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SYLLABUS

M-220 Business Economics

Unit-1
THE MARKET MECHANISM: Price and output determination.
Price policies-factors affecting pricing policy, general considerations while formulating ^ 
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MARKET: Prefect Competition, price and output determination, profit maximization as the 
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Unit-V
RENT: Meaning. Economic Rent, Quasi Rent, Rent Theories Ricardian Theory of Rent, 
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The Market MechanismUNIT- I

THE MARKET MECHANISM NOTES

:•h1 ■^:ft||;|s4;STRij(:TuRE.:;. •

1.1 Learning Objectives ..
1.2 Introduction
1.3 Demand, Supply and Price Determination
1.4 General Considerations While Formulating Pricing Policies
1.5 Factors Affecting Pricing Policy

— Internal Factors
— External Factors

1.6 Objectives of Pricing Policy
1.7 Summary
1.8 Review Questions
1.9 Further Readings

/

i

1.1 LEARNING OBTECTIVES
After going through this unit, students will be able to:

• state the concept of price and output determination;
• explain the factors effecting pricing policy;
• discuss the method of price policy formulation;
• know the objectives of pricing policy.

1.2 INTRODUCTION
Price is the measure of value for a unit of a commodity or service that 

expresses its worth relative to other goods or services. Economists define price as 
the value of any item expressed in monetary terms, money. The function of 
obtaining the best price for the greatest value is an important element in the 

purchasing cycle.
Theory of price asserts that the market price reflects interaction between 

two opposing considerations. On the one side are demand considerations based 
on marginal utility, while on the other side are supply considerations based on 
marginal cost. An. equilibrium price is supposed to be at once equal to marginal 
utility (counted in units of income) from the buyer's side and marginal cost from 
the seller's side.

Self-Instructional Material . 1



Business Economics Interaction of the free market forces of demand and supply establishes the 
general level of price for a good or service.

Market is a place where consumers meet sellers and die trading takes place. 
The consumers buy products at certain price, so money is exchanged for goods 
and services. We distinguish two types of market according the number of goods: 

• Partial market - where only one type of good is sold, for example car 
market.

NOTES

• Aggregate market - offers all kind of goods and services.
We divide market into more types according to type of object that is bought

and sold:
• market of factors of production
• market of goods and services
• finantial market 

According to size we divide:
• regional market
• national
• world market

Subjects of Market

Firms - produce goods and services and sell them to make profits. They buy 
labour, land and capital.

Households - they act like consumers, they buy goods and services. They sell the 
factors of production.

State - is a special subject of market. It helps to remove negative results of market 
and protects competition.

Market imperfections
• monopolies - if there is monopoly in the market, this is lack of competition, 

increase in prices.
• existence of public sector - some services are not profitable, that's why it 

is the government task to provide these services (social services, health 
care, education..).

• externalities - negative externalities ( for example nature pollution) have 
to be solved by the government.

1.3 DEMAND, SUPPLY AND PRICE DETERMINATION
In a market economy, the amount of a commodity people buy depends on 

its price. The higher the price of an article, other things being equal, the fewer 

units consumers are willing to buy. The lower its market price, the more units of 
it are bought. \
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The Market MechanismThere exists a definite relationship between he market price of a good and 
die quantity demanded of that good, other things held equal.

This relationship between price and quantity bought is called the demand 
schedule of demand curve.

Demand - Amount of commodity, which consumers will buy at a price over a 
period of time.

Demand Curve

The graphical presentation of the demand schedule is the demand curve. 
The demand curve for die above schedule can be shown by putting the quantity 
of cornflakes demanded on the horizontal axis and die price of cornflakes on the 
vertical axis.

Note that the quantity and price are inversely related.

NOTES
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Fig. 1.1
The curve slopes downwards. This important property is called the "law of 

downward sloping demand" It is based on common sense as well as economic 
theory and it has been empirically rested and verified for particularly all 
commodities.

The law of downward-sipping demand - The higher the price of a 
commodity, the lower the quantity demanded of such commodity, all thing being 
equal and vice versa.

Determinations of Market Demand Curve
1. Price is the major determinant of the quantity demanded. Consumers 

generally tend to buy more of a commodity when its price falls and less, 
when the price rises.

j

;
■i
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Business Economics Average level of income of consumers r with an increase I income, 
consumers are able to buy more of a commodity, other things being equal. 
However, consumers tend to buy less when their inpome falls.

► The size of the population - when the number of consumers of a 
commodity increases, more of that commodity tend to be bought

► Age structure - when a population contains more children than the old, 
demand for children's goods tend to be greater than demand for goods 
needed by the old.

► Prices and availability of related goods - some goods are close substitutes 
such as margarine and butter. If the price of one goes up, more of the 
other will be demanded.

► Tastes and preferences - represent a variety of cultural and historical 
influences.

» Special influences - weather rainfall increase demand for umbrellas, snow 
fall.

• Government legislation (taxation) - and increase in taxation means less 
income for consumers and thus a fall in consumers' demand.

» Fear of future rise in price.
1 Changes in fashion - consumers tend to buy more of the commodity they 

like best. Also new commodities tend to be preferred to old ones by 
consumers.

Note that when price changes, there is said to be a Movement along the 
curve and a change in any other variable affecting demand such as income is 
shown by a Shift in the demand curve.

Shift in Demand Curve
A change in the relationship between the price of a good and the quantity 

demanded caused by a change in •something other than the price of the good 
result in the shift of demand curve.

s.

Complements - goods whose use together enhances the satisfaction a consumer's 
needs and wants.

A fall in income will result in less being demanded at any given price. Hence 
the demand curve will shift to the left from D1 to D3.

• Increase in income
• Expectation of future increase in price
• Change in taste or fashion that makes the item more popular
• Increase in price of substitute
• Decrease in price of complement
• Increase in number of buyers served by the market

2.

NOTES
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The Market MechanismPrice

NOTES
E

0 B QuantityC A

Fig. 1.2
An increase in income will raise demand for a normal good. At a price OE 

for instance, the demand will raise form OA to OB. Similarly, at all other prices 
increase in income will result in a level of demand to the right of the existing 
demand curve. So the demand curve still shifts from D1 to D2.

Supply

In any market, there are buyers and sellers. Buyers demand goods while 
sellers supply goods.

Supply in economics is defined as the quantity of goods that sellers are 
prepared to sell at any given price over a period of time.

Supply Curve

15 200 5 10
Q

Fig. 13
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Business Economics The supply curve is upward sloping showing that companies produce more 

when price increases.

Determinants of Supply

Price - when price increases, producers are likely to expand production to take 

advantage of the higher prices and higher profits that they can make. In general, 
quantity supplied will rise if the price of the good also rises.

Cost of Production - when production costs are low relatively to the market 
price, it is prpfitable for. producers to supply a great deal. When production costs 

are high relative to price, firms produce little, switch to the production of other 

products, or may simply go out of business. Because of the cost of production 
increase at any given level of output, firms will attempt to pass on these increases 

in the form of higher prices, if they cannot change higher prices, then profits will 
fall & firms will produce less. A rise in the cost of production will lead to decrease 
in supply.

State of Technology - if new technology is introduced to the production process, 
it should lead to a fall in the costs of production.

Prices of Other Goods - changes in the prices of some goods can affect the supply 

of a particular good, i.g., if the price of beef increases substantially, there will be 

an increase in the quantity of beef supplied.

Government Legislation - antipollution centals which raise the costs of 

production. Abolition of legal barriers to setting up businesses, or tax changes 

are some examples of how government can change the level of supply in an 

industry.

Expectation of Future Events - if firms expect future prices to be much higher, 
they may restrict supplies & stockpile goods, if they expect disruption to their 

future production, because of a strike they may stockpile raw materials, paying 

for them with borrowed money thus increasing their costs and reducing supply.

Weather - in agricultural markets the weather plays a conceal role in determining 

supply. Bad weather reduces supply and good-with produces bumper yields.

Shifts in Supply

A change in the relationship between the price of a good and the quantity 

supplied in response to a change in a supply determinant other than price of the 

good causes shift in supply.
A rise in the costs of production for a firm will push its supply curve upwards 

and to the left from SI to S2 for any given quantity supplied, firms will now 

want a higher price to compensate them for the increase in their costs.

NOTES
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The Market Mechanism 'Price
S2

C NOTES
Si

B

A Quantity

Fig. 1.4

Decrease in Supply
• Change in the number of sellers
• Change in prices of factors
• Change in technology
• Change in the price of other item that can be produced
• Change in the sellers of resources
• Expectations about future prices of G&S and inputs

Price and Output Determination

The supply and demand interact to produce an equilibrium price and 
quantity, or market equilibrium.

0
0 5 10 15 20 25

Quantity

Fig. 1.5
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Business Economics The market equilibrium comes at that price and quantity where the forces 
of supply and demand are in balance. At equilibrium price, the amount that 
buyers want to buy is just equal to the amount the sellers want to sell. The reason 
why this is called equilibrium is that when Demand & Supply are in balance, 
there is reason for price to raise or fall, as long as other things remain unchanged.'

Equilibrium comes where quantity demanded equals quantity supplied. 
Only at the equilibrium price of Rs. 3 per box does amount supplied equals 
amount demanded. At too low a price, there is a shortage and price tends to rise. 
Too high price produces a surplus, which will depress price. At the equilibrium 
price of Rs. 3 there is no tendency for price to rise or fall, and inventories of 
cornflakes are neither growing nor declining. We also say that Rs. 3 is the "market 
clearing price". Meaning that all supply and demand orders are filled and 
demanders and suppliers are satisfied.

NOTES

1.4 GENERAL CONSIDERATIONS WHILE
FORMULATING PRICING POLICIES

There is a tendency to exaggerate the importance of a low price in the, 
purchasing function. The experienced purchasing agent will always avoid quick 
decisions to buy simply because the seller is quoting a price below the prevailing 
price. It must be remembered that the quality of the goods and the service offered 
are as important as the price.

During any recession or depressed market conditions, many firms would 
be happy just to maintain continuous operation and offer low prices for that 
purpose. The short-term goal for these firms is survival, with the long-term goal 
that improved economic conditions will enable them to again operate at a profit. 
After all, the primary goal of all enterprises is to operate at a profit/tHuTensuring 
continuing and expanding ventures. If the profit is reasonable and fair for the 
seller, then the price would be reasonable and fair for the buyer. Good will and 
cooperation between the seller and buyer makes for a good relationship, which 
includes reasonable and fair prices for both.

There are situations where a supplier quotes a low price in order to unload 
excess inventory that is costing carrying charges and thus tying up capital ^nd 
reducing cash flow. This can be caused by the cancellation of an order by another 
customer or can be caused by an overstock resulting from anticipation of increased 
sales that did not materialize. This may be a genuine good buy.

Then there is the low price quoted by a supplier who is financially insecure 
and just wants your order to get your money. Such low prices lose their 
attractiveness when deliveries become uncertain and are often late, quality is 
questionable and requires extensive inspection, and complaints are never 
promptly resolved. Such purchases are not in the best interest of the buyer's 
company.
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The Market MechanismThen there is the new supplier who quotes a low price and is willing to take 
less of a profit at this time in order to become established with the buyer's 
company. In this type of situation, the purchase may represent a good buy.

When the buyer receives a low price quote from any supplier, that buyer 
should be alert to all possibilities for that quote and its effect on the operation 
within the company. Find out the reason for such low price. Reputable suppliers 
will not hesitate to give you an honest answer. Beware of high-pressure tactics to 
get you to place the ordeh

Who Sets the Price? '

NOTES7

- The primary aim of the supplier is not only to remain in business but to 
'^make a profit that will permit expansion and increase profits. It has been assumed 

that the seller has the "privilege" of establishing the price at which he is willing to 
shell his product or service. In the economics of the business world, the price 
must be attractive to the buyer to result in any transaction. Otherwise, there is 
no market for the goods or services, no business transaction, and no one makes 
money.

Neither can the buyer establish the price at which he is willing to buy. 
There would not be a seller willing to sell at a price that does not include a reasonable 
profit. Thus, to have a business transaction, there must be a "meeting of the 
minds" to establish a price that is mutually agreeable to both parties.

Economic Considerations

Two types of economic considerations are involved in arriving at the price 
the seller offers to the buyer. There is the monopolistic approach, where there is 
only one supplier of the needed goods. This could happen through ownership of 
the single source, such as a mine, or the exclusive legal protection of a patent or 
copyright. Should the supplier's price be exceedingly high, there will be a 
tendency for the buyers to seek substitute goods or to ask engineering to make 
some modification in design or variation of the finished product so as not to 
require those specific goods. This can result in lessening the hold (lowering the 
price) or even eliminating the need for the monopolistic supplier.

The other consideration is the competitive method whereby two or more 
suppliers make an effort to secure the purchase order by offering the most 
favorable terms. There are two forms of competition: the perfect competitive 
method and the imperfect competitive method.

The pure or perfect competitive method exists where there are a large 
number of independent suppliers and buyers competing for identical 
commodities, dealing with each other \yet retaining the privilege of entering or 
exiting from the market at any time.' The price is usually determined by the 
supply and demand forces. \

Self-Instructional Material 9



Business Economics The oligopoly form in the imperfect competitive market exists when each 
of the limited number of suppliers is strong enough to influence the market, but 
not strong enough to disregard the reaction from his competitors. In the 
oligopolistic auto industry, no one auto maker can influence the market without 
equal or greater counter .influences from competitors. When one of the auto 
makers offers a cash rebate, the others follow with a similar or greater rebate or 
some other counter influencing offer. We see that each alone cannot influence 
the market for its own gain without the counteraction of his competitors, resulting 
in a healthy economic market.

With the lifting of the voluntary import quotas for foreign automobiles, 
more foreign cars became available to-the American consumer, which tended to 
force a reduction in the price of American-made automobiles to meet foreign 
competition and enable American auto manufacturers to retain or increase their 
share of the market. 1 - -

During the oil shortage, the oligopolistic oil suppliers of the Middle East 
acted as a monopoly and maximized their profits to such a level that buyers of oil 
were forced to look for substitute forms of energy. There was an increase in 
research efforts and exploration activities for new sites of oil reserves. Energy 
users also looked at coal, solar, and nuclear sources. This sudden increase in 
activity in quest of new oil sites (with some success) caused the Middle East oil 
suppliers to lower their prices to a level that would "equalize" the expenditures 
made for research and development activities. Some exploration projects were 
halted, but others continued so that we have now developed new sources of 
crude oil at lower prices. This sudden glut of oil caused some disintegration of 
the Middle East unity when several of these nations lowered their price to regain 

and retain their share in the crude market. ‘
^ The normal imperfect competition exists when there are a great number of 

sellers of similar products, but each with its own distinguishing feature. These 
distinguishing features are used by suppliers as persuasive arguments in their 
attempts to influence buyer's decision.

