ol equality netwes ELNVRE I 5 = e ~roduce 2ood

15 0 he ather hand, the entrepreneur hires Workers = 77 " 70 "l not pay wa
SRR K8 100, he would incur losses. It follows Taat B2 = 70 5 0 -
NBIUE of his marginal product. |1 the eRtreprerrz=s == = 25 e et

mplaying more labour, On the other hat .: _T - o < Jomm_ Ty o -_.";_—.a '_.:' - ! .
"d. ! h ;mphq’mcnl of labour depencing up< e S i ._..t and the margmal My

Thus, the entreprencur s pr Hits would be "‘ﬂ T“ r losses would Dc mmEmum ‘Im‘f_

i "

Wwage rale l’:l.|udf“. the marginal revenue procuct .
3 Theory of Wages : Perfect Labour Market

il like any price, is determined by the cemand I0r and 5_',,_‘:. f labour ,\m*_}._
m of Urade unions. what forces determine the demand for a_r.d MPP[\ ﬂfli:mr

d on the following assumptions
i eecupation. Any employer can employ any worker and any worker can work with o

and employers in the labour market and no single worker or employer >

by of workers in different employments.

it of labour. Vacant jobs are filled at the same time.

,plmcl knowledge of labour market. Workers know where vacant jobs exic
‘about workers as 10 where they are available and at what wos:

Mﬁiﬂnploym in helping to produce goods. Thus the demand for
: .uWﬁWPmMIFan fall d in the demand -
o e b whih proces A gt




Wages : 311

Grm s its marginal revenue pmduclivity‘ | to th inal
he n 15 | ]_‘ = h‘ i || . lllél (8] € margina
A ng as the marginal revenue rod i &
tivity. So long et 5 p uct of laboyy 18 2 ths age rate it i
Pf“du::ﬂol\ more labour for it adds more to revenys more than the wage rate, it is
L

than to cost. B -
: . s L. But the employment « :
d'rﬂi”i"_h the marginal revenue product of labour, after 4 point, based as it § mene o1 mard Iehous
g dimini=! ’ :

of ! The wage rage al any time is eg

s S : : IS on the law of variable
Beng, That 1S why 1,]‘.“ den‘ifilhi u.mt’e o labour slopes downward from left 1o right and i:; shown as the
B venue productivity curve (MRP). 1t is the demand curve for Japyoyr at eac :
! e |

s the amount of labour the firm would employ at each possible wage rate h level of employment, It
¥ of Labour

b supply of labour means the number of w
B aoc rate. T!‘.-;‘rciuuonslh;p between wages and_lhe quantity of labour jg 5
B of labour is offered at rising wage levels. Th

'ghl- An industry will be faced with such :

'5;__ supply of I-J.':w-mr: ht’_ﬂ\r‘t\'&!‘. depends On a num
% of distribution of population, the working ho
goarding the employment of child and woman
blabour, the attitude of labour in general ork and leisure, the mobility of labou
Bkine the last factor first, it is the mobility : i ' '

B the labour is mobile, its supply will be elastic.

@ large number of workers from other occupati in the wage rate will lead to an outflow
fkers to the other occupations. If labour is less mobile betw ions for it requires exceptional skill
plity, its supply will be inelastic. For neither a rise nor a fall in wages can attract in or drive workers out of
flion. [n any case, the shorter the period, the less elastic is the supply curve of labour, and the longer the
Bthe more elastic it is.”

gard Sloping Supply Curve of Labour?

fother important factor in the supply
Brk for longer hours. But with the ris

of labour is the work-leisure ratio. At low level of wages, workers
Pmes in the life of each worker, when

¢ in the wage rate, the workers take home bigger pay-packets and a

he feels that at a particular wage rate his needs are easily met, If the
B rises above this level. he would prefer to work for lesser hours and enjoy leisure instead. In this case.

Bply curve of labour is " backward-sloping™. Two trends are noticeable in this attitude of workers as the
jate riscs, each labour-hour becomes more paying and the worker substitutes work for leisure. Rise in the
8IE Induces workers to work more and take less leisure. Secondly, there is the income effect. As the wage
e substantially, workers feel more well-off than before and‘lhe)' are }“F['“ﬁd Lo enjoy more IE'_SUT%- The
Peffect reduces the desire for leisure and the latter increases it. In 1be initial sldagt'!i. the S;Ltllbspt?non Ett:tt:ec"
&= Ihore powerful as the wage rate rises, but when the wage rate rises beyont ﬂnpg:n;; iﬂiéﬁg'}:‘ec:e a:;i
& More powerful. This is because the desire for extra recreation 'becTTBSO?‘n?h%comes g
B makes the income effect more powerful and the desire for additiona d?;all and the supply curve also
fces the strength  of the substitution effect. All this lakeii %'a‘?; d%:'?d il :rorker and for the economy,
Packward pently. Such a curve may exist both in the case of t fEf lthe individual worker slopes backward
B¢ is a difference in the two cases. The supply curve ch'1ab0urll ?1:1 Sa & e tharteran, Bt (n the cose
the number of workers in an occupation cannot Ch‘i:‘l;ga‘:a morggn the long-run than in the sho.n-run,
EConomy, the supply curve of labour tends to bend b‘aiity of the workers in the de:;e]oped countries are
b Population increases in the long-run but the majo ace rate continues to rise.” In the analysis that
€d by the income effect as the national average wag

® We take the usual supply curve.
¥Imination

: equals the supply
: the demand for labour equal )
Wage rate in an industry will be determined at a point where cannot be any deviation from 'f"s

wage rate. There 1o offer themselves
. In Figure 412 (A), OF workers are employed at OW Wage I8 e b yorkers to

: - COW Wi wages will be brought down
UM position, A wage rate above equilibrium level ?oi:l)'l' em[‘)“’ymmt' i of workers from the industry
Ployment and the firms would be induccdlto %llti’ would lead the exodus of & R e
EVel. Contrariwise, a fall in the wage level to Q1% I.{,,; e
| LN “'_.d:‘ly- fj.l =
(2) ab()\'l:_ ! | -.: iyl .._..:'ml : ;. ST
(2) above, ‘ ﬁév‘;*__‘? i
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2 ReRNE
Vieaning of Rent

The term “Rent” has been defined in a
varicty of ways by different economists. David
Ricardo defined rent as “that portion of the
produce of the earth which is paid to the landlord
tor the use of the original and indestructible
powers of the soil.”! Dr. Marshall used the term
rent to refer to the income derived from the free
zifts of nature.” Thus, both Ricardo and Marshall
associated rent with the income derived from
land or other free gifts of nature. From these
definitions, it follows that there is a difference
between true economic rent and contractual
pavment generally described as “land rent”. The
contractual payment (or, contractual rent)
includes interest on capital investment besides
the payment for the use of land. The rent which
is paid for a house or a farm also
hesides economic rent, the interest on ca
invested by the landlord in the house or i
farm. Thus, contractual rent is not true econor
rent. True economic rent is only a pa

capital investment. \ v
Though the earlier economists li
and Marshall have almost exclus

RENT = - o

well to any factor of production which d
have a perfectly elastic supply. “In econo
theory....the term “rent” is to paj

1O M
-
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516 RENT

oniginal and indestructible powers of the soil.”
Economic rent, according to Ricardo, is the true
surplus left after the expenses of the cultivation
as represented by payments to labour, capital
and enierprise have been met.

_Differential Rent

~ /7 In his theory, Ricardo dealt with differential
/" rent. According to him, rent was a differential
surplus which accrued to superior lands over
inferior lands or which was enjoyed by the more
fertile lands over the less fertile lands. Differ-
ences in the fertility of land was the main factor
gving rise to rent. If all lands had been homogen-
eous, rent would not have arisen according to
Ricardo.
The differential nature of rent can be
explained both in extensive as well as intensive
cultivation.

//ent and Extensive Cultivation

To illustrate the emergence of rent in
extensive cultivation, let us take the example of
an uninhabited island newly discovered in the
vicinity of a large populous country. Let us also
assume that there are four types of land in the
island —classified on the basis of fertility—A,
‘B’, *C” and ‘D’. ‘A’ 15 the most fertile and ‘D’ is
the least fertile land. People from the
neighbouring country come in batches to settle
on the land. When the first batch of settlers
comes, it will naturally occupy the ‘A’ quality land
for the purpose of agricultural production. Let
us assume that with onc dose of labour and
capital, ‘A’ quality land yields 100 metric tons of
wheat per hectare. When the second batch of
settlers comes, it will be faced with two
alterpatives —either to occupy the ‘B’ quality
land, which is free, or to take ‘A’ quality land on
rent from the first hatch. If the second batch
decides to take ‘A’ quality land on rent from the
first batch how much rent it will have to pay to
the first batch ? It is obvious that the rent payable
on the ‘A’ quality land would be equal to the

differences n the fertilities of the A and ‘B*

which will be sold in the same market at 3 gy
uniform price (assuming the existence of parf.
competition in the wheat market). Now this price
will be determined by the cost of productioy
‘B’ quality land, not the cost of production of
quality land, if the produce of the ‘B’ quality]
is required by the market. The cost of producti
at the ‘B’ quality land is higher than at the
quality land. Since the market price of whea
be equal to the cost of production at ‘B’ quality
land, the ‘A’ quality land will enjoy a surplus over
‘B’ quality land, because the cost of production
at the former land is lower than at the latter. This
surplus will be the rent which will accrue to A’
quality land on account of its superior fertility in
comparison with the ‘B’ quality land.