Fair and Reasonable Prices

One method of determining what is a fair and reasonable price by securing 
quotations from several potential suppliers. In all governmental agencies, as 
required by law, purchase contracts are the result of public bidding. There are 
exceptions to formal bidding - when there is an emergency, when time is too 
short to obtain formal quotes, when a patent is involved, or other conditions 
prescribed under the charter under which the agency or department operates.

In industry, formal competition bidding is used in very limited situations 
or for special projects. Industrial buyers use the b ding system to build their lists

NOTES

I

/
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of potential suppliers, especially suppliers of new goods, to seek a replacement 
for their present supplier, or to seek a quote to use in negotiations.

No two suppliers have identical costs of operation or the same eagerness 
for that purchase order, resulting in a wide range price quotes.

The buyer should use quotations as a tool in the determination of what is a 
fair and reasonable price, keeping in Mind I quality and service of that product.

The supplier must quote a price high enough to recover fixed and variable 
costs plus a profit, sometimes fair and reasonable, sometimes maximized, in order 
to grow in his business venture. The supplier's profit portion of the price contains 
what believes his superior manufacturing capabilities are worth for his product.

The Market Mechanism

NOTES

1.5 FACTORS AFFECTING PRICING POLICY
It should be recognized that the quoted price reflects more than just costs 

plus profit. The price is influenced by many factors. Particularly pertinent is 
competition among the suppliers of that commodity'and the buyers of that 
commodity. The supplier who faces a limited number of competitors will react 
differently in his pricing than the supplier who faces many active competitors. 
Also, the supplier's price is influenced by the number of prospective buyers.

Psychological factors also influence price. One is the prediction of future 
supply-demand relationships. If there is confidence in the guture of the 
relationship, there is a tendency toward higher pricing. In an atmosphere of 

pessimism, there may be a decline in the pricing. This attitude about the future 
is a sort of "sixth sense" that buyers develop through experience. An alert buyer 
can verify his personal attitude by talking with other buyers individually or 

collectively at meetings.
Another psychological factor is knowing how far you can press a bargaining 

advantage. Don't press too hard. You may eliminate a good source by attempting 
to force prices so low that the supplier may refuse to do any business with you. 
This will force you to look elsewhere to other suppliers whose prices may be 
higher than you present good supplier's.

A third psychological factor is the practice of haggling over every price 
quoted. Price haggling has reappeared, especially in the retail market, due to 
effects of discount outlets on regular retail dealers. This type of bargaining diverts 
attention from the quality of the product and services offered. Look at the food 

supermarts, especially in the produce section, where a low price will often result 
in poor quality or lesser size, giving rise to a suspicion about future "bargains" 
that works against the good will between seller and buyer.

Another psychological factor is non business considerations - gifts, 
entertainment, bribes, etc,. The buyer should be wary of these overtures, for the 
seller, in the long run, will always recoup these considerations in future prices.
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Business Economics The final price for a product may be influenced by many factors which can 
be categorized into two main groups:

• Internal Factors - When setting price, marketers must take into 
consideration several factors which are the result of company decisions 
and actions. To a large extent these factors are controllable by the company 
and, if necessary, can be altered. However, while the organization may 
have control over these factors making a quick change is not always 
realistic. For instance, product pricing may depend heavily on the 
productivity of a manufacturing facility (e.g., how much can be produced 
within a certain period of time). The marketer knows that increasing 
productivity can reduce the cost of producing each product and thus allow 
the marketer to potentially lower the product's price. But increasing 
productivity may require major changes at the manufacturing facility that 
will take time (not to mention be costly) and will not translate into lower 
price products for a considerable period oHime.

• External Factors - There are a number of influencing factors which are 
not controlled by the company but will impact pricing decisions. 
Understanding these factors requires the marketer conduct research to 
monitor what is happening in each market the company serves since the 
effect of these factors can vary by market.

Internal Factors

Marketing decisions are guided by the overall objectives of the company. 
While we will discuss important internal factors in detail here in this section, it is 
important to understand that all marketing decisions, including price, work to 
help achieve company objectives.

Corporate objectives can be wide-ranging and include different objectives 
for different functional areas (e.g., objectives for production, human resources, 
etc). While pricing decisions are influenced by many types of objectives set up 
for the marketing functional area, there are four key objectives in which price 
plays a central role. In most situations only one of these objectives will be followed, 
though the marketer may have different objectives for different products. The 
four main marketing objectives affecting price include:

• . Return on Investment (ROD - A firm may set as a marketing objective
the requirement that all products attain a certain percentage return on 
the organization's spending on marketing the product. This level of return 
along with an estimate of sales will help determine appropriate pricing 
levels needed to meet the ROI objective.

• Cash Flow - Firms may seek to set prices at a level that will insure that 
sales revenue will at least cover product production and marketing costs. 
This is most likely to occur with new products where the organizational

NOTES

/
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The Market Mechanismobjectives allow a new product to simply meet its expenses while efforts 
are made to establish the product in the market. Thispbjective allows the 
marketer to worry less about product profitability and instead directs 
energies to building a market for the product.

• Market Share - The pricing decision may be important when the firm has 
an objective of gaining a hold in a new market or retaining a certain percent 
of an existing market. For new products under this objective the price is 
set artificially low in order to capture4 sizeable portion of the market and 
will be increased as the product becomes more accepted by the target 
market (we will discuss this marketing strategy in further detail in our 
next tutorial). For existing products, firms may use price decisions to insure 

they retain market share in instances where there is a high level of market 
competition and competitors who are willing to compete on price.

• Maximize Profits - Older products that appeal to a market that is no 
longer growing may have a company objective requiring the price be set 
at a level that optimizes profits. This is often the case when the marketer 
has little incentive to introduce improvements to the product (e.g., demand 
for product is declining) and will continue to sell the same product at a 
price premium for as long as some in the market is willing to buy.

Marketing strategy concerns the decisions marketers make to help the 
company satisfy its target market and attain its business and marketing objectives. 
Price, of course, is one of the key marketing mix decisions and since all marketing 

mix decisions must work together, the final price will be impacted by how other 
marketing decisions are made. For instance, marketers selling high quality products 
would be expected to price their products in a range that will add to the perception 
of the product being at a high-level. '

It should be noted that not all companies view price as a key selling feature. 
Some firms, for example those seeking to be viewed as market leaders in product 
quality, will deemphasize price and concentrate on a strategy that highlights non- 
price benefits (e.g., quality, durability, service, etc.). Such non-price competition 
can help the company avoid potential price wars that often break out between 
competitive firms that follow a market share objective and use price as a key 
selling feature.

Costs

NOTES

For many profit making companies, the starting point for setting a product's 
price is to first determine how much it will cost to get the product to their 
customers. Obviously, whatever price customers pay must exceed the cost of 
producing a good or delivering a service otherwise the company will lose money.

When-analyzing cost, the marketer will consider all costs needed to get the 
product to market including those associated with production; marketing,
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Business Economics distribution and company administration {e.g., office expense). These costs can 
be divided into two main categories: ' ' .

• Fixed Costs - Also referred to as overhead costs, these represent costs the 
marketing organization incurs that are not affected by level of production 
or sales. For example, for a manufacturer of writing instruments that has 
just built a new production facility, whether they produce one pen or one 
million they will still heed to pay the monthly mortgage for the building. 
From the marketing side, fixed costs may also exist in the form of

„ expenditure for fielding a sales force, carrying out an advertising campaign
and paying a service to host the company's website. These costs are fixed 
because there is a level of commitment to spending that is largely not 
affected by production or sales levels

• Variable Costs - These costs are directly associated with the production 
and sales of products and, consequently, may change as the level of 
production or sales changes. Typically variable costs are evaluated on a 
per-unit basis since the cost is directly associated with individual items. 
Most variable costs involve costs of items that are either components of 
the product (e.g., parts, packaging) or are directly associated with creating 
the product (e.g., electricity to run an assembly line). However, there are 
also marketing variable costs such as coupons, which are likely to cost the 
company more as sales increase (i.e., customers using the coupon). Variable 
costs, especially for tangible products, tend to decline as more units are 
produced. This is due to the producing company's ability to purchase 
product components for lower prices since component suppliers often 
provide discounted pricing for large quantity purchases.

Determining individual unit cost can be a complicated process. While 
variable costs are often determined on a per-unit basis, applying fixed costs to 
individual products is less straightforward. For example, if a company 
manufactures five different products in one manufacturing plant how would it 
distribute the plant's fixed costs (e.g., mortgage, production workers' cost) over 
the five products? In general, a company will assign fixed cost to individual 
products if the company can clearly associate the cost with the product, such as 
assigning the cost of operating production machines based on how much time it 
takes to produce each item. Alternatively, if it is too difficult to associate to specific 
products the company may simply divide the total fixed cost by production of 
each item and assign it on percentage basis.

External Factors

Marketers should never rest on their marketing decisions, ifiey must 
continually use market research and their own judgment to determine whether 
marketing decisions need to be adjusted. When it cOmes to adjusting price, the

NOTES
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The Market Mechanismmarketer must understand what effect a change in price is likely to have on 
target market demand for a product.

Elasticity of Demand
Understanding how price changes impact the market requires the marketer 

have a firm understanding of the concept economists call elasticity of demand, 
which relates to how purchase quantity changes as prices change. Elasticity is 
evaluated under the assumption that no other changes are being made (i.e., "all 
things being equal") and, only price is adjusted. The logic is to see how price by 
itself will affect overall demand. Obviously, the chance of nothing else changing 
in the market but the price of one product is often unrealistic. For example, 
competitors may react to the marketer's price change by changing the price on 
their product. Despite this, elasticity analysis does serve as a useful tool for 
estimating market reaction.

Elasticity deals with three types of demand scenarios’:
• Elastic Demand - Products are considered to exist in a market that exhibits 

elastic demand when a certain percentage change in price results in a 
larger and opposite percentage change in demand. For example, if the 
price of a product increases (decreases) by 10%, the demand for the product 
is likely to decline (rise) by greater than 10%.

• Inelastic Demand - Products are considered to exist in an inelastic market 
when a certain percentage change in price results in a smaller and opposite 
percentage change in demand. For example, if the price of a product 
increases (decreases) by 10%, the demand for the product is likely to decline 
(rise) by less than 10%.

• Unitary Demand - This demand occurs when a percentage change in 
price results in an equal and opposite percentage change in demand. For 
example, if the price of a product increases (decreases) by 10%, the demand 
for the product is likely to decline (rise) by 10%.

For marketers the important issue with elasticity of demand is to understand 
how it impacts company revenue. In general the following scenarios apply to 
making price changes for a given type of market demand :

• For elastic markets - increasing price lowers total revenue while decreasing 
price increases total revenue.

• For inelastic markets - increasing price raises total revenue while decreasing
price lowers total revenue. 1

• For unitary markets - there is no change in revenue when price is changed. 

Customer Expectations
Possibly the most obvious external factors that influence price setting are 

the expectations of customers and channel partners. As we discussed, when it 
comes to making a purchase decision customers assess the overall "value" of a

NOTES
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Business Economics product much more than they assess the price. When deciding on a price 
marketers need to conduct customer research to determine what "price points" 
are acceptable. Pricing beyond these price points could discourage customers 
from purchasing.

Firms within the marketer's channels of distribution also must be 
considered when determining price. Distribution partners expect to receive 
financial compensation for their efforts, which usually means they will receive a 
percentage of the final selling price. This percentage or margin between what 
they pay the marketer to acquire the product and the price they charge their 
customers must be sufficient for the distributor to cover their costs and also earn 
a desired profit.

Competitive and Other Products
Marketers will undoubtedly look to market competitors for indications of 

how price should be set. For many marketers of consumer products researching 
competitive pricing is relatively easy, particularly when Internet search tools are 
used. Price analysis can be somewhat more complicated for products sold to the 
business market since final price may be affected by a number of factors including 
if competitors allow customers to negotiate their final price.

Analysis of competition will include pricing by direct competitors, related 
products'and primary products.

• Direct Competitor Pricing - Almost all marketing decisions, including 
pricing, will include an evaluation of competitors' offerings. The impact 
of this information on the actual setting of price will depend on the 
competitive nature of the market. For instance, products that dominate 
markets and are viewed as market leaders may not be heavily influenced 
by competitor pricing since they are in a commanding position to set 
prices as they see fit. On the other hand in markets where a clear leader 
does not exist, the pricing of competitive products will be carefully 
considered. Marketers must not only research competitiveprices but must

/ also pay close attention to how these companies will respond to the 
marketer's pricing decisions. For instance, in highly competitive industries, 
such Sas gasoline or airline travel, competitors may respond quickly to 
competitors' price adjustments thus reducing the effect of such changes.

• Related Product Pricing - Products that offer new ways for solving 
customer needs may look to pricing of products that customers are 
currently using even though these other products may not appear to be 
direct competitors. For example, a marketer of a new online golf instruction 
service that allows customers to access golf instruction via their computer 
may look at prices charged by local golf professionals for in-person 
instruction to gauge where to set their price. While on the surface online 
golf instruction may not be a direct competitor to a golf instructor.

NOTES
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The Market Mechanism!marketers for the online service can use the cost of in-person instruction 
as a reference point for setting price.

• Primary Product Pricing - As we know, marketers may sell products 
viewed as complementary to a primary product. For example, Bluetooth

“headsets are considered complementary to the primary product 
cellphones. The pricing of complementary products may be affected by 
pricing changes made to the primary product since customers may 
compare the price for complementary products based on the primary 
product price. For example, companies that sell accessory products for 
the Apple iPod may do so at a cost that is only 10% of the purchase price 
of the iPod. However, if Apple were to dramatically drop the price, for 
instance by 50%, the accessory at its present price would now be 20% of 
the of iPod price. This may be perceived by the market as a doubling of 
the accessory's price. To maintain its perceived value the accessory marketer

y

^ may need to respond to the iPod price drop by also lowering the price of 
the accessory.

Government Regulation
Marketers must be aware of regulations that impact how price is set in the 

markets in which their products are sold. These regulations are primarily 
government enacted meaning that there may be legal ramifications if the rules 
are not followed. Price regulations can come from any level of government and 
vary widely in their requirements. For instance, in some industries, government 
regulation may set price ceilings (how high price may be set) while in other 
industries there may be price floors (how low price may be set); Additional areas 
of potential regulation include: deceptive pricing, price discrimination, predatory 
pricing and price fixing.

Finally, when selling beyond their home market, marketers must recognize 
that local regulations may make pricing decisions different for each market. This 
is particularly a concern when selling to international markets where failure to 
consider regulations can lead to severe penalties. Consequently marketers must 
have a clear understanding of regulations in each market they serve.

NOTES

1.6 QBTECTIVES OF PRICING POLICY
The following objectives are to be considered while fixing the prices of the

product.

1. Profit maximization in the short] term
The primary objective of the firm is to maximize its profits. Pricing policy 

as an instrument to achieve this objective should be formulated in such a way as 
to maximize the sales revenue and profit. Maximum profit refers to the highest 
possible of profit. In the short run, a firm not only should be able to recover its 
total costs, but also should get excess revenue over costs. This will build the morale
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of the firm and instill the spirit of confidence in its operations. It may follow 
skimming price policy, i.e., charging a very high price when the product is 
launched to cater to the needs of only a few sections of people. It may exploit 
wide opportunities in the beginning. But it may prove fatal in the long run. It 
may lose its customers and business in the market. Alternatively, it may adopt 
penetration pricing policy i.e., charging a relatively lower price in the latter stages 
in the long run so as to attract more customers and capture the market.

2. Profit optimization in the long run
The traditional profit maximization hypothesis may not prove beneficial in 

the long run. With the sole motive of profit making a firm may resort to several 
kinds of unethical practices like charging exorbitant prices, follow Monopoly 
Trade Practices (MTP), Restrictive Trade Practices (RTF) and Unfair Trade Practices 
(UTP) etc. This may lead to opposition from the people. In order to over come 
these evils, a firm instead of profit maximization, aims at profit optimization.

Optimum profit refers to the most ideal or desirable level of profit.Hence, 
earning the most reasonable or optimum profit has become a part and parcel of 

a sound pricing policy of a firm in recent years.

3. Price Stabilization
Price stabilization over a period of time is another objective. The prices as 

far as possible should not fluctuate too often. Price instability creates uncertain 
atmosphere in busine^ circles. Sales plan becomes difficult under such 

circumstances. Hence, price stability is one of the pre requisite conditions for 
steady and persistent growth of a firm. A stable price policy only can win the 
confidence of customers and may add to the good will of the concern. It builds 
up the reputation and image of the firm.

4. Facing competitive situation
One of the objectives of the pricing policy is to face the competitive situations 

in the market. In many cases, this policy has been merely influenced by the 

market share psychology. Wherever companies are aware of specific competitive 
products, they try to match the prices of their products with those of their rivals 
to expand the volume of their business. Most of the firms are not merely interested 
in meeting competition but are keen to prevent it. Hence, a firm is always busy 

with its counter business strategy.

5. Maintenance of market share
Market share refers to the share of a firm's sales of a particular product in 

the total sales of all firms in the market. The economic strength and success of a 

firm is measured in terms of its market share. In a competitive world, each firm 
makes a successful attempt to expand its market share. If it is impossible, it has 

to maintain its existing market share. Any decline in market share is a symptom

Business Economics

NOTES
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The Market Mechanismof the poor performance of a firm. Hence, the pricing policy has to assist a firm to 

maintain its market share at any cost.

6. Capturing the Market
Another objective in recent years is to capture the market, dominate the 

market, command and control the market in the long run. In order to achieve 

this goal, sometimes the firm fixes a lower price for its product and at other times 

even it may sell at a loss in the short term. It may prove beneficial in the long run. 
Such a pricing is generally followed in price sensitive markets.

7. Entry into new markets
Apart from growth, market share expansion, diversification in its activities 

a firm makes a special attempt to enter into new markets. Entry into new markets 

speaks about the successful story of the firm. Consequently, it has to bear the 

pioneering and subsequent risks and uncertainties. The price set by a firm has to 

be so attractive that the buyers in other markets have to switch on to the products 

of the candidate firm.

8. Deeper penetration of the market
The pricing policy has to be designed in such a manner that a firm can 

make inroads into the market with minimum difficulties. Deeper penetration is 

the first step in the direction of capturing and dominating the market in the 

latter stages.

9. Achieving a target return
A predetermined target return on capital investment and sales turnover is 

another long run pricing objective of a firm. The targets are set according to the 

position of individual firm. Hence, prices of the products are so calculated as to 

earn the target return on cost of production, sales and capital investment. Different 
target returns may be fixed for different products or brands or markets but such 

returns should be related to a single overall rate of return target.

10. Target profit on the entire product line irrespective of profit level of 

individual products
The price set by a firm should increase the sale of all the products rather 

than yield a profit on one product only. A rational pricing policy should always 

keep in view die entire product line and maximum total sales revenue from the 

sale of all products. A product line may be defined as a group of products which 

have similar physical features and perform generally similar functions. In a 

product line, a few products are regarded as less profit earning products and 

others are considered as more profit earning. Hence, a proper balance in pricing 

is required.

NOTES

Self-Instructional Material 19



Business Economics 11. Long run welfare of the firm
A firm has multiple objectives. They are laid down on the basis of past 

experience and future expectations. Simultaneous achievement of all objectives 
are necessary for the over all growth of a firm. Objective of the pricing policy has 
to be designed in such a way as to fulfill the long run interests of the firm keeping 
internal conditions and external environment in mind.
12. Ability to pay

Pricing decisions are sometimes taken on the basis of the ability to pay of 
the customers, i.e., higher price can be charged to those who can afford to pay. 
Such a policy is generally followed by those people who supply different types of 
services to their customers.

13. Ethical Pricing
Basically, pricing policy should be based on certain ethical principles. 

Business without ethics is a sin. While setting the prices, some moral standards 
are to be followed. Although profit is one of the most important objectives, a firm 
cannot earn it in a moral vacuum. Instead of squeezing customer, a firm has to 
charge moderate prices for its products. The pricing policy has to secure reasonable 
amount of profits to a firm to preserve the interests of the community and promote 
its welfare.

NOTES

1.7 SUMMARY

Price is the measure of value for a unit of a commodity or service that 
expresses its worth relative to other goods or services. Economists define 

price as the value of any item expressed in monetary terms, money.

Interaction of the free market forces of demand and supply establishes 
the general level of price for a good or service.

A change in the relationship between the price of a good and the quantity 

supplied in response to a change in a supply determinant other than price 
of the good causes shift in supply.

A change in the relationship between the price of a good and the quantity 
demanded caused by a change in something other than the price of the 

good result in the shift of demand curve.

The primary objective of the firm is to maximize its profits. Pricing policy 

as an instrument to achieve this objective should be formulated in such a 

way as to maximize the sales revenue and profit.

One of the objectives of the pricing policy is to face the competitive 

situations in the market. In many cases, this policy has been merely 

influenced by the market share psychology.
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1.8 REVIEW QUESTIONS The Market Mechanism

1. What are the major determinants of supply?

2. How is market price determined? Discuss.

3. Explain the important factors affecting pricing policy.

4. What are the principal objectives of pricing policy?

5. Discuss the important economic issues taken under consideration while 

formulating pricing policy. ‘

NOTES

1.9 FURTHER READINGS
• Misra, S. K. and Puri, Microeconomics: Theory and Applications, 

Himalaya Publisher, New Delhi.
• McConnell, Campbell R. and Stanley Brue, Principles of Economics, 

sixteenth edition. New York: McGraw-Hill / Irwin, 2004.
• Jhingan, M. L., Modem Microeconomics, Vrinda Publications P. Ltd., 
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• Dhingra, I. C and Garg, V. K., Introductory Micro Economics, Sultan 
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Business Economics UNIT- II

MARKET AND ITS 

CLASSIFICATION
NOTES

w1.: •:
■i#STRUCTURE ; -

2.1 Learning Objectives
2.2 Introduction
2.3 Perfect Competition 

— Characteristics 
— . Profit

2.4 Imperfect Competition
2.5 Monopoly

— Market Structures
— Characteristics

2.6 Monopolistic Competition
2.7 Oligopoly
2.8 Duopoly j
2.9 Summary
2.10 Review Questions
2.11 Further Readings

2.1 LEARNING OBIECTIVES
After going through this unit, students will be able to:

• state the concept of and features of perfect competitive market;
• explain the nature and function of monopoly;
• understand operation of monopolistic competitive market;
• know characteristics of oligopolistic market.

2.2 INTRODUCTION
The mechanics of profit maximization depend on the structure of the market 

in which the firm operates (e.g.f competitive, monopolistic, oligopolistic etc.).
In economics, profit maximization is the process by which a firm determines 

the price and output level that returns the greatest profit. There are several 
approaches to this problem. The total revenue-total cost method relies! on the 

fact that profit equals revenue minus cost, and the marginal revenue-marginal
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Market and Its 
Classification

cost method is based on the fact that total profit in a perfectly competitive market 
reaches its maximum point where marginal revenue equals marginal cost.

The degree to which a market or industry can be described as competitive 
depends in part on how many suppliers are seeking the demand of consumers 
and the ease with which new businesses can enter and exit a particular market in 
the long run.

The spectrum of competition ranges from highly competitive markets where 
there are many sellers, each of whom has little or no control over the market 
price - to a situation of pure monopoly where a market or an industry is 
dominated by one single supplier who enjoys considerable discretion in setting 
prices, unless subject to some form of direct regulation by the government.

In many sectors of the economy markets are best described by the term 
oligopoly - where a few producers dominate the majority of the market and the 
industry is highly concentrated. In a duopoly two firms dominate the market 
although there may be many smaller players in the industry.

NOTES

2.3 PERFECT COMPETITION
In neoclassical economics and microeconomics, perfect competition occurs 

in markets in which no participant has market power. Because the conditions for 
perfect competition are strict, there are few if any perfectly competitive markets.

Characteristics

Generally, a perfectly competitive market exists when every participant is a 
"price taker," and no participant influences the price of the product it buys or 
sells. Specific characteristics may include:

• Infinite Buyers/Infinite Sellers - Infinite consumers with the willingness 
and ability to buy the product at a certain price, Infinite producers with 
the willingness and ability to supply the product at a certain price.

• Zero Entry/Exit Barriers - It is relatively easy to enter or exit as a business 
in a perfectly competitive market.

• Perfect Information - Prices and quality of products are assumed to be 
known to all consumers and producers.

• Transactions are Costless - Buyers and sellers incur no costs in making 

an exchange.
• Firms Aim to Maximize Profits - Firms aim to sell where marginal costs 

meet marginal revenue, where they generate the most profit.
• Homogeneous Products - The characteristics of any given market good 

or service do not vary across suppliers.
Some subset of these conditions is presented in most textbooks as defining 

perfect competition. More advanced textbooks try to reconcile these conditions
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with the definition of perfect competition as equilibrium price taking; that is 
whether or not firms treat price as a parameter or a choice variable. It should be 

noted that a general rigorous proof that the above conditions indeed suffice to 
guarantee price taking is still lacking.

In the short term, perfectly-competitive markets are productively inefficient 
as output will not occur where marginal cost is equal to average cost, but 
allocatively efficient, as output will always occur where marginal cost is equal to 
marginal revenue, and therefore where marginal cost equals average revenue. In 
the long term, such markets are both allocatively and productively efficient.

Under perfect competition, any profit-maximizing producer faces a market 
price equal to its marginal cost. This implies that a factor's price equals the factor's 
marginal revenue product. This allows for derivation of the supply curve on which 
the neoclassical approach is based. (This is also the reason why "a monopoly does 

not have a supply curve.") The abandonment of price taking creates considerable 
difficulties to the demonstration of existence of a general equilibrium except under 
other, very specific conditions such as that of monopolistic competition .

Business Economics

NOTES

Price -.
MC
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\

D = AR = MRP
C

Qi Quantity

In the short-run, it is possible for an individual firm to make a profit. This situation is 
shown in this diagram, as the price or average revenue, denoted by P, is above the 
average cost denoted by C .

However, in the long period, positive profit cannot be sustained. The arrival 
of new firms or expansion of existing firms (if returns to scale are constant) in the 
market causes the (horizontal) demand curve of each individual firm to shift 
downward, bringing down at the same time the price, the average revenue and i 
marginal revenue curve. The final outcome is that, in the long run, the firm will |, 
make only normal profit (zero economic profit). Its horizontal demand curve 
will touch its average total cost curve at its lowest point.

As mentioned above, the perfect competition model, if interpreted as i 
applying also to short-period or very-short-period behaviour, is approximated? 

only by markets of homogeneous products produced and purchased by very,> 
many sellers and buyers, usually organized markets for agricultural products drf
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raw materials. In real-world markets, assumptions such as perfect information 
cannot be verified and are only approximated in organized double-auction 
markets where most agents wait and observe the behaviour of prices before 
deciding to exchange (but in the long-period interpretation perfect information 
is not necessary, the analysis only aims at determining the average around which 
market prices gravitate, and for gravitation to operate one does not need perfect 
information).

NOTES

MCPrice

P Demand

O Q Quantity

In a perfectly competitive market, a firm's demand curve is perfectly elastic.
In the absence of externalities and public goods, perfectly competitive 

equilibria are Pareto-efficient, i.e. no improvement in the utility of a consumer is 
possible without a worsening of the utility of some other consumer. This is called 
the First Theorem of Welfare Economics. The basic reason is that no productive 
factor with a non-zero marginal product is left unutilized, and the units of each 
factor are so allocated as to yield the same indirect marginal utility in all uses, a 
basic efficiency condition (if this indirect marginal utility were higher in one use 
than in other ones, a Pareto improvement could be achieved by transferring a 
small amount of the factor to the use where it yields a higher marginal utility).

A simple proof assuming differentiable utility functions and production 
functions is the following. Let w. be the 'price' (the rental) of a certain factor j, let 

and MPj2 be its marginal product in the production of goods 1 and 2, and let 
Pj and p2 be these goods' prices. In equilibrium these prices must equal the 
respective marginal costs MC1 and MC2; remember that marginal cost equals 
factor 'price' divided by factor marginal productivity (because increasing the 
production of good i by one very small unit through7 increase of the employment 
of factor j requires increasing the factor employment by 1/MP.. and thus increasing
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Business Economics the cost by wJMP^ and through the condition of cost minimization that marginal 
products must be proportional to factor "prices' it can be shown that the cost 
increase is the same if the output increase is obtained by optimally varying all 
factors). Optimal factor employment by a price-taking firm requires equality of 
factor rental and factor marginal revenue product, so we obtain
p=MC=wJhA.P ,, v*sMC=wJMP~.r i 1 j jl' r 2 )2 l )2

Now choose any consumer purchasing both goods, and measure his utility 
in such units that in equilibrium his marginal utility of money (the increase in 
utility ,due to the last unit of money spent on each good), MUfo^MUJpy is 1. 
Then , p=MUr The indirect marginal utility of the factor is the increase
in the utility of our consumer achieved by an increase in the employment of the 
factor by one (very small) unit; this increase in utility through allocating the small 
increase in factor utilization to good' 1 is MPjlMU=MP}1plsswi, and through 
allocating it to good 2 it is MPj^AU^MP^p^tv. again. With our choice of units 
the marginal utility of the amount of the factor consumed directly by the 
optimizing consumer is again w, so the amount supplied of the factor too satisfies 
the condition of optimal allocation.