When the third batch of settlers comes, it
will have three alternatives. It can occupy the ‘C’
quality land (which is free), or it can take ‘B’ or
A’ quality land on rent. If the ‘C’ quality land
yields 60 metric tons of wheat with the applica-
tion of a dose of labour and capital, then the
of ‘A quality land would be 40 metric tons
hectare and that of the ‘B’ quality land 20
tons per hectare. It is clear that ‘B’
did not yield rent so long as the ‘C’
was not brought under %be ough.
the ‘C” quality land is bro
the ‘B’ quality land starts yiel

Let us now yose that
of settlers comes to the island. It will |
alternatives before it. It can occupy.

uality land (which is frec), or it can take

‘B’ or ‘A’ quality land on rent. The

way, the rents

amocar
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In this Diagram 29.1, ‘A, ‘B’, ‘C’ and ‘D’ Rk
four lands represented along OX axis, The

the

A B — X

C D
LAND

Diagram 29.1
autput yielded by cach of these lands with the
ipplication of one dose of labour and capital is
represented by the respective rectangles along
Vavis. For example, the rectangle on ‘A’ quality
land represents the output (namely, 100 metric
tons) vielded by this land. Similarly, rectangles
on ‘B’ °C” and ‘D’ quality lands represent their
outputs  (r.e, 80, 60 and 40 metric tons
respectively). Sinee the ‘D’ quality land is no-rent
land, the rectangle over it does not indicate the
cmergence of any rent. The rents on A, ‘B’ and
(" lands are shown by the shaded portions of
their respective rectangles.

As explained above, the marginal or the
no-rent land has a decisive effect on the
determination of economic rent. The rents of the
wper-marginal lands are measured on the basis of
the output of this marginal land. 5 :

It should be remembered that the ma}kq%‘
price of agricultural produce is equal to the cost
ol production of the marginal land. The
price of agricultural produce cannot
the cost of production of the mar
'_JIIH'IWih(‘. pruduction will &tﬁp on
‘nd. The supply of agricultural
and ;mnming that the demand r
he market price will be
“me way, the market price
tostof production of the ma
“"l:lmn. the sub-margin
Inder the lou A
Wll“ hcc‘]mpe s“sph;r
apricultural du

that the demand r

r

¥

.

__—Rent and Intensive Cultivation
-

situation and Rent
Some writers have criticis

i

the market price will

surely fall. Therefore, f the

always be equal to the cost of production 0
marginal land.

According to the Ricardian theory, rent

also emerges in intensive cultivation. When
intensive cultivation is practised on any land, the
application of successive doses of labour and
capital is accompanicd by a progressively dimini-
shing output. Ultimately, a stage is reached when
the volume of the output yiclded by the margjinal
dose of labour and capital just equals its cost (the
cost of the marginal dose). Such a dose is known
as the marginal dose or the no-rent dose. The
doses which precede the marginal dose are
known as the super-marginal doses. The output
yiclded by every super-marginal dose exceeds the
output of marginal dose. In this way, the surplus
enjoyed by every super-marginal dose over the
marginal is of the nature of rent.

To explain the emergence of rent in
extensive cultivation, the Diagram 29.1 can be
used to illustrate the phenomenon of rent in inten-
sive cultivation. Let us suppose that the first dose
of labour and capital yields 100 metric tons of
wheat. If the second dose of labour and capital
is used, it yields 80 metric tons of wheat, the third
dose yields 60 and the fourth dose produces 40
metric tons of wheat. It is clear that the fourth
dose is no-rent dose and the first three doses
rents of 60, 40 and 20 metric tons of wh
respectively. In the aforesaid diagram ‘A, ‘B’
and ‘D’ are the four doses. The rec :
tructed on each of these show the

rectangles on ‘A, ‘B’, ‘C’ indicate

rents. ‘D’ dose is no-rent dose in this
il s H f

ground that he attributed res
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\,..-///Assumvrl(ms OF THE RICARDIAN
e THEORY OF RENT

This theory is based on the following
assumptions which must be kepi in mind while
attempting any evaluation of i,

(1) Like all other classical theories, the
Ricardian theory is based on the assumption of
long period. It explains the determination of rent
in the long period. (2) The theory assumes that
there exists in every country what is called no-rent
land or the marginal land. The rents of the
superior lands are measured upwards from the
no-rent land. (3) The theory assumes that land
is limited both quantitatively as well as qualita-
tively. (4) The theory assumes that land has
certain “original and indestructible powers”
which are not to be found in other factors. Rent
is the payment for the use of these powers of the
land. (5) The theory assumes that rent arises only
on land which is a free gift of nature. Man-made
factors, like capital, etc., do not yield any rent.
(6) The theory assumes that the land in a country
is cultivated in a descending order. The most
fertile and the most favourably situated land is
cultivated first. (7) The theory assumes that rent
arises due either to differential fertility or to
differential situation. (8) The theory is based on
the assumption that the law of diminishing
returns operates in agriculture. (9) The theory
assumes that population will keep increasing
perennially.

CRITICISM OF THE RICARDIAN THEORY
( OF RENT

/" In the light of the above assumptions, we
shall now examine the various points of criticism
which have been brought against the Ricardian
Theory.

Firstly, Ricardo’s assertion that rent is due
to the “original and indestructible powers of the
soil” has been severely criticized. The powers of
the soil, it is pointed out, are neither original nor
indestructible. For example, the fertility of the
soil can be increased through scientific
manuring. (In other words, the powers of the soil
are not original). Likewise, the fertility of the soil
can be destroyed through indiscriminate and
reckless cropping. (In other words, the powers
of the soil are not indestructible). It would be
more profitable to interpret the words “original

and indestructible powers of the soil” to mean
the imperfect elasticity of the supply of land to

changes in its price as has been done by Stonier

and Hague,l This iS' a better and g3 mme'
meaningful interpretation of the words “originaj
and indestructible powers of the soil”.

Secondly, it is pointed out that Ricardyg
order of cultivation is Ahistoricall wrong,
According to Ricardo, the most fertile and the
most favourably situated land is cultivated first,
His order of cultivation was “from the most
fertile to the least fertile”. But the American
economist, Henry Carey, has ppmlt_:d out that
historically this order of cultivation is wrong. It
did not happen like that in America where the
less productive land was cultivated first and the
more productive afterwards. But against this
criticism, the defenders of Ricardo have said that
this order of cultivation was not an essential part
of his theory. It was given by Ricardo only to
illustrate the differential nature of rent. Ricardo’s
theory is not disproved even if his order of
cultivation is reversed.

Thirdly, it is argued by the critics that the
productivity (or, the original fertility) of land
cannot be separated from the capital which has
been invested in it. It is not possible, the critics
say, to separate the yield which is due to the
original fertility of land and the yield which is
due to the investment of capital. The two types
of yiclds are so intermixed that there is genuine
difficulty in separating them from each other.

Fourthly, it is pointed out that Ricardo’s
theory lacks realism. It is completely imaginary
and unrealistic. The theory is based on the
assumption that there exists perfect competition
between farmers and the landlords. But this
assumption of perfect competition is wnreal
because in actual life perfect competition is very
rare. Consequently, the rent charged by the
landlords from the farmers is more than the
economic rent. The theory is also unrealistic on
the ground that it deals only with the long period,
whereas we are more interested in the short-
period determination of rent.

F{ftizaly,d it is pointed out that Ricardo’s
no-rent land is not necessarily found in every
country. For example, in a thickly-pop
country (where the pressure of pop
land is heavy) even the inferiormost |
rent. There is no such thing as a no-
such a country. The supporters
howev;;,lg do not agree with t
According to them, the market
producc has become internation

1 Stonicr & Hague, A Text-Book of Economic Theory, p. 276, et rinpesie.
Mgl | B
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ARCITY RENT

The rent explained by the Ricardian theory
s differential rent (i.e., rent arising on account of
differential fertility or differential situation).
Ricardo did not explain scarcity rent or the rent
which arose due to the scarcity of land in relation
to its demand. The rent arising in older countries
(where the pressure of population on land is
heavy) 1s mostly scarcity rent. In such countries,
even the marginal land (Ricardo’s no-rent land)
yields rent, but it is scarcity rent.