Monopoly violates this optimal allocation condition, because in a 
monopolized industry market price is above marginal cost, and this means that 
factors are underutilized in the monopolized industry, they have a higher indirect 
marginal utility than in their uses in competitive industries. Of course this theorem 

is considered irrelevant by economists who do not believe that general equilibrium 
theory correctly predicts the functioning of market economies; but it is given 
great importance by neoclassical economists and it is the theoretical reason given 

by them for combating monopolies and for antitrust legislation.

Profit

NOTES

■. V'

In contrast to a monopoly or oligopoly, it is impossible for a firm in perfect 
competition to earn economic profit in the long run, which is to say that a firm 
cannot make any more money than is necessary to cover its economic costs. In 

order not to misinterpret this zero-long-run-profits thesis, it must be remembered 
that the term 'profit' is also used in other ways. Neoclassical theory defines profit 
as what is left of revenue after all costs have been subtracted, including normal 
interest on capital plus the normal excess over it required to cover risk, and normal 
salary for managerial activity. Classical economists on the contrary defined profit 
as what is left after subtracting costs except interest and risk coverage; thus, if , 
one leaves aside risk coverage for simplicity, the neoclassical zero-long-run-profit 
thesis would be re-expressed in classical parlance as profits coinciding with interest i 
in the long period, i.e. the rate of profit tending to coincide with the rate of interest. ^ 
Profits in the classical meaning do not tend to disappear in the long period but;
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tend to normal profit. With this terminology, if a firm is earning abnormal profit 
in the short term, this will act as a trigger for other firms to enter the market. 
They vyill compete with the firstjirm, driving the market price down until all 
firms are earning normal profit only.

It is important to note that perfect competition is a sufficient condition for 

allocative and productive efficiency, but it is not a necessary condition. Laboratory 

experiments in which participants have significant price setting power and little 
or no information about their counterparts consistently produce efficient results 

given the proper trading institutions.

The Shutdown Poim

When a firm is making a loss, it will have to decide whether to continue 

production or not. This decision will, in fact, depend on the different total costs 

levels and whether the firm is operating in the short run or in the long run.
If the firm is in the short run, and is making a loss whereby:

• Total costs (TC) is greater than total revenue (TR)

• and whereby total revenue is greater or equal to total variable cost (TVC)
It is advisable for the firm to continue production. If it fails to achieve these

conditions, it is advised to close down so that the only costs the firm will have to 

pay will be the fixed costs.
Even if the firm stops producing, it will have to continue to meet the level 

nf fixed costs. Since whether the firm produces or not, it will have to pay fixed 

costs, it is better for it to continue production in an attempt to decrease total costs 

and increase total revenue, thus making profits. This can be done by:

• Increasing productivity. The most obvious methods involve automation 

and computerization which minimize the tasks that must be performed 

by employees. All else constant, it benefits a business to improve 

productivity, which over time lowers cost and (hopefully) improves ability 

to compete and make profit.

• Adopting new methods of production like just in time or lean 

manufacturing in an attempt to reduce costs and wastages.
In the long run, the condition to continue producing requires the price P to 

be higher than the ATC, i.e., the line representing market price should be above 

the minimum point of the ATC curve.
If P is equal to ATC, the firm is indifferent between shutting down and 

continuing to produce. This case is different from the short run shut down-case 

because-in long run there's no longer a fixed cost (everything is variable).

NOTES
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Short-Run Supply CurveBusiness Economics

the MCThe short run supply curve for a perfectly competitive firm is 
curve at and above the shutdown point. Portions df the marginal cost curve below 
the shut down point are not part of the SR supply curve because the firm is notNOTES

producing in that range. Technically the SR supply curve is a discontinuous 
function composed of the segment of the MC curve at.and above minimum of 
the average variable cost curve and a segment that runs with the vertical axis 
from the origin to but not including a point "parallel" to minimum average variable
costs.

2.4 IMPERFECT COMPETITION
In economic theory, imperfect competition is the competitive situation in 

any market where the conditions necessary for perfect competition are not satisfied. 
It is a market structure that does not meet the conditions of perfect competition. 

Forms of imperfect competition include:
Monopoly, in which there is only one seller of a good.

• Oligopoly, in which there is a small number of sellers.
• Monopolistic competition, in which there are many sellers producing 

highly differentiated goods.
• Monopsony, in which there is only one buyer of a good.
• Oligopsony, in which there is a small number of buyers.

Price'1

Pm

Qm Quantity

There may also be imperfect competition in markets due to buyers or sellers 
lacking information about prices and the goods being traded.

There may also be imperfect competition due to a time lag in a market. An 
example is die "jobless recovery". There are many growth opportunities available

/
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after a recession, but it takes time for employers to react, leading to high 
unemployment. High unemployment decreases wages, which makes hiring more 
attractive, but it takes time for new jobs to be created.

Market and Its 
Classification

NOTES2.5 MONOPOLY
Monopoly exists when a specific individual or an enterprise has sufficient 

control over a particular product or service to determine significantly the terms 
on which other individuals shall have access to it. Monopolies are thus 
characterized by a lack of economic competition for the good or service that they 

'provide and a lack of viable substitute goods. The verb "monopolize" refers to 
the process by which a firm gains persistently greater market share than what is 
expected under perfect competition.

A monopoly must be distinguished from monopsony, in which there is 
only one buyer of a product or service; a monopoly may also have monopsony 
control of a sector of a market. Likewise, a monopoly should be distinguished 

from a cartel (a form of oligopoly), in which several providers act together to 
coordinate services, prices or sale of goods. Monopolies can form naturally or 

through vertical or horizontal mergers. A monopoly is said to be coercive when 

the monopoly firm actively prohibits competitors from entering the field.
In many jurisdictions, competition laws place specific restrictions on 

monopolies. Holding a dominant position or a monopoly in the market is not 
illegal in itself, however certain categories of behavior can, when a business is 
dominant, be considered abusive and therefore be met with legal sanctions. A 
government-granted monopoly or legal monopoly, by contrast, is sanctioned by 
the state, often to provide an incentive to invest in a risky venture or enrich a 

domestic constituency. The government may also reserve the venture for itself, 
thus forming a government monopoly.

Market Structures

In economics, monopoly is a pivotal area to the study of market structures, 
which directly concerns normative aspects of economic competition, and sets 
the foundations for fields such as industrial organization and economics of 
regulation. There are four basic types of market structures under traditional 
economic analysis: perfect competition, monopolistic competition, oligopoly and 
monopoly. A monopoly is a market structure in which a single supplier produces 
and sells the product. If there is a single seller in a certain industry and there are 
no dose substitutes for the goods being produced, then the market structure is 

that of a "pure monopoly". Sometimes, there are many sellers in an industry 
and/or there exist many close substitutes for the goods being produced, but 
nevertheless firms retain some market power. This is called monopolistic.

y?• - v
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Business Economics competition, whereas in oligopoly the main theoretical framework revolves around 
firm's strategic interactions.

In general, the main results from this theory refer to compare price-fixing 
methods across market structures, analyze the impact of a certain structure on 
welfare, and play with different variations of technological/demand assumptions 
in order to assess its consequences on the abstract model of society. Most economic 
textbooks follow the practice of carefully explaining the perfect competition 
model, only because of its usefulness to understand "departures" from it (the so 
called imperfect competition models).

The boundaries of what constitutes a market and what doesn't, is a relevant 
distinction to make in economic analysis. In a general equilibrium context, a 
good is a specific concept entangling geographical and time-related characteristics 
(grapes sold in October of 2009 in Moscow is a different good from grapes sold in 

October of 2009 in New York). Most studies of market structure relax a little 
their definition of a good, allowing for more flexibility at the identification of 
substitute-goods. Therefore, one can find an economic analysis of the market of 

grapes in Russia, for example, which is not a market in the strict sense of general 
equilibrium theory.

Characteristics

• Single Seller: In a monopoly there is one seller of the monopolized good 
who produces all the output. Therefore, the whole market is being served 

by a single firm, and for practical purposes, the firm is the same as the 

industry. In a competitive market (that is, a market with perfect 
competition) there are an infinite number of sellers each producing an 
infinitesimally small quantity of output.

• Market Power: Market Power is the ability to affect the terms and 
conditions of exchange so that the price of the product is set by the firm 
(price is not imposed by the market as in perfect competition). Although 

a monopoly's market power is high it is still limited by the demand side of 
the market. A monopoly faces a negatively sloped demand curve not a 

.perfectly inelastic curve. Consequently, any price increase will result in 
the loss of some customers.

• High Barriers to Entry and Competition: Monopolies derive their market 
power from barriers to entry - circumstances that prevent or greatly impede 
a potential competitor's entry into the market or ability to compete in the 
market. There are three major types of barriers to entry; economic, legal 
and deliberate.

• Economic Barriers: Economic barriers include economies of scale, capital 
requirements, cost advantages and technological superiority.

NOTES
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• Economies of scale: Monopolies are characterized by declining costs over 
a relatively large range of production. Declining costs coupled with large 

start up costs give monopolies an advantage over would be competitors. 
Monopolies are often in a position to cut prices below a new entrant's 
operating costs and drive them out of the industry. Further the size of the 
industry relative to the minimum efficient scale may limit the number of 
firms that can effectively compete within the industry. If for example the 
industry is large enough to support one firm of minimum efficient scale 
then other firms entering the industry will operate at a size that is less 
than MES meaning that these firms cannot produce at an average cost 
that is competitive with the dominant industry.

• Capital requirements: Production processes that require large 
investments of capital, or large research and development costs or 
substantial sunk costs limit the number of firms in an industry. Large 
fixed costs also make it difficult for a small firm to enter an industry and 

expand.

• Technological Superiority: A monopoly may be better able to acquire, 
integrate and use the best possible technology in producing its goods while 
entrants do not have the size or fiscal muscle to use the best available 
technology. In plain English one large firm can sometimes produce goods 

cheaper than several small firms.

• No Substitute Goods: A monopoly sells a good for which there is no 
close substitutes. The absence of substitutes makes the demand for the 
good relatively inelastic enabling monopolies to extract positive profits.

• Control of Natural Resources: A prime source of monopoly power is the 
control of resources that are critical to the production of a final good.

• Legal Barriers: Legal rights can provide opportunity to monopolize the 
market in a good. Intellectual property rights, including patents and 
copyrights, give ^ monopolist exclusive control over the production and 
selling of certain goods. Property rights may give a firm the exclusive 

control over the materials necessary to produce a good.

• Deliberate Actions: A firm wanting to monopolize a market may engage 
in various types of deliberate action to exclude competitors or eliminate 

competition. Such actions include collusion, lobbying governmental 
authorities, and force.

In addition to barriers to entry and competition, barriers to exit may be a 

source of market power. Barriers to exit are market conditions that make it difficult 
or expensive for a firm to leave the market. High liquidation costs are a primary 

barrier to exit. Market exit and shutdown are separate events. The decision

NOTES
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Business Economics whether to shut down or operate is not affected by exit barriers. A firm will shut 
down if price falls below minimum average variable costs.

Monopoly and Efficiency,

According to the standard model, in which a monopolist sets a single price 
for all consumers, the monopolist will sell a lower quantity of goods at a higher 

price than would firms under perfect competition. Because, the monopolist 
ultimately forgoes transactions with consumers who value the product or service 
more than its cost, monopoly pricing creates a deadweight loss referring to 

potential gains that went neither to the monopolist or to consumers. Given the 
presence of this deadweight loss, the combined surplus (or wealth) for the 
monopolist and consumers is necessarily less than the total surplus obtained by 

consumers under perfect competition. Where efficiency is defined by the total 
gains from trade, the monopoly setting is less efficient than perfect competition.

NOTES
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Surpluses and deadweight loss created by monopoly price setting

It is often argued that monopolies tend to become less efficient and 
innovative over time, becoming "complacent giants", because they do not have 

to be efficient or innovative to compete in the marketplace. Sometimes this very 
loss of psychological efficiency can raise a potential competitor's value enough to 
overcome market entry barriers, or provide incentive for research and investment 
into new alternatives.

The theory of contestable markets argues that in some circumstances 
(private) monopolies are forced to behave as if there were competition because of 
the risk of losing their monopoly to new entrants. This is likely to happen where 

a market's barriers to entry are low. It might also be because of the availability in 
the longer term of substitutes in other markets. For example, a canal monopoly, 
while worth a great deal in the late eighteenth century United Kingdom, was !

Qm
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worth much less in the late nineteenth century because ot the introduction of 
railways as a substitute.

Market ana Its' 
Classification

2.6 MONOPOLISTIC COMPETITION
NOTES

Monopolistic competition is a common market structure where many 
competing producers sell products that are differentiated from one another (that 
is, the products are substitutes, but are not exactly alike, similar to brand loyalty). 
Many markets are monopolistically competitive; common examples include the 
markets for restaurants, cereal, clothing, shoes, and service industries in large 
cities. The "founding father" of the theory of monopolistic competition was 

Edward Hastings Chamberlin in his pioneering book on the subject Theory of 
Monopolistic Competition (1933).
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Short-run equilibrium of the firm under monopolistic competitiontv
Monopolistically competitive markets have the following characteristics:

• There are many producers and many consumers in a given market, and 
no business has total control over the market price.

• Consumers perceive that there are non-price differences among the 
competitors' products.

• There are few barriers to entry and exit.
• Producers have a degree of control over price.

Long-Run Equilibrium of the Firm Under Monopolistic Competition

The characteristics of a monopolistically competitive market are almost the 
same as in perfect competition, with the exception of monopolistic competition 
having heterogeneous products, and that monopolistic competition involves a 
great deal of non-price competition (based on subtle product differentiation). A 
firm making profits in the short run will break even in the long run because
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Business Economics demand will decrease and average total cost will increase. This means in the long 
run, a monopolistically competitive firm will make zero economic profit. This 
gives the amount of influence over the market; because of brand loyalty, it can 
raise its prices without losing all of its customers. This means that an individual 
firm's demand curve is downward sloping, in contrast to perfect competition, 
which has a perfectly elastic demand schedule.

Major Characteristics t

There are six characteristics of monopolistic competition (MC):
• product differentiation
• many firms
• free entry and exit in long run
• Independent decision making J
• Market Power
• Buyers and Sellers have perfect information

Product Differentiation

MC firms sell products that have real or perceived non-price differences. 
However, the differences are not so great as to eliminate goods as substitutes. 
Technically the cross price elasticity of demand between goods would be positive.In 

fact the XED would he high. MC goods are best described as close but imperfect 
subsitutes. The goods perform the same basic functions. The differences are in 
"qualities" and circumstances such as type, style, quality, reputation, appearance 
and location that tend to distinguish goods. For example, the function of motor 
vehilces is basically the same - to get from points to B in reasonable comfort and 
safety. Yet there are many different types of motor vehicles, motor scooters, motor 
cycles, trucks, cars and SUVs.
Many Finns

There are many firms in each MC product group and many firms on the 
side lines prepared to enter the market. A product group is a "collection of similar 
products"The fact that there are "many firms" gives each MC firm the freedom 
to set prices without engaging in strategic decision making.The requirements 
assures that each firm's actions have a negligible impact on the market. For 
example, a firm could cut prices and increase sales without fear that its actions 
will prompt retaliatory responses from competitors.

How many firms will an MC market structure support at market 
equilibrium? The answer depends on factors such as fixed costs, economies of j 
scale and the degree of product differentiation. For example, the higher the fixed j 
costs the fewer firms the market will support. Also the greater the degree of j 
product differentiation - the more the firm can separate itself from the pack - the I 
fewer firms there will be in market equilibrium..

NOTES
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Free Entry and Exit

In the long run there is free entry and exit. There are numerous firms 
awaiting to enter the market each with its own "unique" product or in pursuit of 
positive profits and any firm unable to cover its costs can leave the market withtout 
incurring liquidation costs. This assumption implies that there are low start up 

costs, no sunk costs and no exit costs.
Independent Decision Making

Each MC firm independently sets the terms of exchange for its product. 
The firm gives no consideration to what effect its decision may have on competitors. 
The theory is that any action will have such a negligible effect on the overall 
market demand that an MC firm can act without fear of prompting hightened 

competition. In other words each firm feels free to set prices as if it were a 

monopoly rather than an oligopoly.
Market Power

MC firms have some degree of market power. Market power means that 
the firm has control over the terms and conditions of exchange. An MC firm can 
raise it prices without losing all its customers. The firm can also lower prices 
without triggering a potentially ruinous price war with competitors. The source 
of an MC firm's market power is not barriers to entry since there are none. An 

MC firm derives it's market power from the fact that it has relatively few 
competitors, competitors do not engage in strategic decision making and the 

firms sells differentiated product.Market power also means that an MC firm faces 
a downward sloping demand curve. The demand curve is highly elastic although 

not "flat".
Perfect Information

Buyers know exactly what goods are being offered, where the goods are 
being sold, all differentiating characteristics of the goods, the good's price, whether 

a firm is making a profit and if so how much.

NOTES

2.7 OLIGOPOLY
Oligopoly is a market form in which a market or industry is dominated by 

a small number of sellers (oligopolists). The word is derived, by analogy^ with 
"monopoly", from the Greek oligoi 'few' and poleein 'to sell'. Because there are 
few sellers, each oligopolist is likely to be aware of the actions of the others. The 
decisions of one firm influence, and are influenced by, the decisions of other 
firms. Strategic planning by oligopolists needs to take into account the likely 
responses of the other market participants. This causes oligopolistic markets and 
industries to b!e a high risk for collusion.
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Business Economics Oligopoly is a common market form. As a quantitative description of 
oligopoly, the four-firm concentration ratio is often utilized. This measure expresses 
the market share of the four largest firms in an industry as a percentage.

Oligopolistic competition can give rise to a wide range of different outcomes. 
In some situations, the firms may employ restrictive trade practices (collusion, 
market sharing etc.) to raise prices and restrict production in much the same 
way as a monopoly. Where there is a formal agreement for such collusion, this is 
known as a cartel. A primary example of such a cartel is OPEC which has a 
profound influence on the international price of oil.

Firms' often collude in an attempt to stabilize unstable markets, so as to 
reduce the risks inherent in these markets for investment and product 
development. There are legal restrictions on such collusion in most countries. 
There does not have to be a formal agreement for collusion to take place (although 
for the act to be illegal there must be actual communication between companies) 
- for example, in some industries, there may be an acknowledged market leader 
which informally sets prices to which other producers respond, known as price 
leadership.

NOTES

Oligopoly Making a Profit
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In other situations, competition between sellers in an oligopoly can be fierce, 
with relatively low prices and high production. This could lead to an efficient 
outcome approaching perfect competition. The competition in an oligopoly can 
be greater than when there are more firms in an industry if, for example, the 
firms were only regionally based and did not compete directly vyith each other.

Thus the welfare analysis of oligopolies is sensitive to the parameter values 
used to define the market's structure. In particular, the level of dead weight loss is 
hard to measure. The study of product differentiation indicates that oligopolies 
might also create excessive levels of differentiation in order to stifle competition.

, -V, /
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Characteristics

• Profit maximization conditions: An oligopoly maximizes profits by 
producing where marginal revenue equals marginal costs.

• Ability to set price: Oligopolies are price setters rather than price takers
• Entry and Exit: Barriers to entry- are high. The most important barriers 

are economies of scale, patents, access to expensive and complex 
technology and strategic actions by incumbent firms designed to 
discourage or destroy nascent firms.

• Number of firms: "Few" - a "handful" of sellers. There are so few firms 
that the actions of one firm can influence the actions of the other firms.

• Long Run Profits: Oligopolies can retain long run abnormal profits. High 
barriers of entry prevent sideline firms from entering market to capture 
excess profits.

• Product differentiation: Product may be standardized, steel, or 
differentiated, automobiles.

•. Perfect Knowledge: Assumptions about perfect knowledge vary but the 
knowledge of various economic actors can be generally described as 
selective. Oligopolies have perfect knowledge of their own cost and demand 

functions but their inter-firm information may be incomplete. Buyers have 
only imperfect knowledge as to price, cost and product quality.

• Interdependence: The distinctive feature of an oligopoly is 
interdependence. Oligopolies are typically composed of a few large firms. 
Each firm is so large that its actions affect market conditions. Therefore 
the competing firms will be aware of a firm's market actions and will 
respond appropriately. This means that in contemplating a market action 

a firm must take into consideration the possible reactions of all competing 
firms and the firm's countermoves. It is very much like a game of chess or 
pool in which a player must anticipate a whole sequence of moves and 

countermoves in determining how to achieve his objectives. For example, 
an oligopoly that is considering a price reduction may wish to estimate 
the likelihood that competing firms would also lower their prices and 
possibly trigger a ruinous price war. Or if the firm is considering a price 
increase it may want to know whether other firms will also increase prices 

or hold existing prices constant. This high degree of interdependence and 
need to be aware of what the other guy is doing or might do is to be 

contrasted with lack of interdependence in other market structures. In a 

PC market there is zero interdependence because no firm is large enough 
to affect.market price. All firm's in a PC market are price takers information 

which they robotically follow in maximizing profits; In a monopoly there

/
NOTES

Self-Instructional Material 37



Business Economics is quite simply no competitors to be concerned about. In a monopolistically 
competitive market each firm's effects on market conditions is so negligible 
as to be safely ignored by competitors.

NOTES
Collusive Pricing
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Modeling

There is no single model describing the operation of an oligopolistic market. 
The variety and complexity of the models is due to the fact that you can have two 
to 102 firms competing on the basis of price, quantity, technological innovations, 
marketing, advertising and reputation. Fortunately, there are a series of simplified 
models that attempt to describe market behavior under certain circumstances. 
Some of the better known models are the dominant firm model, the Coumot- 
Nash model, the Bertrand model and the kinked demand model.

Dominant Firm Model

In some markets there is a single firm that controls a dominant share of the 
market and a group of smaller firms. The dominant firm sets prices which are 
simply taken by the smaller firms in determining their profit maximizing levels 

of production. This type of market is practically a monopoly and an attached 
perfectly competitive market in which price is set by the dominant firm rather 
than the market.

The demand curve for the dominant firm is determined by subtracting the 
supply curves of all the small firms from the industry demand curve. After 

estimating its net demand curve (market demand less the supply curve of the 
small firms) the dominant firm maximizes profits by following the normal p- 
max rule of producing where marginal revenue equals marginal costs. The small 
firms maximize profits by acting as PC firms - equating price to marginal costs.
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The Kinked Demand Curve Model

According to this model, each firm faces a demand curve kinked at the 
existing price. The conjectural assumptions of the model are (1) if a firm raises its 
price above the existing price competitor will not follow and the acting firm will 
lose market share (2) if a firm lowers price below the existing price then 
competitors will follow to preserve their market share and the acting firm's output 
will increase only slightly.

If the assumptions hold then:
• The firm's marginal revenue curve is discontinuous, has a gap, at the kink
• For prices above the prevailing price the curve is relatively elastic
• For prices below the point the curve is relatively inelastic

The gap in the marginal revenue curve means that marginal costs can 
fluctuate without changing equilibrium price and quantity. Thus prices tend to 
be rigid.

Demand Curve

Market and Its 
Classification

NOTES
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Above the kink, demand is relatively elastic because all other firms' prices 

remain unchanged. Below the kink, demand is relatively inelastic because all 
other firms will introduce a similar price cut, eventually leading to a price war. 
Therefore, the best option for the oligopolist is to produce at point E which is the 
equilibrium point and the kink point. This is a theoretical model proposed in 
1947, which has failed to receive conclusive evidence for support.

In an oligopoly, firms operate under imperfect competition. With the fierce 
price competitiveness created by this sticky-upward demand curve, firms use 
non-price competition in order to accrue greater revenue and market share.

"Kinked" demand curves are similar to traditional demand curves, as they 
are downward-sloping. They are distinguished by a hypothesized convex bend 
with a discontinuity at the bend - the "kink." Thus the first derivative at that 
point is undefined and leads to a jump discontinuity in the marginal revenue 
curve.

Classical economic theory assumes that a profit-maximizing producer with 
some market power (either due to oligopoly or monopolistic competition) will 
set marginal cpsts equal to marginal revenue. This idea can be envisioned 
graphically by the intersection of an upward-sloping marginal cost curve and a 
downward-sloping marginal revenue curve (because the more one sells, the lower 
the price must be, so the less a producer earns per unit). In classical theory, any 

change in the marginal cost structure (how much it costs to make each additional 
unit) or the marginal revenue structure (how much people will pay for each 

additional unit) will be immediately reflected in a new price and/or quantity sold
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Business Economics of the item. This result does not occur if a "kink" exists; Because of this jump 
discontinuity in the marginal revenue curve, marginal costs could change without 
necessarily changing the price or quantity.

The motivation behind this kink is the idea that in an oligopolistic or 
monopolistically competitive market, firms will not raise their prices because 
even a small price increase will lose many customers. This is because competitors 
will generally ignore price increases, with the hope of gaining a larger market 
share as a result of now having comparatively lower prices. However, even a 
large price decrease will gain only a few customers because such an action will 
begin a price war with other firms. The curve is therefore more price-elastic for 
price increases and less so for price decreases. Firms will often enter the industry 
in the long run.

NOTES

2.8 DUOPOLY
A true duopoly is a specific type of oligopoly where only two producers 

exist in one market. In reality, this definition is generally used where only two 
firms have dominant control over a market. In the field of industrial organization, 
it is the most commonly studied form of oligopoly due to its simplicity.

Duopoly Models in Economics

There are two principal duopoly models, Cournot duopoly and Bertrand
duopoly:

• The Cournot model, which shows that two firms assume each others 
output and treat this as a fixed amount, and produce in their own firm 
according to this.

• The Bertrand model, in which, in a game of two firms, each one of them 
will assume that the other will not change prices'ih response to its price 
cuts. When both firms use this logic, they will reach a Nash Equilibrium.

2.9 SUMMARY
• Generally, a perfectly competitive market exists when every participant is 

a "price taker," and no participant influences the price of the product it 
buys or sells.

• Monopoly exists when a specific individual or an enterprise has sufficient 
control over a particular product or service to determine significantly the 
terms on which other individuals shall have access to it.

• Monopolistic competition is a common market structure where many 

competing producers sell products that are differentiated from one another 
(that is, the products are substitutes, but are not exactly alike, similar to 
brand loyalty).
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• Oligopoly is a market form in which a market or industry is dominated 
by a small number of sellers (oligopolists). The word is derived, by analogy, 
with "monopoly", from the Greek oligoi 'few' and poleein 'to sell'. Because 
there are few sellers, each oligopolist is likely to be aware of the actions of 
the others.

NOTES

2.9-REVIEW QUESTIONS
1. What are the major characteristics of perfect competitive market?
2. Differentiate between monopoly and monopolistic competitive market.
3. Discuss the characteristics of oligopolistic market.
4. x What are the principal characteristics of monopolistic market?
5. How does monopolist maximise profit?

2,10 FURTHER READINGS
• Ahuja, H. L., Advanced Economic Theory, S. Chand Publisher, New delhi.

• \Misra, S. K. and Puri, Microeconomics: Theory and Applications, Himalaya
Publisher, New Delhi.

• Jhingan, M. L., Modem Microeconomics, Vrinda Publications P. Ltd., 
New Delhi.

• Dhingra, I. C. and Garg, V. K., Introductory Micro Economics, Sultan 
Chand Publication, New Delhi.
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WAGES AND INTERESTNOTES
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STRUCTURE

3.1 Learning Objectives
3.2 Introduction
3.3 Types and Determinants of Wages
3.4 Marginal Productivity Theory of Wages
3.5 Interests
3.6 Types of Interest Rates and Determinants
3.7 Facts about Theory of Interest
3.8 Classical Theory of Interest and Its Criticism
3.9 The General Theory of Employment, Interest and Money (Liquidity 

Preference)
3.10 Loanable Funds Theory of Interest

/ 3.11 Time Preference Theory of Interest
3.12 IS/LM Appoach 

— Model Structure

/

3.13 Summary
3.14 Review Questions
3.15 Further Readings

3.1 LEARNING DETECTIVES

After going through this unit, students will be able to:

• explain concepts and theories of wages;
• understand the concept and nature of interest;
• know various theories of interest such as classical theory, loanable funs 

theory, liquidity preference theory etc.,.