The scarcity rent arises on account of the
inflexible or rigid supply of land. The supply of
land is slightly different from the sugply of other
lactors of production. A rise in the prices of
other factors causes an increase in their supply,
al any rate in the long period (if not in the short
period) ; a rise in the price of land (or, rent)
cannot bring about any increase in the supply of
land at all, the supply of land being already fixed.
[t is the fixity of the supply of land which causes
scarcity rent to emerge. Since the supply of other
factors can be increased in response to the
increase in their prices, no such scarcity rent
ariscs in their case. Sometimes, however, even
factors other than land may be rigidly fixed in
supply. In such cases, scarcity rent may also
accrue to these factors. Thus, scarcity rent may
arise not only in the case of land, but may also
accrue to film-stars and matinee idols. There is
only one Amitabh Bachchan in the Indian @q
industry. A part of income he receives comprises
wages, but another part consists of scarcity rent
It represents that part or surplus which is over
and above the average income of all the film-sf ar<

taken in its totality. sconb R Folicd i
otality S Scannea witn carmscar
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ar language, the word rent is used to denote payme
pll|-“ -.|lmi11-' charges for a taxi, or a machine,
étthui:‘];ul\.llr' .|1In1u'.l.l\ that is leased for a |_I\LI‘(|
't'fl:”'l"’ rent or gross rent, and includes (a) int
flepreciation and maintenance charges:

nts for the use of land,

a house or a shop . It
It is often taken to m

Can payments recejved by owners
sum. But what an OWner receives is not pure rent. It is,
crest for the capital invested in making |

() wages of Management; (4) some profits as the reward for rigk
in\ml\'ml in hiring. 1c.n|n;- and |11\'rr~1inly_'_: and lc')_ d'f'l‘?”l’””.':[: *ent which is a Surplll§ arrived a! h_v
@ items (a) to (d) from gross rent. '_i'!ms in economics, according to Dr. !\flarshall, “the income derlvcd‘
b ownership of land and other free gifts of nature IS Commonly called rent.” It is a surplus above cost of
Btion, duc cither (o the bounty of nature or to the scarcity

of land in relation te its demand.
UL AS an cconomic surplus, as used by modern €CONOMists means the
88 of the minimum

earning of a factor of production
amount necessary to keep it in its Present use. It is not 4 differential surplus, the
Biice between the superior and the inferior grades of lands, as Ricardo meant by
fland “alone, but 1o al] other factor-services. A piece of land which i
Rthe most Rs | 50

t accrues
In its next best ug

BIVE use (1s complete

¢, the difference of Rs 50 i
200 is rent Similarly,

ly specific in itg Use), its transfer earnine ; i ole of the presen
there is a rent element in the wages whe ' in hi
ition than in (he alternative one. There i in j
Brest though he s Prepared to lend at
e for him 1o Sty in business. Thus e
B8N0t peculiar 1o land alone,

RICARDIAN THEORY OF

RENT
d Rlc.m'dﬂ Was a brilliant 19¢h Century economist of England who Propounded 3 Systematic theory of rent
RS, I many ways. the basis of the modern concept of rent
Ricardo defines “rent ag that portion of the Produce of the earth which is paid to the landjorg for the yge
son‘w-‘?] and indestructip|e Powers of the goj » Two inferences are clear from thijs definition; Jang
Sl:_h o1 Il.g,m;ﬂ and Permanent Properties with Teterence to jts nature, Situation, Cnvironment and
0N, and rent i Paid for the yse of land alone. These, in turn, reveal that rent accrueg
M extensive ang 'Ntensive cultivation of land, as wel]
umptinnx

' that to the landlord
as due to the Situation of hjg land

ent

accCrues from |
ent

arises inAlhe long-run.
and capita] are single factors.
¢ determineq e less fertile and i
ltivated i historica] sequence, i.e., first the best land, then the less WP:N?'mh o
&thee of Rent | |

" an abundance of rich and fertile Jand” ina new cnun'try Wwhere o
> 85 this begt (4 grade) land is available, T € Increase in pop
™M and make jt necessary to cultivate land of inferior

L] R
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% - Pr x of Econamics
cates cultivation of progressively inferior gy
- 3 WaL Sas DO COSTREES = . i the \ Quialir,
e . . - 4y, O 8 Rt A M &y « not vield any rent and the other arades of | [
e ™~ R T - yhent L - - ' > . & o = dng
ds, grade C and s0 ¢ e last cultivat : 4 To Ricardo, rent is a differentig] ‘iu:p*rll
sam rent over and above the produce of this no-rent O arsiid : nd . LIS
1 : : . . waraina AT ‘
he difference between the produce of the sup | as discussed above, suppose that the Same
o illustrate the emergence of re! i s ¢ land. 20 on B, and 15 on C, So long as ”"1\l
PR R s D€ anintals O COM Ot K1V . . SBERC B A e i L
doses of labour and capital produce 23 quntais /=00 L S ation, the farmet of A earns a com-rent of 5
is cultivated. no rent arises. When land 8 is brougit UHER 55 0~ 30 -~ 15) quintals on B and of 10 (=25 s
25-20) quintals; and whea C is cultivated. there MRS % 15 gure 42.1, where the rent of superior |qg
. o iog P s 18 depicie ands
quintals on 4 while C becomes the no-reiis L e ltivation
S0es On increasing as inferior lands are brought W e applications of labour-and-capital to the same piece of
In the case of imensive culivarion, T SEEERE 5 00 sroduce obtained from the last unit of Tabour gy
Jand give, after a point, less than proportion= == -0 it and the other units, called intra-marginal, yjelq
] ! AT LURRR R 1. A& = S - L
bour-and-capital yields 23 quintals, the second 20 and th,

capital equals its price. Such a unit = na
I *

Using the same example, 1t T
8 15, rent in each case will be
Bhe whole analysis is explain
psures quantinies Of and the
QOsl curves respec

::\;‘:}
OP price where MC and
or rent because OU

jation and the application of the law of

-

the price to (

s of land for intensive cultivati
being the difference ¢
it with the total output (04 ,= a4

a _Reqt

vertica
start with, let us suppose that oni grad

output just cove

)P. To meet the increased

ntals respectivel)
| se 1M } Y1 11 )
P g .

asts and prices n 1EuUre P

f o where the horizontal axis
axis measures costs and prices (" and MC are the average ang
| land is cultivated. The supply and demand conditions for
curves coincide and equal the marginal revenue PE at point £
rs the costs at the prevailing price OF. Suppose with

" diminishing returns to land, the demand for com
i demand, larger units of labour and capital will be

g LS

on. This raises costs, and the curve MC_ meets the new price
between price and average cost, this land starts earning a e,

f
we have the total rent equal to the area

OF, with the further increase in population, the land will be cultivated more intensively
fise to 04, The new equilibrium point between the price line , a, and MC, will be

L0 a, e, d, P, :
_-fu extensive cultivation
ithe curves MC, and 4C, to B grade land, and MC and AC,

is shown in Figure 40.1, where MC, and AC, curves
to C grade land. In the

but it eamns no rent at OF price where it just covers its costs P= MC, =
 Increase in population and the consequent rise in demand and price to OP, also

Grade (B)

Grade (C)
4 MCC

Grade (A)
MC,

]

a,

;

AC.
P, z

i
Y

B B,

: Output
ol Fig. 40.1

C). The B grade land starts earning rent equal to the area b
equal to the area a, ¢, d, P, and C grade land is the-m!fmnﬁl
ferences in land situations, Assuming all land to be of th®
y of comn, rent would arise from the difference in th¢
and that which is near the market. As ands 57

d
- =
S
=
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he market and a truck load of corn costs Ry 100,
ce from the mi
.

150 and 200 respe
be Rs 100 and 50, € grade land will, however
i ke RS é !
§ EWIII ¢

ctively, rent in the case of |
BRI No rent.

l"lllll's
. { SU'I "\t‘ l{il‘lll'lliﬂ“ I Ilt‘(ll'_\'
1CISIY A

| v ol rent I'I'l\' ht'l.'[l .‘;L'\('Ii'l\ criticised
1 jcardhan ‘h(.'l“l\ ol re EAS |
| eR".i“dlt

f

Fprimarily on the bagis ol its unrealistic assumptions,
) No Original and Indestructible Powers of the Soil
_n 0 LI

IU1s nssumed that rent I8 & payment for the uge of
inal and indestructible powers of the soil.' By i is difficuly 0 decide which pPowers of [ln;: land are
jginal and inc e the result of human action. Leaving nside an entirely new Country uninhabited ever by
| and ich 'ultin !Iuiq-uni\ erse which has been Kept in its natural lorm. Neither are powers of the soil
en‘:blf I::: tlilln]: nuclear age. Even the fertility of the land can be improved by adopting better farming
sfructible y h

reduced by not using appropriate techniques of production, Thug the notion of the original and
; or re J i PR =
"ldl.tsClil\IL' powers of the soil is vague

) Best Land not Cultivated Firsy, Ricardo's assumption th
historical facts. H.C. Carey, an Ame
American settlements that the order o
It was the ||1Il'|'1m\ land lh._'.l W
eh efforts to clear it of vegetation,
Is were approached .“ll‘;u'v
ured that none exist,
BN3) Scarcity and H.H‘K-L'.r.':'f‘u'.-l the
mption that lands differ in IL‘I'{l|‘|!}.
i less fertile lands earn low rents 1S g
¢ in relation to its dem
€ changes in their price
Therefore, the realistic

at the best soils are cult
rican economist of the late 19th century, proved through hig survey
Fcultivation is the reyerse of what Ricardo regarded the basis of his
as first cultivated because it was casily manageable and  did not require
It was only when the settlers inereased in power and numbers that fertile
y declared emphatically: ** We know of no exception to this rule and we feel

vated first is not borne

Cause of Emergence of Rent. The Ricardian theor
None can deny this, But to s

y 15 based on the
Utrue, Rent arises not he

\y that more fertile lands earn high rents
cause of the fertility of land, but because land
and. Since land is fixed in supply, changes in the demand for agricultural products
§ which bring about changes in the demand for land and thus cauge changes in the
approach to the problem of the emergence of rent s through the scarcity principle
er than the differential principle.