3.2 INTRODUCTION
Wages are the most common earnings of people. Perceived by workers, 

clerks, managers, and employees in general, wages and salaries constitute the 
core element in income for the majority of active people. Similarly, many pension 
schemes are based on wage levels and dynamics.

By contrast, the self-employed do not receive wages, but sell directly their 
labour in the market. The property and enterprise owners obtain income from 
rents, dividends, and other financial instruments' gains. The unemployed in 
certain countries and under constraints receive public financial support.
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Wages and InterestIn another perspective, wages are a major determinant of production costs.

3.3 TYPES AND DETERMINANTS OF WAGES
Nominal wages are written down in contracts between the employee and 

the organization. Real wages somehow correct nominal wages for prices of goods 
and services bought by the employee. In specific institutional settings, nominal 
wages may be automatically and frequently adjusted to certain inflation measures, 
resulting in a more or less constant real wages.

Part of the wage may be paid in nature (e.g., fringe benefits), but the core is 
usually paid with money. Some firms use stock options as part of the remuneration 
package.

NOTES

A part of firms' labour cost is given to the State in terms of taxes and 
contributions to social funds for retirement and' unemployment. Thus, in many 
countries there exists a large discrepancy between gross and net wages.

DETERMINANrS

Wage levels result from individual and collective negotiations between the 
employees (and their representatives) with the management (and the owners) of 
firms.

In public bodies, laws and negotiations decide wages. A government wanting 
to cut public expenditure might try to freeze or reduce public wages, whereas a 
stimulus-oriented policy might include increases.

Firms and organizations pay wages to employees usually depending on 
working time and/or on results (production made or objectives reached). 
Individual wage often depends on occupied position in the organization as well 
as on education, cumulated experience and seniority. Wages for the same job 
outside the firm may serve as a conventional or mandatory reference point.

Wage differentiation is a widespread phenomenon: different occupations 
and different industries pay working time at uneven rates. Even wage segragation 
is common: certain jobs are "socially" attributed to a certain gender or ethnicity, 
which in turn might desider to widen the job it is "allowed" to perform.

Wage structure for occupations, industries and regions is subject to very 
slow long-term change. Imitation of wage increase in other parts of the country is 
a common force in action.

Wages are changed at discrete intervals of time, often a year, possibly within 
a multi-year perspective plan.

Wage dynamics are linked to the following main determinants:
1. strength balances between employees and employers;
2. previous and current profitability of employers;
3. labour productivity increases;
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Business Economics 4. sales and employment perspectives;
5. shortage of workers or, more often, abundance of unemployed;
6. past and forecasted inflation trends;

For certain jobs, international levels of wages and immigration may be 
additional determinants, with a large pool of emigrants being the source of 
international remittances, on the one hand, and downward pressure on current 
domestic wages, on the other.

More analytically, a firm's labour market can be purposefully separated in 
internal market (within firm) and external market (in other firms and the 
unemployed). Internal market is ruled by hierarchy and career processes, together 
with firm-specific wage policy. To a certain degree, external conditions exert only 
a marginal role in internal negotiations. In fact, employees have cumulated firm- 
specific skills, difficult to find ready on the market. Seamless effective work 
requires mutual trust, which in turn depends on stability of work for, at least, a 
core of employees.

By contrast, external market is relevant when employees choose a voluntary 
dismiss for getting better conditions outside. When a relevant turnover takes 
place, the management is possibly forced to choose another wage policy.

The unemployed may be characterised by a much lower wage expectations 
than the employees and they are prone to more flexible working conditions, but 
they lack competence and are often characterised by lower productivity.

This analysis explains on the one hand, why a higher unemployment may 
brake wages but also, on the other hand, why wages can grow even if there exists 
unemployment.

Impact on Other Variables

Higher wages mean higher income in most families; thus their consumption 
will usually grow as well.

Total consumption will depend on consumption attitudes of the other 
families, in particular of whose income heavily relies on dividends. Immigrants 
may save-part of their income to send remittances home.

If total consumption grow; this will boost sales throughout the industries, 
increasing productivity. This, in turn, is conducive to a further growth in wages.

Through the Keynesian multiplier, income increase will be followed again 
by consumption, giving rise to a positive feedback loop.

If sales do not increase enough, the increase in wages will be reflected in an 
increase of labour cost per unit of output. This, however, brings forth a very 
credible risk of inflation, with the involved reduction of real income. A wages- 
prices spiral will begin, with only nominal increase of both, keeping real things 
to a large extent untouched (but provoking a lot of social conflict).

NOTES
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Wages and InterestOn a more micro level, it is important to remember that wage level and 
dynamics are a key feature for individual motivation to work.

Business Cycle Behaviour

Individual personal negotiations will fix wages for a dispersed number of 
•persons with uncertain business cycle behaviour. Collective overlapping 
negotiations will fix wages for one or more years in advance, making usually 
them unresponsive to short-term labour market fluctuations. . •

Still, it is quite intuitive that a situation of full employment, healthy firm 
performances and good perspectives will tend to raise wages. Recession, with its 
gloomy perspectives for labour will tend to brake wage dynamics.

In short, wages are moderately pro-cyclical. If labour is weak, recovery 
periods may only unevenly impact wages. If, on the contrary, labour is strong, 
higher profits and productivity will be reflected in higher wages. This may spread 
expansionary forces and allow the system to enter in a booming phase.

If wage pressures are too strong, inflation may rise. In a context lacking 
different instruments, the central bank may decide to adopt a restrictive monetary 
policy, possibly with a "soft landing" idea in mind. "Hard landing" is a distinctive 
possible outcome, instead, with its recessionary developments.

NOTES

3.4 MARGINAL PRODUCTIVITY THEORY OF WAGES
The marginal revenue productivity theory of wages, also referred to as the 

marginal revenue product of labor and the value of the marginal product or 
VMPl, is the change in total revenue earned by a firm that results from employing 
one more unit of labor. It is a neoclassical model that determines, under some 
conditions, the optimal number of workers to employ at an exogenously 
determined market wage rate.

The idea that payments to factors of production equilibrate to their marginal 
productivity had been laid out early on by such as John Bates Clark and Knut 
Wicksell, who presented a far simpler and more robust demonstration of the 
principle. Much of the present conception of that theory stems from WickselTs 
model.
- The marginal revenue product (MRP) of a worker is equal to the product 
of the marginal product of labor (MP) and the marginal revenue (MR), given by 
MR x MP = MRP. The theory states that workers will be hired up to the point 
where the Marginal Revenue Product is equal to the wage rate by a maximizing 
firm, because it is not efficient for a firm to pay its workers more than it will earn 
in profits from their labor.

The marginal revenue product of labor MRPL is the increase in revenue per 
unit increase in the variable input = ATR/AL

MR = ATR/AQ
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Business Economics MPl = aQ/al

MR X MPl = (ATR/AQ) X (AQ/AL) = ATR/AL

Note that the change in output is hot limited to that directly attributable to 
the additional worker. Assuming that the firm is operating with diminishing 
marginal returns then the addition of an extra worker reduces the average 
productivity of every other worker (and every other worker affects the marginal 
productivity of the additional worker) - in English everybody is getting in each
other's way.

.'Is
As above noted the firm will continue to add units of labor until the MRPL = w 
Mathematically until

NOTES

MRPl = w 

MR(MPl) = w

MR = w/MPl

MR = MC which iS'me profit maximizing rule.

MarginaCRevenue Product in a Perfectly Competitive Market
i

Under perfect competition, marginal revenue product is equal to marginal 
physical product (extra unit produced as a result of a new employment) multiplied 
by price.

MRP = MP X Price

^This is because the firm in perfect competition is a price taker. It does not 
have'rto lower the price in order to sell additional units of the good. ^ .

in Monopoly or Imperfect Competition

' Firms operating under conditions of monopoly or imperfect competition 
are faced with downward sloping demand curves. If they want to sell extra units 
of output, they must lower price. Under such market conditions, marginal revenue 
product will not equal MPP><Price. This is because the firm is not able to sell 
output at a fixed price per unit.

The MRP curve of a firm in monopoly or imperfect competition will slope 
downwards at a faster rate than in perfect competition. This can be explained as 
follows:

1. MPP slopes downwards because of the operation of the Law of Diminishing
Returns. MRP depends on MPP. , 1 1 i

2. Because the firm faces a downward sloping demand curve for its product, 
it must lower price to sell extra units of output.

/C

* S
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3.5 INTERESTS Wages and Interest

The interest rate is the profit over time due to financial instruments.
In a loan structure whatsoever, the interest rate, is the difference (in 

percentage) between money paid back and money got earlier, keeping into 
account the amount of time that elapsed. If you were given 100$ and you give 
back 120$ after a year, the interest rate you paid was 20% a year.

Nominal interest rate are laid down in contracts between involved parties. 
Real interest rates somehow ajust the nominal ones to keep inflation into account. 
For instance if inflation was 15%, in the previous example* the real interest rate 
can be said to be 20%-15% = 5%, in a simplified way of computation.

NOTES

3.6 TYPES OF INTEREST RATES AND DETERMINANTS
There exist several nominal interest rates, depending on the following

elements :
^;

1. the institution offering the credit;
2. the organization receiving the loan, which can be more or less trustworthy;
3. the funds' use and the aims of the financed plan (consumption, investment, 

working capital,...);
4. the time length of the loan with the broad difference between short-term 

interest rate and long-term interest rate;
5. the ex-ante flexibility of the contract with the alternative between a fixed 

interest rate or a variable interest rate;
6. the number, the frequency and the amounts of reinbursement actions;
7. the conditions under which the loan is agreed, for example regarding 

guarantees and collateral;
8. the presence or absence of a market for converting loan conditions and 

for changing the parties involved in the contract.
For instance, the fixed interest rate paid to a bank by private firms for 

financing an industrial investment, characterized by a payback period of 3-7 
years, exerts a crucial importance in the economy. In fact, it may influence overall 
investment, thus the business cycle.

As the typical lending institution, the bank finances its credit activity in
, \

several ways: l
1. by collecting money from households deposits (and pay to them an interest 

rate on deposits),
2. by issuing its own obligations, characterised by a bonds interest rate,
3. by taking short-term loans from other banks, paying the interbanking 

interest rate,
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Business Economics 4. by borrowing money from the central bank, which requires an interest 
rate for refinancing operations.

When establishing the interest rate to the public, banks all over the world 
make reference to these rates (e.g., "1.5% more than EURIBOR" - the famous 
interbank interest rate for loans in euros).

If the firm is a sound primary firm with excellent trustworthiness, the bank 
would agree an interest rate only slightly higher than the rate the same bank 
would be requested to pay in the interbanking market from other lending 
institutions. By contrast, for smaller industrial firms, the rate usually would be 
significantly higher because of the worsened credit risk.

Apart from bank loans, a key interest rate in the economy is that paid on 
Treasury bonds. Similarly, private, public and state-owned firms issue bonds as 
well, expressing further nominal interest rates.

Both state and firm bonds can be continously exchanged in public markets, 
making their effective interest rate dependent on the price at which it has been 
bought. A bond, whose nominal price is 100 and interest rate is 5%, will in reality 
give a 10% yield if it is bought at a price of 50 in the public market.

Households receive interests on their bank accounts, usually higher if they 
block money for a certain period (savings account) and lower if it is an "a vista" 
account (current account).

Conversely, households pay an interest when taking loans for consumption

/ >

NOTES

purposes.
Many other interest rates could be found on the light of the fact that any 

negotiation can produce a specific rate.
In term of comparison among their mutual relationships, in some cases it 

is known which rate is higher and which is lower but differences (the so-called 
"spread" between two rates) can widely vary over time and among countries.

Which is the leading interest rate, in parallel to which all the others move? 
Does it exist such an interest rate? Well, in some analysis it may be easier to 
consider just one interest rate, but in reality there is no guarantee that all the 
others will move exactly in parallel.

Still, the IS-LM model makes usually reference to one interest rate, 
influenced by the central bank and having an impact on investment.

Determinants |

Changes in interest rates structure depend on reasons that are both internal 
and external to financial markets:

1. Different types of interest rate are linked and influence each others, so 
that the functioning of the financial markets and their international 
relationships explain a good deal o^ interest rate fluctuations.
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2. Economic performance, perspective and expectations of potential loan Wages and interest
receivers is well as in the overall economy play an important role.

To keep tilings easy, we could say that interest rates are determined in 
negotiations, which are more or less public, binding a larger or narrower number 
of contrahents, more or less depending on publicly available benchmark rates.

In a sentence, interest rates are set within institutional agreements.
Central bank policy is one of the most powerful factor impacting on these 

agreements, for example through the instrument of direct determination of official 
discount rate or the rate for refinancing operations.

An increase of money offered in the interbank market by the central bank 
is conducive to a fall in the interbank rate, upon which many contracts are based.

To the extent the Ministry , of Treasury influences the interest rates on its 
own bonds, it provides an important reference point for the economy.

Since for many banks the risky commercial loans to firms are alternative to 
safe Treasury bonds, there are paradoxically situations in which the interest rate 
policy in the hands of the Treasury not less than of the central bank.

International tendencies exert an important influence on domestic conditions 
as well, since financial markets are now global in scope and there is a growing co
operation among central banks.

Still, domestic commercial bank policies say the last words on loan 
agreements and conditions.

In general, an increase of interest rates may be provoked by the following 
factors alternatively or cumulatively :

1. an anti-inflationary policy of the central bank, based on restrictions to the 
growth of the nominal money supply and on rising discount interest rate;

2. a policy by the central bank aimed at revaluating the currency or defending 
it from devaluation,

3. the attempt of the Treasure of covering public deficit by issuing more 
bonds in an imwilling market,

4. an attempt of banks of widening their margins, possibly as a reaction to
. losses,

5. any increase in other interest rates, also foreign rates arisen for whatsoever 
reason.

By contrast, a fall in interest rates may be justified especially by the following

NOTES

’ 4

reasons:
1. an expansionary policy of the central bank,
2. the requests of industrialists and trade unions for cheaper money in front 

of a crisis,
/ - ’ • /

3. a loose monetary policy due to a commitment to a fast export-led growth;
/
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Business Economics 4. the end of an inflationary phase;
5. the relaxation of the need for defending the exchange rate, for example 

thanks to a new monetary union.