4) There is no No-Rent Land. For the
Bsuch land exists. though there may be
€ use of the concept of no-rent land is n
S not earn rent in one use,
BS) The Loy of Diminishi
W of diminishing returns. But technolo
Bration of this law not only
cjpatc that powerful f

explanation of his
a marginal land wh
ot essential for the
It can be put to son
ng Returns can pe

theory, Ric
ich just cov
study of the
1¢ other use where
Held in Abeyance,
gical and organisation
in England but also throughout
orces wil| pPlay a prominent role
il Increase the agricultural productivity manifold,

0 (6) Perfect Competition noy Found Ricardo’s

W free competition. Even in the agricultural sphere,
B landlords i much above the economic rent,

{ﬂj\\'irf also Arises in the Short-Run. Like all classical
0. It s unrealistic, since rent also arises in the short-rur
. halllprcf‘ers to call it quasi-rent.

@) Rent noy o Payment for the {ge of Land Only. A
dand only, R it is not land alone that i \
BSUpply o , period of time ang thus e
B8 Species of 4 large genys®
i and and Labour qre not
W-laboyr are viewed ag

ual after paying
00Ur a1 t e

ardo assumes no-rent land.
ers the cost of producin
theory of rent, Even if
It can earn a surplus,

The theory assumes the
al improvements have 1

the continent of |
in holding the |

In reality,
£ the product.
a piece of land

operation of the
ended to offset the
urope. Ricardo failed to
aw of diminishing returns in abeyance

theory is also based on the unrealistic

assumption of fyll
perfect competitio

nis not found and the rent charged by
doctrines, the theoy

_ Y is applicable only in the long-
' when in fact the

supply of factors is fixed and
ceording to Ricardo, rent IS 4 payment made for the use
S fixed in supply in relation to its demand. Even other factors are fixed
arn a surplus which is rent. Marshall was right in saying that ‘rent is a

Single | fomogeneous Factor Throughout the Ricardian analysis capital-
a single, homogeneous factor applied to land in successive doses and rent is a
the joint share of capital-and-labour. This reasoning appears to be absurd for capital and
ate factors that receive separate re

wards, Secondly, it has not been made clear by Ricardo
\ B NS In which capital-and-labour are used with land.
iy pog }'ru'c-!Ja.*fw'mincd
Criticisy,. Since

The argument that rent is

the price of corn €quals the cost of producti

r X 4 )
ent d“_ts not enter price. In reality,

price-determined has been the subject of
0 "“tm}iq- b

on on the marginal land which is ¢
Some payment has to be made to the owner of a land as
and to some other use. This payment would enter into the cost of pmdltlhcl_‘_mﬂ
Price. The rent which a farmer is paying to the landlord is included inn ..
obviousiy enters into price. From the point of view of an industry or use, only
- Larey, The ‘ast, Present and the Frture, pp. 31-39.

H.C
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i - Pysmouies f ommamee
i of the economY, there Ningpomf.m
L i of tand enters into price. However s the poin Tt of production and hence into the price :
* band emters BV S 1 rent which do not ente o the ent  brings out clearly certain poim,
-k'..:-\ 'I“‘:_‘ o Despite these veak nesses ¢ KK ~. 1 i o Ricardo, rent Was c‘\cntl‘.")‘ an w
g -y W - - the standpo 9 o/ Jemand for pr\\dtl\.‘ls of land eeniml,
“ ® ek p « more and more 0 i ©F ers OF M . an this basis that Henry Ged . an American
ey S infhrior lemdS ¢ e P . e tax on land [his ultimately has led to the
e 2 S Bmak Praares §79) advocated 3 SEEC ded that since rent does not involve
O e of tax On land whether agrc v wrban. P st of production, the taking away of the pan
e e nart of the landowns ¢ a surplus 8BOVE T 5 T oductivity. Rather, it helps in reducing
v o - I the amplification and modification of the

ool - . . . cory O ren S OROMISTS _“'t;ﬁ\ it to all fm: hMﬂf

. r-. ‘“ rel = ‘\ . . _ L o : ‘_ B -_ s and the whole .l!'lJl_\Sis 1S mm
the Sifferentia 00 ’ ' . changes In science and ICCMOM. the
_ espte Bk o amenlture and increase in population, are

s s of Ricard A ey were in the days of Ricardo. To concludq with Prof
WO T T 2 serdevelop g ¢ its vitality and “instructiveness.”

1

' THE MODERN THEORY Ol RENT | |
e - 3 _ . tian theory of rent In (WO WRYS: (u.*

| i Ll

ey N NI »
Modern cconomists have Iic e enioved by superior lands over nferior lands. But in the modem
. apalysis. roe 1 ) o ealation to its demand. It makes no difference to

Rl anscs DECAUSC ) = _‘ ter encous, rent wou d anse .ht.‘ordiHSIOﬂR

i 6

ol sent whe e k¥ e, re any special theory. It can be ¢
Th-f;’“i_ { the ther factors, that is, by demand and supply forces. (2 Ricardian
bend is specific 1o the prod sction of one crop, say corm It means that uu”
: o the standpownt of as a whole. But from the POil'lt 0‘\'““ an

Som the S the society

L land can be put 1o growing variety of crops or can evedl be transferred for building

of land m cxcess of ts transfer price constitute rent In modemn w=
B alone but arises in the case of all factors which earn over and above their

. . of rent as a ngid one sided pmblt'ﬂh Mﬂ

hed the problem ¢ f rent
pervasinc problem Let us analvse these aspects of the Mﬂwd n

) e problem of determination of rent in the familiar f
: homogeneous product and all land of umiform
farmer, an industry, or by the economy as 8
ﬂ_m will pay rent equal 1o the marginal
.‘ law of diminishing returns. The demand €
more land will be used only at lower I ¢
land s the sum of the demand curves of e
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: EL(()» % QUASI-RENT

quasi-rent was introduged ip economic t}xe or
_rent is the extension of the Rlcard%an concept of
c?rtl}fei;(?fi;ﬁi;pment (such as machinery, build1_ngs etc.) w}uch
C’hor;g runp The distinguishing characteristic of. land is the fact t.hat
fo changés in its price and therefore Iits earnings dependhx"@ml?--
in the short run, the fixed capital equipment such as m:fxchmebrz Is |
supply and cost of its production is n.ot relefzant once it 35 en
period, the earnings of specialized capital equipment depend r inly v
and are thus similar to land rent and have therefore l?een called
capital equipment is not permanently in fixed supply like land
much elastic in the long run, Marshall preferred to call their e
quasi-rent rather than rent. '

The concept of

The quasi-rent is only a temporary surplus which is enjoy
equipment in the short run due to the increase in demand for
long run due to the increase in the supply of capital equipm
demand. In the short run, specialized machinery has no alte:
will remain fixed in the short run even if its earnings fall to zer
the capital equipment or machinery in the short run are z
earnings of the machinery in the short run are surplus
represent rent. It may, however, be pointed out that some
be incurred in the short run to keep the machinery in :
precisely, the quasi-rent may be defined as ‘the short-run e
short-run cost of keeping it in running order.”

There is every reason to believe
by the capital equipment like
e o e e ey s
they will not be com : 4 e Y ¥

peted away in the short run. But

that quasi-rent
machinery, buildin
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. reached when the earnings from the capital equipment are just sufficient to
in running order and provide only normal profits to entrepreneur. Thus, in the
surplus over cost of production s earned by the machines. Therefore, quasi-rent

o surt ATE v A
ﬂn:;,e,al' in the long-run competitive equilibrium. Professors Stonier and Hague rightly
jdis2b N the short run

The supply of machines is fixed j

i | L) | 5070 "

f_k!q.-a they earn a kind of IL'm'.[n the long run this rent disappears for it is not a true rent,
le ¢ hemeral reward—a ‘quasi-rent’ ¥20

it
.cml!.t the case of land is quite different. The sy
Buroghm‘.iblé’. its supply is perfectly inelastic
o -rfrf’e surplus earnings or rex?t earned by land D
garnings of land and of capital equipment (

whether they are paid much money

jan €]

PPy of land being a free gift of nature and
in the short run as well as in the long run.
ersist in the long run also, It is thus clear that
machines etc ) are similar only in the short run.
ke analogy l‘*{?twgeﬁ the two does not holg In the long run because of the difference in the
dure of their long-run supply. To quote Professors Stonier and Hague again, “In the long
o, machums_\wll stand on a very
forent footing from land or natural
§ity. For machines are produced by YT
an effort whilst land or human / AVC
Blity are gift of nature. In the long run, 5 \ 4

Brefore. the supply of land will not*

7
spond fo an increase in demand for f" /
fthe supply of machines will. In the

g run, therefore, land will earn rent
it machines will, assuming

Bmpetition, earn only just enough to
fake their existence worthwhile, "21

v

Price and Cost
e
= ~
m\
m

. - \ £
P Production of a good is possible oy e
fien a fixed factor is combined with
fine variable factors. The amount of
ffiable factors used depends upon the
el of output produced, while the TRYT B4
Bhtity of the f 5 o) M MM
Sy of the fixed factor remains Output
*anged during the short period. The R ¢
ri le costs must be recovered in the
* un, otherwise the production

“slopped. Whatever excess earnings over and above the total variable costs are made

Bascribed t the machines (i.e., fixed factor). Therefore, quasi-rent has also been defined as
B excos 3 oof

' total revenue earned in the short run over and above the total variable costs.

Fig. 55.8. Quasi-Rent

Quasi-Rent— Total Revenue Earned — Total Variable Costs

P Since in the long run, all costs are variable and, in long-run compeﬁﬂvaﬁqmﬁbm;mextg:sl
})ts are equal to total costs (mcluding normal pl'Oﬂ.tS to the entt‘em‘% e

.. - Over and above the costs will acerue to the machines and there and o
§ned by the machines. The earning of quasi-rent in ﬂmesho:ttir:n A W i
i °"9 10 is ilustrated in Fig, 55.8 whereas, asusua"?“;gd Av?m URLLGE 8
_Dhce and cost of output are meaisured on the Y-&K&S ATCSh 3 rt runi eselnt
~ ' and average variable cost curves respectively in the short run.

AWy
v

| Theory, foutth edition, p. 329,
Stonjer and B.C. Hague : A Textbook of Economic Theory, foutth gd],ﬁ | G :

P cip. 309,
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the average variable costs, AVC, includes the cost incurred per unit of e
factors such as labour, raw material etc. as well as t'he cost per unit of
machinery in the working order during the short period. (As sa.ﬁd above,
the machinery in the working order during the short period is a part of

Now suppose that the demand for the product is suF:h .that the p
With price of the product OP, the price line faced by an individual ej 1t
represents the marginal revenue as well as Fhe average revenue. Wit _
entrepreneur is in equilibrium at point Q and is producing OM level of uty
from the figure that the total revenue earned is OMQP, while total variat
OMEF The area FEQP represents the surplus of total revenue earned
(FEQP = OMQP - OMEF). Thus FEQP is quasi-rent, that is, the g
machinery.

If now the demand for the product declines so that the price for th;
With price OP ’, the price line is P ‘L’ and equilibrium of the entre
output OM ". Now the total revenue earned is OM ‘RP * and the total
Thus the quasi-rent earned by the machinery is now HGRP* (HGRP " =
If the demand for the product further declines and the price falls
confronting the entrepreneur will be P “L” and he will be in equili
minimum point of the curve AVC. At point S, the total revenue e:
variable costs and the quasi-rent earned by the machinery has
entrepreneur will close down production if the price falls below OF

”, it will not be realising fully even the variable costs. It is therefo
cannot be negative.

NUMERICAL PROBLEM

Problem. A big Indian Pharma Company Ranbaxy hasa
which is given by !

W=80-01L,

where w is wage rate and L is quantity demanded of labe
labour to the company is completely inelastic at a level of 4(

()  Draw the demand curve for labour and det
element of economic rent in that wage.

(ii)  If the supply function for specialised labour
sloping form and is given by W=20+0.5
and the element of economic rent in it.

Solution. (i) To draw the demand curve of
function (W = 80 - .1 L,) we need knﬂw
axis (i.e. Y-axis). It will cut the wage
obtained by substituting [ = 0in the givant
= 80. We therefore mark 80 on the Y-z

an
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: classical theory, the rate of ; T ;
B lo’lTlc't: 'm:crncd by the ti:nlc':m'x- U!f ll“lle‘rnst s determined by the supply and demand of capital
of capital 15 2 . preierence and the demand for capital by the expected productivity

ime preference and productivity TR 2
al, Both tu'nlt pre Lk ‘. ] C .1 ductivity of capital depend upon waitimg or saving. The theory is
g, also known as the supply and demand theory of waiting or saving ; r I

d Side

g demand for capital consists of the demand for productive and consumptive purpose. Ignoring the
fapital is demanded by the nvestors because it is productive. But the productivity of L‘ithiliﬁ is ‘)ll-ll)jtt,'[-
g of variable proportions. ;\dleﬂ]:ﬂ units of capital are not as productive as the earlier units. A stage
when the cmp_tn,\mt'm‘nt an additional unit of capital in the business js just worthwhile and no more.
@ an investor invests Rs. i_(JU_QOU In a factory and expects a yield of 20%. Another installment of an
mount would not be as productive as the first one, and might bring him 15%. While a third installment
geld 10%. If he has borrowed the money at 10%, he will not venture to invest more. For the rate of interest

al to the marginal productivity of capital to him. It shows that at a higher rate of interest, the demand
is low and it is high at a lower rate of interest. Thus the demand for capital is inversely related to the
iterest and the demand schedule for capital slopes downward from left to right. There are, however,
ther factors which govern the deémand for capital, such as the growth of population, technical progress,
of rationalization, the standard of living of the community, etc.

B supply of capital depends upon savings, rather upon the will to save an_d the power to save of the
fity. Some people save irrespective of the rate of interest. They would continue to save even if the rate
St were zero. There are others who save because the current rate of interes} 1S just enough to induce
Isave. They would reduce their savings if the rate of interest fell below this level. Still there are the
il savers who would be induced to save if the rate of interest were raised. To the last two catagories of
saving involves a sacrifice, abstinence or waiting when they forego present consumption in order to
st-The higher the rate of interest, the larger will be the community savings and more will be the
funds, The supply curve of capital thus moves upwards to the right.

hination

Buming the level of income to be given, the rate of mtereilst
mined by the interaction of the demand curve, D and the A
#irve of saving, S.

IS is shown ingFigure 42.1 where the D and S cur:ies
dat £ which is the equilibrium point when 0O quantity
al is demanded and supplied at OR rate of mterej gt
the rate of interest rises above OR to OR, the emwm
ent funds will fall and the supply of Sﬁ,véntﬁ:smand
ince the supply of savings is more than the co ' o
), the rate of interest will come down to the &q est falls
The opposite will be the case if the rate of 1"mﬁam their
the demand for investment funds is greater E)R The
; > R;s)), the rate of interest will rise to UK.

)~ ,5)) . aving and 0
€ Situation is one of equality between SaVEE o saving and Investment

. 1ileri he
 brought about by the equilibrium or t more ig 42.1
If atgz?ny time p):mple become thrifty andb::::se the o

e rate of interest would fall below OR

- D

Interest Rate
D

Scanned with CamScar
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: y shift of the saving curye 0§

This is s he rightward § e g

 for capital remains the same. This s S0 y :')R 5\1 the lower rate of interest, people w}{{ ll""'-n

e | tﬂ;I: u -.-ul.-;‘ and the rate of interest 180 '||2{ .nd to raise the rate of interest 1o the ea les;

"“'-"'?I*'-'-'J'a!; - 1Li'“witl-1"uw!{h|c funds will increase which will 1€ e equilihy Wum
but the demand for 1 1 |

level OR

o terest of the classicals as enunciated by Marshall and Pigguhbem
cres c 3

The *pure’ or the real theory of in : . N
N, Coos but a Variable. One of the serious dcfccpii_gjf tt_he: CIaSS[‘Icai-th 018 tha
ome Constant bul a i i Ll g e quilibating et
' “E'm‘“'mllf r'il“i’["i“';}‘”“c to be given, and regards ,,m,r:.s}l lb\f::: n«;]/\ccordingg to Ke}':lse!: NS (he
gbsufm‘; 15“- '::;Iutiljlu funds and the supply of funds lh_mug,1{;:‘1“”6}?;“-"6“1 is biondl priic Lym s 4
v;:‘?f‘igllc '1:::.1 Inol a constant and the equality between saving an ‘ by chang
' iations i » rate of interest. ,
3 X variations in the rate of n el a 19 o
lnCOI?)L) :I:ﬂu:r‘:?z}i?:l Investment Schedules are not Independent. In this theory, the two delenmmﬁ. inter
I the

ves of saving are treated as independent of one another, It means that
demand and supply curves of saving are tre ited “’_1 Inc ; . o 18 that
li.:t?:,hg:lcge in demand, lhic demand curve can shift up or.bdow l(ij\c D zg;rzgvé:]heoz:“;zue?r}% afm-
supply curve. But according to Keynes, the two curves are ﬂi?ld'!‘ cPﬁ”] d to higher Savifis SN
invention shifts the demand curve upward, income will rise and 1t Wlh ead thg pylbir gs pit- 1S §
supply curve too. Similarly, a shift in the supply curve will bring al Cha"ge " ool 8 Eff:tt:ltwﬁf
(3) Neglects the Effects of Investment on Income. The clas_snca 5 eorg n]qg Cts. tof ir
the level of income. A rise in the rate of interest, for instance, will bring a decline in investment
fitable, This will mean decline in output, employment and income. The latter will, in turn, e
ngs, a fact contrary of the classical assertion that saving is a direct function of the rateof‘i
and, a low rate of interest encourages investment activity, augments outpu_t, er_nploy_m_
g. But Keynes does not believe that investment depends on the rate of interest. It de
efficiency of capital. Even if the rate of interest were to fall to zero, Keynes argues, iny
e if the business expectations of profits are at a low level, as is the case in depr
Indeterminate Theory. Since savings depend upon the level of income, it is not
f interest unless the income level is known before- hand. And the income level itself
ready knowing the rate of interest. A lower rate of interest will increase investment, ou
and savings. So, for each income level, a separate saving curve will have to be drawn

and offers no solution to the problem of interest. That is why Keymes cha
interest as indeterminate.