Impact on Other Variables

The traditional effects on an increase of interest rates are, among others, 
the following:

1. a fall in stock exchange;
2. a fall in profitability of firms;
3. a fall in private investment;
4. a fall in consumption credit;
5. an inflow of capital for buying bonds; .
6. an upward pressure on exchange rate;
7. a larger public expenditure to pay for a previously cumulated public debt, 

whose cost might lead to reduction in other chapters in public expenditure.
Still, the general environment in which the rise takes place is crucial, since 

such effects can be completely absorbed by other (more powerful) forces.
Similarly, a non-linear relationship could be worth considering between 

the size of rate increase and the differentiated effects on real and financial markets. 1 
In fact, a small change in the official discount rate might arguably have no 

real effect at all, while triggering substantial echos on financial markets.
By contrast, a large and abrupt increase in general interest rates can have 

devasting effects on crucial real variables, exerting a depressing pressure on GDP •’! 
and the economy at large.

Long-term Trends

Interest rates fluctuate over time with an historical ceiling, i.e. a maximum 
level. Even though in high-inflation periods the nominal interest rate can reach 
extremely high levels, for long decades a ceiling of 10% is a rule for many countries. 

Nominal interest rates have a minimum floor of zero.

Business Cycle Behaviour

Interest rates primarily depend on policy and expectations, thus the 
relationships with the business cycle depend on explicit decisions and subjective 
judgements of key players.

If the interest rates are mainly used to fine tune the business cycle, then 
they will fall in recessions, slightly but steadily rise with recovery and, finally, will 
be increased at the end of the growth period to brake possible inflationary 
dynamics. Soft landing will be targeted, even though hard landing with a - * 
recession is an equally likely outcome. In this case, interest rates are pro-cyclical,

NOTES
r

i%;

i
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with usually short-run interest rate being more markedly pro-cyclical ,than long
term rates.

Wages and Interest
\

**■' fsj)
But other policy rules would imply different behaviour. For instance, if the 

target is mainly inflation, during a stagflation period (a depressed GDP with high, 
inflation) the interest rates may be particularly high, thus a counter-cyclical pattern

NOTES

would emerge.

3.7 FACTS ABOUT THEORY OF INTEREST
The main focus of the Interest Theory is on the charged amount paid against 

borrowed money. Though money is the most familiar form of asset at the time of 
lending, yet during arrangements of fiscal lease. Interest Theory considers other 
asset formsi like consumer goods through hire purchase, shares, factories, aircrafts 
and other primary assets as well. In each of these cases, the rate of interest is 
charged on the total asset values, just like it is calculated on money.

Historical Facts about the Theory of Interest

The origin of the Theory of Interest can be traced back to as early as 1500 
B.C., during the time of the Egyptian and Sumerian civilizations. Further reference 
of this economic concept also prevailed in the Abrahamic religious documents, 
in the form of counsel against excessive interest. So it is not that the Interest 
Theory was altogether a new concept; though the theory polished and updated 
itself with passing'times.

s'As per the Theory of Interest, different types of interest exist in today's 
global economic market, like :

• Simple Interest: Simple Interest calculates the interest amounts either on 
the total principal amount only, or on the unpaid part of it.

• Compound Interest: Compound Interest calculates interest on an existing 
interest amount. In this case, the principal amount changes with each 
time period, and the interest incurred during that period gets added to 
the principal amount.

• Fixed and Floating Rates of Interest: While the interest rates remain 
constant in the case of Fixed Rate of Loans, the Floating Loan Rate is 
variable.

• Cumulative1'Interest or Return: It presumes compounding of interest at 
each payment date. It generally compares 2 long-run loan opportunities.

Theoretical Make-up of Interest Rates

The Theory, of Interest Rates takes into account the cost of money, so subject 
to alterations, due to^inflation. The minimum rate of interest primarily considers 
the actual intere^t rate along with inflation. It is this minimum interest rate or the 

price before alteration due to inflation, which is made available to the customers.
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Business Economics Market Interest Rates

Market interest rate is the primary concern of the Interest Theory. The rate
• f

of. interest in the global investment market is determined on the basis of the 

prevailing conditions of retail fiscal organizations like banks, bond market and 
financial market. Each type of debt considers the following factors before 

calculating its rate of interest:

• Opportunity Cost: It includes all those areas where money cannot be 
invested, likepffering loans to others, holding and spending cash amounts 

as well as financial investments in other fields.

• Inflation: The lender, on the face of inflation, tends to postpone his 
consumption. He would like to recover money sufficient enough to pay 

for the increased cost of goods. The interest rate are increased in such a 
situation to make room for inflation.

• Interest Rates and Credit Risk: They are closely associated with one 

another. In fact, it is extremely popular a concept in today's commercial 
sector.

•...xr- NOTES

3.8 CLASSICAL THEORY OF INTEREST AND ITS
CRITICISM

The Classical theory of interest defines the rate of interest as the element 
that equates savings and investment. Here investment is nothing but the demand 

for investible resources and savings is their supply. The rate of interest that is 

determined by the interaction of investment and savings is the price of the 

investible resources. Proponents of the classical theory of interest have different 
ways of looking at the theory and they may be explained as under :

• Marshall: According to Marshall the interest rate is the price paid for the 

use of capital. This rate of interest is determined by the equilibrium formed 

by the interaction of the aggregate demand for capital; and its forthcoming 

supply.

• Taussig: According to Taussig, the interest rate is determined at the level 
where the marginal productivity of capital equals the marginal instalment 
of saving.

• John Maynard Keynes: According to Keynes the interest rate definitely 

influences the marginal propensity to save. This savings is also linked to 

the level of income. Hence it is concluded by Keynes that the rate of interest 
should be at a point where the demand curve for capital at different interest 
rates intersects the savings curve at a fixed income level.
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Criticism of the Classical Theory of Interest

• The fact that the demand for capital, the effect of interest on sayings out 
of a fixed income level are all given, there should be a strong correlation 
between the interest rate and the income level.

• If the interest rate, the demand for capital and the sensitivity of the 
marginal propensity to save to a change in the interest rate are all given 
then the income level would be the factor that would equate savings with 
investment.

• Again according to the classical theory, if the demand curve for capital 
shifts or both shift, then the new equilibrium rate of interest would be 
determined at the new point of intersection. This concept is criticised to 
be totally wrong since the constancy of income does not tally with the 
notion that the two curves shift independent of each other. The shift of 
either of the two curves would change die income level and hence the 
entire assumption of fixed income level breaks down.

Wages and Interest

NOTES

3,9 THE GENERAL THEORY OF EMPLOYMENT
INTEREST AND MONEY (LIQUIDITY PREFERENCE)

"The General Theory of Employment Interest and Money" is a treatise on 
economics authored by John Maynard Keynes - the famous English economist. 
Published in 1936 February, "The General Theory of Employment Interest and 
Money" basically deals with the development of the concept of contemporary 
macro-economics. Rather, through his writing, the author attempted to modify 
the notion of macro-economy to a large extent, in the light of money, rate of 
interest and employment.

In an attempt to develop the macro-economic theory, John Maynard Keynes 
studied minutely, social situations like pervasive social sufferings at different strata 
and the problem of bulk unemployment, in order to suggest appropriate measures 
to improve such situations. This situation referred to as 'Great Depression' by a 
handful of politicians and socialists. However, from Keynes' point of view, it was 
a minor and transitory issue arising out of some temporary technical difficulties. 
According to him, rather than sitting and worrying, one should try to bridge the 
gap resulting from lack of demand by introducing less-interfering expenditure 
policies on governmental levels, which will generate demand in the market. 
Moreover, this would also lead to smooth operation of the market economy. In 
fact, all through his writing, the author gave more stress on mininrunTstate control 
over diverse means of production.

According to Keynes, demand for liquidity is determined by three motives:
1. the transactions motive: people prefer to have liquidity to assure basic 

transactions, for their income is not constantly available. The amount of
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Business Economics liquidity demanded is determined by the level of income: the higher the 
income, the more money demanded for carrying out increased spending.

2. the precautionary motive: people prefer to have liquidity in the case of 
social unexpected problems that need unusual costs. The amount of money 
demanded also grows with the income.

3. speculative motive: people retain liquidity to speculate that bond prices 
will fall. When the interest rate decreases people demand more money to 
hold until the interest rate increases, which would drive down the price of 
an existing bond to keep its yield in line with the interest rate. Thus, the 
lower the interest rate, the more money demanded (and vice versa).

The liquidity-preference relation can be represented graphically as a 
schedule of the money demanded at each different interest rate. The supply of 
money together with the liquidity-preference curve in theory interact to determine 
the interest rate at which the quantity of money demanded equals the quantity 
of money supplied.

For the past 7 decades and more since middle of 1930, the general theory 
of employment, interest and money contributed a lot in shaping commercial, 
political and administrative views across the globe. The implementation of this 
theory found expression in policies like tax reduction. On the whole, this theory 
disputed the fact that the employment level in contemporary economy is 
calculated on the basis of three factors, namely the marginal capital efficiency, 
the marginal propensity of consumption and the interest rates.

The main features of the General Theory can be thus summarized as follows:
• Every economy has an inherent tendency to improve its lack of demand, 

if present. Otherwise, is makes the economy suffer, leading to suppression 
of economic progress and undesirable increase in mass unemployment.

• Specially-formulated policies on governmental levels may tackle such a 
situation effectively and reduce the rate of unemployment to considerable 
extents.

• Planned handling of huge flow of investments requires interference of 
the government in most of the cases. Otherwise, there is a tendency for 
useless spending of money, which does not serve the real purpose at all.

NOTES

3.10 LOANABLE FUNDS THEORY OF INTEREST
According to the Loanable Funds Theory of Interest, the rate of interest is 

calculated on the basis of demand and supply of loanable funds present in the 
capital market. The concept formulated by Knut Wicksell, the well-known 
Swedish economist, is among the most important economic theories. '

Basic Tenet of the Loanable Funds Theory of Interest The Loanable Funds 
Theory of Interest advocates that both savings and investments are responsible ' 1
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for the determination of the rates of interest in the long run. On the other hand, 
short-term interest rates are calculated on the basis of the financial conditions of 
a particular economy.

The determination of die interest rates in case of the Loanable Funds Theory 
of the Rate of Interest, depends essentially on the availability of loan amounts. 
The availability of such loan amounts is based on certain factors like the net increase 
in currency deposits, the amount of savings made, willingness to enhance cash 
balances and opportunities for the formation of fresh capitals.

In an attempt to develop the macro-economic theory, John Maynard Keynes 
studied minutely, The Demand supply interaction of Loanable funds.

According to the loanable funds theory of interest the nominal rate of 
interest is determined by the interaction between the demand and supply of 
loanable funds. Keeping the same level of supply, an increase in the demand for 
loanable funds would lead to an increase in the interest rate and the vice versa is 
true. Conversely an increase in the supply of loanable funds would result in fall 
in the rate of interest. If both the demand and supply of the loanable funds change, 
the resultant interest rate would depend much on the magnitude and direction 
of movement of the demand and supply of the loanable funds.

Now, the demand for loanable funds is basically derived from the demand 
from the final goods and services. These final goods and services are again 
generated from the use of capital that is financed by the loanable funds. The 
demand for loanable funds is also generated from the government.

The Loanable Funds Theory of the Rate of Interest has similarity with the 
Liquidity-Preference Theory of Interest in the sense that both of them identify 
the significance of the cash balance preferences and the role played by the banking 
sector to ensure security of the investment funds.

Wages and Interest

NOTES

3.11 TIME PREFERENCE THEORY OF INTEREST
In economics, the Time Preference Theory of Interest is concerned with 

the relation between increase or decrease in the rate of interest with respect to 
time periods. According to this theory, the variation in the premium or the interest 
rate depends totally upon the risk of occurrence of an event.

According to the Time Preference Theory of Interest, there is absolutely no 
line of demarcation between 'high' and Tow' time preference, though they allow 
comparisons with other factors, either separately or collectively. The rate of interest 
in case of people with high time preference tends to be more, owing to the risk 
involved in it.

In fact, here the premium or the interest rate is more, as it covers a person 
for lesser time span, where the scope for payment is much more. Contrary, the 
situation is just the opposite in case of someone having low time preference. The 
rate of interest and premium paid by them are nominal in nature. ""
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Business Economics The mathematical implication of the Time Preference Theory of Rate of 
Interest finds expression in the discount function. It simply means that with the 
increase in the time preference, the discount rates escalate on the receivable returns 
or prices to be paid in future.

The time preference displayed by an individual at any given point of time 
is calculated on the' basis of his/her private preferences and external conditions. 
So, if a person intends or 'prefers' and plans for financial savings, but is unable to 
implement it instantly, he is entitled to have more time preference. The mortality 
rate of an individual is also an important factor affecting the nature of his/her 
time preference to large extents. This is precisely why an aged person with lesser 
time preference is required to pay more premium and interest. ,

The Time Preference Theory of Interest is a macro-economic concept, 
explaining interest in terms of the demand for accelerated satisfaction. This is 
indeed, one of the most important macro-economic theories.

NOTES

3.12 IS/LM APPROACH
The IS/LM model is a macroeconomic tool that demonstrates the 

relationship between interest rates and real output in the goods and services market 
and the money market. The intersection of the IS and LM curves is the "General 
Equilibrium" where there is simultaneous equilibrium in both markets. IS/LM 
stands for Investment Saving / Liquidity preference Money supply.

Points off ISLM
Interest Rate

LM
Excess S f or Goods, y i 

Excess S for Money, r<l

Excess S for Goods, y l 
Excess D for Money, r t

Excess D for Goods, y t 
Excess S for Money, r L

Excess D for Goods, y t 

Excess b for Money, r t
IS

0 Income
The IS-LM model conceptualises the economy as consisting of two markets 

in one of which occurs all of the purchases of goods and services that happen 
throughout the country and in the other of which occurs all of the purchases of
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Wages and Interestfinancial assets. It shows how a country's national income may be jointly 
determined by the way people behave in the market for goods and services and 
the way they behave in the market for financial assets. In the market for goods, 
investment is taken to be the active element, with consumption being determined 
passively as what remains of national income after deducting what is assumed to 
be the more-or-less fixed proportion that goes into saving. The financial assets 
market is taken to be made up on the one hand of money, which is non-interest- 
bearing, and on the other of all of those assets (such as stocks, bonds and savings 
certificates) which, in one way or another, can be. considered to be interest-bearing, 
the cost of holding money rather than interest-bearing assets is taken to be the 
.interest payments that are thereby foregone, but people are taken to wish to hold 

, a certain amount of money for day-to-day transactions.

Model Structure

NOTES

In its graphical form the model is shown as a pair of intersecting curves 
relating the level of national income (on the horizontal axis) to the rate of interest 
(on the vertical axis).

• The I-S (investment-savings) curve depicts those combinations of interest 
rate and income that are consistent with the equality of investment and 
saving.