Negleets other Sources of Savin

X avings. The propounders of this theory include
nﬁl e supply schedule of savings which makes it inadequate. Considering

> people might lend their past savings with the rise in the rate of i

. Similarly, bank credit is an important source of the supply of capital
" b:?'é‘es.smafti“it)’. The classical theory remains incomplgtl; }\:vhen- it ne
e of capital.

Assumption of Full Employment. The classical theory is based

. In a fully employed economy, interest
* people to save. But according to Keynes,
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_~lassical ¢ loanable funds theory explai
» Baadks s plains the determinati . .
s~zhle funds or credit. Expounded by W; etermination of interest in term
- new-classical economists. y Wicksell, the theory was elaborated by Ohlins, Egmd
_- 10 this theory, the rate of i : : _ 4
E e fonds. 8 -'_;.::"s. e ;I{ﬂ;:;?st LI:rn the- price of credit which is determined by the demand and
- increase in fhe St SR er: "It is the price which equates the supply of “credit’, or
the period.” Let us analyse th ? in a period, to the demand for ‘credit’, or investment plus
e 1 naiy ¢ torces behind the demand and supply of loanable ﬁmdsfl,J

anable Funds

Danabic -_n;-:-ais;inseﬁ?n;’an!g_lhree sources: government, businessmen and consumers
i , hoarding and.consumption. The government borrows funds for

ov for was C‘rae;:»aranons.' The businessmen borrow for the purchase of capital goods

g imvestment prC jects. Such borrowings are interest elastic and depend mostly on the expected
 o-mpared with the rate of interest. The demand for loanable funds on the part of consumers is
-urzhle consumer goods like scooters, houses, etc. Individual borrowings are also interest
ency 10 borrow is more at a lower rate than at a higher interest rate in order to enjoy their
iemand for funds is mostly met out of past saving or through dissaving, it is

- ~ume DS in Figure 42.2. The demand curve for investment funds both for the government
~~wn as curve /It slopes downward showing that less funds are borrowed at a higher
f interest. Lastly, funds are demanded for the purpose of hoarding them in liquid
also interest elastic and are shown by the curve H. The lateral summation of these

the aggregate demand curve for loanable funds @ D. L

L = ]

-
= $oaw qy
i L3

wince this

o -f1.amable funds comes from savings, dishoardings and bank credit. Private savings, fndiwdld | '_
' . ne main source of savings. Though personal savings depend upon the income level, yet
ncome as given, they are regarded as interest
~ate of interest, the greater will be the 4 i
i vice versa. Corporaie savings are the o
~~fi1s of a firm which also depend on the current ; )
.~ some extent. If the interest rate 1S b.gh,nwdl#
horrowing and thus encourage savings. SaVIng
. curve S in the Figure 42.2. The samimti;
- .me of funds coming out of hoard:mor being added «
Trese dishoardings may representl a0
.=+ o7 securities from others out of idle cash
.nds for net investment OT 108 .
=ycess of net disposable income. 3
4 1o the rate of interest. The hlghﬁ;ﬁ“ mﬁ
“inds that shall be coming out © hoﬂ'dﬂ

Interest Rate

by the curve DH.

funds are represen
= hank credit or money as am i
&0 ¢ canable funds. Bank credif IS @
me =xient. More funds are lent at a higher th
{ mizrz<1. Bank money is shown 85 S5 =0
regate supply curve @ § of Ic

!
b .
0 D 0

Determination
Wren the total demand curve it
-i‘-l*._&a..:h other at point £ and U
Towed and lent. ;



T

324 : Principles of Economics

Its Criticisms

According to Prof. Robertson the loanable funds theory is 38 ¢ :‘;e;r:\_c ﬂp!inahon"u‘t
determination of the rate of interest. But this theory is also not free from COCEIED G hedul :
(1) Equilibrium Rate Reflects Unsiable Equilibrium 1h¢ (R F,,i .\:',l . p . N"-; ules S
funds in fig. 42.2 determine the equilibrium rate of interest O Wiieh ”f..' ,L'.}'.h,l,rm;&.& | COUIPOR
suppl} side with the corrcsponding component on the .._-'L;:*..':'w.:l side J'—-'—:I: ..I.jlt-:qd::m r.L:m rate ORM“
unstable equilibrium. For stable equilibrium, it is essential that ex anfe (panne” .’,_""w",, - must equal x g,
savings at the equilibrium rate OR In the above figure. 1gs S exceed ex anie INVESHRSNEENEEN.

¢x ani¢ saving . .
They are equal at point £, but at a lower interest raic ( IR, which 1s the natural ra’te nr__ interest in Fig. §
(2) Indeterminate Theory. Prof. Hansen asserts that the loanable .!un-'_hh!hej'r} l-.kc—zhc classical and the
Keynesian theories of interest is indeterminate. The supply schedule of loana JG‘ funds 1s composed of savings
dishoarding and bank money. But since savings vary with past income anc the new money, and activated
| balances with the current income, it follows that the total supply schedule of loanable funds also varies wi
tcome. Thus the loanable funds theory is indeterminate unless the income level is already known',

(3) Cash Balance not elastic The loanable funds theory states that the supply of loanable funds can be
increased by releasing cash balances of savings and decreased by absorbing cash balances into This
5 that the cash balances are fairly elastic. But this does not seem 10 be a correct view because the foial
nces available with the community are fixed and equal the total supply of money at any time. Whenever
Sriations in the cash balances, they are, in fact, in the velocity of circulation of money rather thas in

of cash balances with community.
ings Interest Inelastic. The theory over-emphasises the influence of the rate of interest on
B as interest elastic. Generally speaking, people save not to earn rate of interest but 1o satisly
ve. So savings are interest inelastic.
\Combine Real and Monetary Factors. The loanable funds theory has been criticised for
with real factors. It is not correct to combine real factors like saving and i ;
s bank credit and dishoarding without bringing in changes in the level of income. This

THE CLASSICAL THEORY
¢ loanable funds theory is better and more realistic than the classical theory

l theory of interest and neglects monetary influences on interest. With the
ors, the loanable funds theory becomes superior to the classical

funds .
 of hoarding. By including the desire to hoard
‘theory becomes more realistic and brings us r

as an active factor in the determin:

=il aa constillleﬂl of moﬂey s“pply inﬂ - u _-__.'_:-.,.-
o




CHAPTER-43
j,} ) /A7 MY eqm Profits

F 4 / /’x"’f—’ .-
GE"",)qH'"].i{f')l'i'l' AND NET PROFIT

jn ordinary language, profit 1s the surplus of inicome over expenses of production according to a
L cnan. |1 1s the amount left with him after he has made payments for all factor services used by him in the
.5"‘:;',.1 production But he may not have been careful in calculating all such expenses of production in the
& L;]Iuiu_' ense. Therefore, economists regard businessman's profit as gross profit as distinct o pre U er
e - it includes the “following constituents.

1) kent on Land The businessman may have used his own land for erecting the factory so that he may be
Red of the botheration “of paying rent to some other landlord. This rent is included in his profit. This is
"plicil or imputed rent which is not a part qf his profit. Had he hired land from some other he would
¢ paid its rent. In calculating net profit, implicit rent should be deducted from gross profi

(2) Interest on Capital. Similarly, he may have used his own capital in his business in order to avoid the
gonvenicnee of borrowing from some other person, This implicit interest is again included in his |
bhe had borrowed the same amount of capital for investment in his business, he would have pais
EThis interest should, therefore, be subtracted from his gross profit to arrive at net :

(3) Wages of Management. The businessman may have been busy in organising, coordinatin
s entirc business himself. But he may have been contented with income received after
production. If he had not performed the work of" ement himself he would have

om he would have paid wages. Thus his gross profit included implicit

ducted for calculating net profit. In all joint stock ec s, profits are
magers and managing directors are all salaried p e salaries
(4) Depreciation Charges. During the process
dlete. Expenses incurred on their repairs and rej
bld be excluded from gross profit for the
(5) Insurance Charges. Every firm gets

N it pays large premiums annual

em, and therefore do not form p

All these elements are present

Violent changes occurring i

ore, net profit which may

b) Net Profit. Net, true,

ha
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sing the prices of their products Thus thele prog,

superior W athers. In this process, they also succeed in 1ais I
swell when they create semic monopolistic conditions for themselves
" . a " . ‘ 3, r
(vi) Windfalls’. Pure profit earned by an entreprencur miy also inelude ’””‘mti’:ﬁ: :rr ;:‘wmek , The
demand for his product may suddenly rise either due to the authreak of war ”r, - d.."':m hi;,'}m o Mm
f - 1 rercre
of some of the other firms for some time on sccount of labour trouble. He therefore, ear pr "
like o windfall, , 4
stingt from a businessman's p'mﬁl, The former I

We may conclude that an economist's profit s quite di p -
concerned with net profit which is arrived at by deducting from the businessman’s gross profit the remunerusion

for the latter's own land, labour and capital,

We may write in equation form;

Giross Profit = Net profit + implicit rentt imp
charges, _ dadloit S04

Net Profit = Gross profit (implicit rent + implicit interest implicit wages + depreciation Invissangs
charges).

2. NATURE OF PROKIT

The nature of profit has ever been the most perplexed and troubled problem for economists, Prof. Taussig
referted to it as that “mixed and vexed income.” _ , ;

The early classical economists regarded profit as accruing to the capitalist who supplied capital and
owned the business. Profits were residually determined after making all necessary payments from llw teAz!
income of the business. The first systematic explanation of the nature of profit was given by Marshall in terms
of demand and “supply of entreprencurs, Walker looked upon profit as the reward of the entrepreneur with &
upirior ability than ulﬁcru. Ilawﬁzy ascribed it to the entrepreneur’s risk- taking. The greater the risk undertaken,
arger the profit.
ng Clark.pl(nighl and Schumpeter, "It is an income which arises out of change uncenainty and friction
ent in a dynamic world, and which the belated operation of competitive forces tends to eliminate.”
Veblen and Hobson, the Marxian economists, regard profit as unearned income and attribute it 10 the
existence of institutional monopolies established by a few capitalists. Monopoly profits arise because a
monopolist is able 1o restrict output and keep the price of his product much above the average cost of
production, We discuss below some of the important tl?eories of profit for understanding the nature of profit in

3. THEORIES OF PROFITS

(A) The Dynamic Theory
~ Prof. 1B. Clark pr
the cost

licit interest + implicit wages + depreciation and insurance

ic theory of profit in 1900, To him, is the :
Wcmodhy. But profit i.mmungfwmdymicmms fynamic
on, everyone wbwhmwﬂwmdlwhy.' hey are: 1.

increasing 3.%@ of production mm

is the s
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£t 1e an clusive sum which entrepreney
, TN B ol IS prasp but ¢
¢ on all members of " REasp but cannot hold, 1t &
st -l“ |1\1|.‘:‘|t W \wl:l.i\i::-lfnlﬁﬁll\l;; the dynamic “state, if compat}iioup\:,g;ﬁ?&ﬁ?tﬂp‘#l"
o USINESS BE e ennlate hatn HL N Sl s et or
@ . < carn Pt Ol iHs bhecause sogie 1y hcu‘g d)'ﬂlmiu eh'“ - ¢ cmud‘ [n .mn"ty' hWWtI'.
St ure of profits leads © iImprovement and l&; fes constantly oceur and a ustments always
|

e A lan hehind Hhai rovement tends o rise
Jways lag behan | the standard rate With the Emau" that profits ﬁppenrfw standurd of wilges but

f1eIsIs
i orv of Drofit e
dvnamic theory of protit has been severely eriticised mainly by Prof: Knight' on the following
e Ve foreseen TURails o make any difference between a change that is foreseen and one that

o i advance, I the five generie changes assumed by Clark are -
b oresee \ VAN S . assumed to be foreknown in
B o that their course may be correctly predicted, then the whole argument based on the effects of
o hold atalls o reality, however, not all changes are foreseen, Some are foreseen and some are
S indenstanding of the problem, it is essential to separate its effects from those of change as such,

po! 1 Conditions ;;tg; _\'f;m;-_(‘cm.ﬁriqn,;; Prof. Blgnight questions the use of ‘natural' prices and rates
woamic society, According 10 fum, a SOCiely mayn amic and yet all its "n' atural' | w.ﬁm' unl
o production so that the entrepreneur is not in a poalgg; 1o earn ma; profit. It is, therefore, thleuiqm'

Cietine natural' conditions as “static' conditions,

N edictable Changes Lead to Profits, Clark's arg

ement s based on the foreknowledge of change. But when once speculative ¢
ceovering new natural resources 1S removed, profit: =;dinpp“r and w]m
(v rent. This is so because all improvements are foreseen, Dynamic
okt cive rise to profits only when such changes and thei .
1 honin without Dynamic Changes. Profits may

anees | future fluctuations are unpredicatable, comp
fhevitably emerge ]
R 5. Profi Reward for R:‘.\‘k-mking. Prof, Clark mak
isk-takine. But “in an article entitled *Insurance ¢
aking accrucs (o the capitalist and not to the entrej
P interest when profit accrues to the capitalist,
6. Superfluous Distinction between Profi
dlark's dynamic theory creates an artificial distine
lark, ¢\ en the routine work of an established
B is cxercised by the entrepreneur under co!
anagement because there are no risks in a
0 remain even in a statie state for which a
e dynamic theory makes a superfluous dis
L 7. Profit a Frictional Surplus. ACCOIC
Hact, one of comparative statics. " Th
bgress of the economy. In the ultimate
ich )5 just (0 raise the economic standa

¢ Innovation Theory

S @ capitalist closed econ whic
impeter calls a *circular flow"
tetly competitive equilibrium.
Il Only exogenous factors,
orarily, and the economy Wi
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i finovator not to the capitalist but 1;}'“:‘: :;:‘t!i:‘é?;e:::r'gehz::s"nm an

i ' " g 4 1€ * m
- wiertal ahility but one who '."””"IHHT .il-::-{ uires two things : first, the e;ci’lamitle

WOl & e .1-1 uplml:nv: i !| ‘ lw!l””“ his economic [Illll'l:nn. 1:.-I Ilhc' power of diSpOSﬂl over the m
Pininbe Bt abireata thedy vise \ dkal aducty; and second, j % T “tIs of
wehinteal kpneavledpe i order o 1,....I1|u. :“ ‘.\1.I-:'Ii|l from the banks and uqcs’hlﬁ ab'f']“y tofuntap Mg
ot e 1 innovation which disturbs the circular-flow of production in the
s Brdnge abon J! fea. Thus the role ol the entrepreneur 15 quite distinct fl'Ol'I'] of

"o { J H 1 alet H Lol
and does not undertake :l?l)’ risk. quk-ldklng is the funmoncfh
Fven if the entrepreneur is the capitalist himself, he performg two
therelore, acerue to the entrepreneur as a reward for iNnovating ang

'u-h\n\\‘“ (el e -i.|u,|.- the hnll- il

Procietiog i the for ul credi
W hllh :ll l- \ln'\\l- .ll_-. H' I
e aind Teads o e Een peiee

Phie former simph mnu\:nl.a.
thnt |!1|r\1||f‘ crisd it

$ capitaling

¥ ||lll|-.
fadint o the uredit
whtone which e e A Terent Prodits

b oax o tesvand for isk il

Selmpeter, an innovation may l‘”ll‘;l'il_“’- L (1) .lhc mtroduullo.n of a ne\.v pI‘Oducl; (2)‘&];
Aceonding (o Seh |'| 1ol production; (1) the opening up of a new market; (4) the discovery of 2
vl i ([1] (4] . ] 4 gt 2 )
Tdetion of & ': “,1'|I.“ ,1:,:| 1"1| (the reorganisation of an industry. thn any one of t‘hese Innovations i
i wenr. it tends 1o reduce the cost of production of the commodity below its selli
\ i Al U, ' ' L3 =
nu..-.lt'n: \ 'il II \ ,I:,” I_Inll'l |l ll g s this parti ular mnovation remains a secret, the entrepreneur continues to eam
% VIR CIen WY AL o ' : . . 4 . " . =
|l'|:tl“_ ]Ilnl s state of altairs cannotl contimue |||l|('l|IIItL‘|_Y. (I)HICF Clltrﬁpfﬁnﬁurs fo'llow this lnnpvahgn n
| .\l“ u:nhh clusters " Competition for tactor services tends l!l raise the cost of pFOdUCtIOH, whereas Increase in
i ull..[q.n\ brines prives downward. This dual tendency nITlm;jluIy leads to lhc dlsappearance.of fits.
Ihe emergence ol profits due to an innovation is not peculiar to only one ]ndustry. Innoyatlon mpneﬁg[d
way fiduce other Innovations in related fields. The emergence of a motor car industry may in turn stimulate a
wave of new fnvestments in the construction of highways, rubber tyres and petroleum p.I'OdUCtS, ete. Profits are
both the cause and effect of innovations. The lure of profits leads entrepreneurs to innovate, and when an
\'l.'lll\‘]‘ll'l'l\‘lli moovates, |‘Il‘t|[" cmerge . ' : .
Profits continue (o arise and disappear, now in one industry and then in another. They are a temporary

phenomena which acerue to the entreprencur who innovates, But after some time when it becomes common,
profits disappean

Ity Criticisms

Sehumpeter's innovation theory has been subjected to the following criticisms : ;
; L Shareholders Earn Profits. Schumpeter does not regard profits as the reward for risk-taking. According
i 1o him, risk- taking is the function of the capitalist and not of the entrepreneur as such. But in his later book
Capitalism, Soclalism and Democracy, he points out that the rapid economic development of the 19th century
I capitalist economies was partly due to many innovations made by the entrepreneurs who also happened to
be risk-takers, It is the sharcholders of modern corporations who undertake risks and thus earn '

2. Profit the Rewand for Uncertainty. The element of uncertainty finds no place in Schumpeter's
theory. Profit is not regarded as the reward of uncertainty which is not a correct view for every inn
associated with uncertainty. If innovation takes place

ted without the element of uncertainty, the
innovation is not profit but simply wages of management.

3, Incomplete Explanarion. Innovation is not the only function of the entrepreneur for v

profit Profit accrues 10 the entreprencur because of his organisational ability, when he i
Iessvosts. Thus Schumpeter's theory is an incomplete explanation of the emergence of

isk Theory '

v _The risk theory of profit is associated with F.B. Hawley” who regards risk-taking as the m
eneur. Profit is the residual income which the J : ey

' : entrepreneur receives becaus
\eur exposes his %ur:tntcgs 10 risk, and fljm:t':i\.'e:s in tur?\ a reward in the form «
I8 irksome, 18 _an excess of payment above the actuarial value of.
undertake risks if he h e, the r
e ! rlskm only the normal return. Thenﬁng the 4

+ the ent
Tid of dﬁim
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re incapable of undertaki [P of risk-takmg especially of wisely selected"
S di€ -.-.l.‘ = mgl’isks v [
1 business are able to eam an aure O ISKS &t as a deterrent ¢
€Xess of payment above the aoctulh:risalllp\ﬂru: fo?’ntti,;p r?s?cmand |

theories, the risk theory of pro _
= Risk Unclog® Ha\\?ev d g po: ]:Lth:f also been criticised for the following reasons

“shle and non-insurable. Risks pro g _the meaning of risk. According to Knight;'ﬁsksm f
. the entrepreneur covers the i Per refer to insurable risks. Such risk-taking cannot give ri:a
g ”:k_ the cntrcpreneurnsl:{dby the payment of the premium. He dogs not gjwﬂvﬁh
it accrues to the entrepreneur . dmm his function to the insurance company WT'I?GTI&M
o et T 1€ 0L L0 the insurer, I is only the uninsurable risks which are

e 1o protits. Brofits are thus reward of uncertainty-bearing, according to Prof. Knight.
¢ . el .Nh{?n neurial Ab”"y. Rist-t*ing is not the on]y mmmw miion wmlﬂh
ergence Of proln:& Profits are a;llso due to the organisational and Mrdmatmgab;myafﬂw

v function leads to the reduction in business costs. It is also partly a reward for innovati
. -.I_‘-t[ ard o} ,;I‘I‘(Htf!ﬂg Risks, ACC-Oldi]'lg m Canrgr‘ those gnnepmﬂm Whﬂ&f& aﬂe to av i
s. Hence, profits arise not because risks are undertaken but because they are avoided by able
risks are :wonde'd1 the lfu'ger will be the profits earned by the entrepreneurs.
 Profit not Related to Size of Risk The quantum of profit in any way is not related to the size
caken It were so, every entrepreneur would involve himself into huge risks in order :

o~ “heory There s little empirical evidence to prove that entre
- nway. “all enterprises are risky for an element of uncertainty is p
- ums at making large profits. Thus “Hawley's risk theory is also an

The Uncertainty-bearing Theory

“ Frank H. Knight® regards profit as the
¢~ouches between insurable and non-insurable
wohahilin of their occurrence can be statistically
by accident are insurable. Such risks are borne by
ae incaleulable. The probability of their oce
of ticerainty in them. Such unforeseen risks
wroany can calculate the loss expected from
to Knight, is the reward of bearing non-insurable
between eaming ex post and ex ante.
Profit is thus the difference between
wonraciual income to the other factor s
and do not raise the prices of factor s
profits. If, on the other hand, they are
facior services are paid more than their
the “nirepreneur's judgement (o M
fowever, uncertainty prevails
fctor services. In other wog'ds,
betcen profit and contractual i
STireprencurial ability is small, 8
Siminishing returns which
“irepreneruship is noth

i
Uncertainty-bearing is the

_* Supply price of en
~ Supplied, But the p
FEmium' which the er
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forces, such as climatic and other unforeseen changes, are constantly causing revision of these ¢ :

s0 that the entreprencur receives only normal profit in the fong-run. Only unpredictable d_wam ©ve e i
profit. Changes in population and capital being predictable do not occasion Illi[:l:iftf-'.l '/J:mpmuw o protu
Thus profit 15 due to non-insurable risks and uncertainties generated by dynamic changes

Ity Criticisms

Knight's theory of profit is more elaborate than the other theories, because i vombines the vonceplions of
risk, of economic change and of the role of business ability. But it has its weaknesses v

1. No Clear Notion of Entreprenewrship 11 does not include a clear nation of tr.rregafc!m:siulp. Hu'u'h
function is regarded as one of the uncertainty-bearing, But in modern husiness corporations owhership is
separate from control. I)llL'ri!\'j!‘--'rl'l'l"Hki”}" 15 done h}' the salaried managers who control and f;rg,mju ﬂu m
corporation, whereas ownership rests with sharchulders who ultimately bear uncertainities of business. Yaigm
does not separate the two and his theory becomes unrealistic

2. No Solution 1o Distribution of Prafit ameny Halders of Corporations. As a vorollary, the theory doss
not solve the problem of allocation or distribution of profit among the controlling and © wnesshing groups of the
corpm’alinn and thus ]-;cgp-, the problem of the determination of pl'-‘;ﬁl unsolved ) )

3. No Empirical Evidence to Measure Uncertainty-bearing ¥onight himself finds little empirical evidence
to measure uncertainty-bearing to arrive at the quantum of profit accruing o a firm. Thus uncertainty-beatiog
explains the emergence of profit in a vague manner,

4. Changes in Population and Capital Unpredictable Knight's assertion that changes in population and
capital are predictable is “true only if we are dealing with the economy as a whole, But his study of profit is
related to a business firm for which changes in population and capital are unprediciable. And in terms of
Knight's theory, they can also lead 1o positive or negative profit.

. 5. Profit Not a Residual Income. Knight's view that profit is a residual income which accrues to the

. entrepreneur on the basis of his judgement, has also been criticised. According o JF. Weston, * The ultisate

decision-makers in a firm need not be compensated as residual income receivers. Judgement is an eoonomic

ice, The principles explaining the compensation for this service are similar to the principles explaining the
tion for other services. The exercise of judgement may be sold on a fixed-price basis or on 2 varable

s." This is how the expert managers sell their services.

Uncertainty-bearing not a .fs'::parafe Factor of Production Uncentainty-bearing cannot be looked
factor of production like land, labour or capital. It is a psychological concept which forms part of

t of production. But the supply of a factor service, much less of entreprencurial ability, depends on

ity ;ost rather than on real cost. ”

(5 Monopoly Profit. This theory throws no light on monopoly profit. Me

profits than competitive firms and they are not due % the rcser?oe):;?run(:é;:jﬁ‘;?o}y o o

these weaknesses, thésuncertainty-bearing th f Knight i At .
the nature of profit. 4 & theory of Knight is regarded as the only satisfactory

s Theory

Shackle has extended Knight's theory of profit by introduci . n :
ding to Shackle, expectations are lgf‘ tw% lypes): introducing expectations under conditions of

eneral ic
eral to the economy as a whole. They are ass(g)ci atl:d i‘;‘i particular, General

s, GNP, balanice of payments, etc. On th rivingrmd future macro- variables such a5

Aol 2 i g 3 e an P aft -
4 firm or i"d;::?’ €y are associated with such micro-vgmbﬁlel?;se;r?mmm ‘m:

y adopted by a fimm, the future pricing policy of & competitive ﬁ:m,q:,m e

o ﬂll;ﬂ!_llggmg;meyally based on general expectations, If it regarc
But there subjective certainty” in the case of

general expectations haye subjective m

WW.‘“";””"MMMW income inc

ate inventory policies, it fall py

is “subjective un €5, It eams windfall
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