• The L-M (liquidity-money supply) curve shows, those combinations of 
interest rate and income that make the public just willing to hold a given 

quantity of money.
The shape of the I-S curve follows from the.fact that a rise in interest rates 

tends to encourage saving and discourage investment, combined with the 
assumption that the amount that people save rises and falls with income in an 
unchanging relationship (termed the "propensity to save"). Then for saving to be 
kept in line with investment, a rise in the interest rate must be accompanied by 

| fall in income so that the resulting fall in investment is accompanied by the 
balancing fall in saving. Conversely, a fall in the interest rate would be associated 
with an increase in income. So the I-S curve has to fall from left to right.

The shape of the L-M curve reflects two assumptions, one being the 
assumption that the quantity of mortey that the public wishes to hold in order to 
have it available for sj^K^l^tkjjn fall^;a^;the interest rate rises, and the other being 
the assumption that the Amount of mdhey that is tied up in day-to-day transactions 

rises with a rise in national income. It follows from those assumptions that, at. a 
given level of the.toVal\ioney supply, the process of reconciling the transactions 

demand with the speculative demand'implies a positive association between 
national income and the rate of interest. So the L-M curve has to rise from left to 

right.
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Business Economics The way in which the model explains the tendency for the economy to 
settle down to an equilibrium following a shock or a sudden change in behaviour, 
can be examined in words by supposing that there is a reduction in the public's 
propensity to save, meaning that people spend more of their money on. 
"consumption goods". That would prompt an increase in the supply of those 
goods, in the total income of those employed in their production, and thus an 
increase in national income. However, that increase in expenditure and income 
would mean that more of the available money would be used as "transactions 
balances" reducing the amount available for people to hold as cash reserves for 
speculative purposes. That would make people willing to pay more in interest to 
restore their speculative reserves and the resulting rise in interest rates would 
stimulate saving and discourage investment and so check the growth in income. 
The implied assumption is that those adjustments take place instantaneously and 
without regard for expected developments.

Interpretation

NOTES

The model is widely used in the teaching of economics to discuss the relative 
effectiveness of fiscal policy and monetary policy as means of stabilising the , 
economy.

The effect of using fiscal policy in the form of an increase in public 
expenditure, as represented as the effect of a shift to the right of the I-S curve, is 
to produce an additional rise of national income, the magnitude of which depends 
upon the slope of the L-M curve at the point/of intersection - the steeper it is, the 
smaller will be the additional increase in national income. The steepness of the L- 
M curve depends, in turn on two factors :

• the income elasticity of the demand for money, (meaning the extent to 
which the demand for money for to finance transactions increases in 
response to a change in national income). The higher is the income elasticity, 
the greater will be the interest rate increase need to bring the supply of 
money into equality with its supply and so the steeper will be the L-M 
curve.

• the interest elasticity of demand for money (meaning the extent to which 
the demand for money falls in response to an increase in interest rates).

The higher is the interest elasticity, the flatter will be the L-M curve.
The effect of using monetary policy by increasing the money supply, as 

represented by a move to the right of the L-M curve, is to increase national income 
to an extent that depends upon the slope of the I-S curve at the point of intersection 
- the steeper is the I-S airve, the smaller will be the increase in national income. 
The slope of the I-S curve depends in turn upon :

• the interest elasticity of investment (meaning the response of investment 
to a change of interest rates). The higher is that elasticity, the larger will be
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Wages and Interestthe increase in national income in response to a fall in interest rate so the 
flatter will be the I-S curve.

The History of the Model

The model was first put forward in a 1937 lecture by Sir John Hicks, who 
presented it then as a way of illustrating the relationship between the Keynesian 
theory of macroeconomics and the previously orthodox "classical theory".

An important extension of the IS-LM model was built by Robert Mundell 
(1963) and Marcus Fleming (1962) in the 1960's. The Mundell-Fleming model 
describes a small open economy with one more curve representing equilibriums 
of international exchanges.

The Limitations of the Model

NOTES

During the 1950's and 1960's microeconomic investigations on consumption 
and investment gave a better understanding of the IS slope. Milton Friedman 
developed the idea that the consumption level of household's was mainly 
determined by a long-term expectation a theory known as the permanent income 
hypothesis121. Franco Modigliani life-cycle theory demonstrated that consumption 
was also related to age. Those two theories denied short-term policies to have an 

important effect on consumption, and thus the effects of the spending multiplier.
Such criticisms of keynesian ideas were not always criticisms of the IS/LM 

model. In fact, economists like Milton Friedman used the IS/LM framework to 
confute Keynesian economics131. Yet Friedman rejected the paradigm of "general 
equilibrium" he viewed as characterized by "abstractness, generality, and 
mathematical elegance"'41

The most severe criticisms of the IS/LM model came from the fact that it
negligectss private agents' expectations. Modern macroeconomic models which 
take expectations into accounts can provide results opposite to those of IS/LM. 
In fact, the model considers that short run is independent from long run. Yet 
expectations about the future have for example a direct impact on current wages 

which stimulates inflation and thus cancelled the positiverieffects of many 
macroeconomic policies described by the IS/LM model?-In such cases, inflation 
remains the only effect and disturbs the coordination of private agents. The 
consequence of the rational expectations theory is that central banks of several 
industrial countries (the Federal Reserve and the European Central Bank for 
example) have been given independency and inflation control as their main 

objective.
Not withstanding its limitations as a policy instrument, the model remains 

the most common macroeconomic model taught to undergraduate students 

because of its pedagogical qualities.
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3.13 SUMMARYBusiness Economics

• Nominal wages are written down in contracts between the employee and 
the organization. Real wages somehow correct nominal wages for prices 
of goods and services bought by the employee.

• The marginal revenue productivity theory of wages, also referred to as the 
marginal revenue product of labor and the value of the marginal product 
or VMPl, is the change in total revenue earned by a firm that results from 
employing one more unit of labor.

• Under perfect competition, marginal revenue product is equal to marginal 
physical product (extra unit produced as a result of a new employment) 

multiplied by price.
• The origin of the Theory of Interest can be traced back to as early as 1500 

B.C., during the time of the Egyptian and Sumerian civilizations. Further 
reference of this economic concept also prevailed in the Abrahamic 
religious documents, in the form of counsel against excessive interest.

• The Classical theory of interest defines the rate of interest as the element 
that equates savings and investment. Here investment is nothing but the 
demand for investible resources and savings is their supply.

• "The General Theory of Employment Interest and Money" is a treatise on 
economics authored by John Maynard Keynes - the famous English 
economist. Published in 1936 February, "The General Theory of 

Employment Interest and Money" basically deals with the development 
of the concept of contemporary macro-economics.

• In economics, the Time Preference Theory of Interest is concerned with 
the relation between increase or decrease in the rate of interest with respect 
to time periods. According to this theory, the variation in the premium or 
the interest rate depends totally upon the risk of occurrence of an event.

• The IS/LM model is a macroeconomic tool that demonstrates the 
relationship between interest rates and real output in the goods and services 
market and the money market.

NOTES

3.14 REVIEW QUESTIONS
1. Discuss the marginal revenue productivity theory of wages.
2. What is the historical background of theory of interest?
3. Describe the classical theory of interest.
4. State the contribution of Keynes in the field of interest theory.
5. What are the main features of time preference theory?
6. What are the limitations of IS/LM approach?

!
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3.15 FURTHER READINGS Wages and Interest

• Friedman, Milton (1957). A Theory of the Consumption Function. Princeton 
Univ Press.

• Misra, S. K. and Puri, Macroeconomics: Theory and Applications, Himalaya 
Publisher, New Delhi.

• Jhingan, M. L., Modem Macroeconomics, Vrinda Publications P. Ltd., 
New Delhi.

• Gregory Mankiw, N., Macroeconomics, W.H. Freeman & Company

NOTES

♦

Publisher, 4th edition (July 1999). :

i

<*• i

< ••i

i

%

i

> t*
i , V • J

t ;i .

V

, I I

r”

♦

fi

Self-Instructional Material 61



' J- Business Economics i -wjththeiriskinessassdciatedwith'each^type'of ihV^tinient^is)pe'r:tiieifisk-retum 
spectrum. ^ ^A A .eJnsirdBav/ti rsrbo diiv/bsteboadc Jzod

u *♦ *

"Normal profits" arise in circumstances^ofTperfect competition^when
r - X '^.v> k Jl^F^ p'\j,sr

economic equilibrium is reached. At equilibrium, average cost equals marginal 
'cbsta^e^profit-maJimizm^^o^sitionYSin'c^nofmarfrcrrit^s econoiriicVlIy a cost,

^sfiPSt^jfuTiib^asfl iaPmgi^s^fl‘^8%.
economic profit happens when the firm s average cost is less than the price of the
product or service at the profit-maximizing output. The economic profit is equal
^4ie^^ulmH^Sf output mi^pli^d ^y^^diJferer^ce1 belwe^n^^e^vefa^e cost 

^ brIT l*Slaili5l£qB3" to 'eianv/o" boiler yin yetii ,quoig (nboft
fonn/iVnt'ftnrV.yrft mrttiw ninmoT .asxni birie .ateaTOini ve9?fiw.?c botudhiaib ioa - 
IT .Economic profit does not occur m perfect competition in lone run 1! v- r..- .w.v ^ f .aJnormTjg’Mu '
equilibrium. Once risk is accounted for, long-lasting economic profit is thus
b?*;awnavsi naavtfpdsDndTsiiib arif lolAboBJ^ filoyq ,«nat adi Jciynsa n] , ^viewed as the result of ,constaht cost-cutting and performance improvement ahead . 
fttnrcirt Vlttea^jail ton ?oob trialcr ;;JiyiJDfc srana ftrit bnr> eno to. 'asvavfoH s.Uoz of industry competitors, or an inefficiency caused by monopolies or some form 
ahicimni? ^niJm/ODDC JnsisruKj .wotv to feimoq Jnaiailio TObnu isdmun smca srii yd. 
of market failure. . .. r, .... ^ ' ...l1enor nsinn^To axnm noitnxnt tot atiorfBiugsT Iciooqe to (cAJ bnn WAAD SU sxilX 
[ .Positive economic profitis sometimes referredto.asisupemormalbrofitpr! s i,- iiju jii'i-i/jitt/ iOii il ijlaiiii.'1 y bi'^ctiv
of k af wyiv lo Inioq ^tdninijooan sdt mod tiloiq dfidl lo qoJ nO ‘|
* 1'The.social^profit from^^firm's activitiesiisihenormakprofitplusfpriminus

tlUk> l 'JJ’tlJ 131UU OH A -.YVyi V lu JtlAOq CJCUAiC-fiVJJ'J -4 iJ JllOll

any externalities, that pccun in .its ^activity.. A Jirm,may..report relatively; large
— u.^ujc;w ji IV l^xil^A ^uuJi HJI iu / UvJ ^Vv \ji x Vjjjw'O v itj); »■( j ji/ csiqi jj XISr^ i

monetary profits, but by creating negative externalities theiigsocial profit ,could
I * 1 • . %xx^***. ♦ * 1 i

ytinblioqqo a'nnil orb io tnynoqmoo £ ai tdoiq lermold |
^j^.Profit^ihtyfiS/a^e^'O^^pr^imc-^cienc^^a.^ematicaUy^t'iscarelatiye;
indexaTractipniwithjprpfibasnumeratbrandtgeneradngiprpfitfflpwSjOr^afsets 

asjdenominator.^rjd yril ^hirimHIsKsfff. pt yiBaasosn ersbianoo i«)nv?o aaaniaud c 
Q* * svV t^f^vr?9^^h2oq anTfis rmil £ fioHW .slidw T9rl
4>4 GRQSS- AND NET: PROFIT^nK Cviiu>eab^». ..iuuuutf ^iajixk.v iiiui b xiiu 11iujic alii in.iBrmomyqusste ytiiidfi lEnusndTqoTjns 
a9U79Grbsspr6fitiorsalesipfdfit:;iS:th'eIdiffer,ence:betw:eerifreyenueiand'thepbstpf 
makingi'atprqductjor,,providing'aiservice^bjeforefideductirig'rpyerhead^^payroll; 
taxationrandiinterestipayments^Note'thatjthis^isdiffereht-fromiiOperatingiprdfit 
(earnings before interest arid'taxes).etc-

fNOTES

J/I9T

• >

UlUi

/

.noitiisq/noD
\a feorNef sales'are:calculated*:3 sunsvax nsriw asahfi Jilbrq Dimonooa riA

| ,t ujGross profit is found by deductag^ : £B^
ydi ^kS^'^/^^ayp.nqTylna IlA v ^
arlt1 V^Grossrprofit should^notibetconfused witfnet/incomerio^V/iT ^Sr^strrg7.

, Tri i_ic /n *.n*rM-‘rem>»ir.1>cv‘:. group I't entj;jrrtpwrs-. irw.TqmiC

‘bobubni ai ^,air£TiX9arHT .toh 10 foyoyua lliwsanqTSins'&'iadl^^vPOdcTTnptnr

f.

64' Seif-IristructlohalMaierlaL V-

i**■• i ; ~rvzr~' 1.. f-t-’T UTi..7



ProfitNet Profit

Net profit is equal to the gross profit minus overheads minus interest payable 
plus/minus one off items for a given time period (usually: accounting period).

A common synonym for /ynet profit" when discussing financial statements 
(which include a balance sheet and an income statement) is the bottom line. This 
term results from the traditional appearance of an income statement which shows 
all allocated revenues and expenses over a specified time period with the resulting 
summation on the bottom line of the report.

In simplistic terms, net profit is the money left over after paying all the 
expenses of an endeavor. In practice this can get very complex in large 
arganizations or endeavors. The bookkeeper or accountant must itemise and 

allocate revenues and expenses properly to the specific working scope and context 
in which the term is applied.

NOTES

1.5 DETERMINANTS OF PROFIT
Maximising profits is said to be the objective of all firms. Indeed, it's not 

always easy for the management to find out which are the right decisions that 
vould maximise them. For instance, short-run profits can be easily pumped up 
ay avoiding maintenance, discretionary costs, investments, that however are 
necessary of on-going competitiveness, as you can experiment with this free 
business game.

Moreover, what maximises the "overall profits" is not necessary what allows 
to attain the maximum of "profitability", i.e. the percentage of profits to turn
over, as you can better understand by using this model of monopoly and 

comparing two policies: (i) extremely high prices (= high profitability), (ii) a price 
set from a mark-up of 15% on costs.

In reality, firms do have profits targets, and sometimes they pay managers 
for reaching them, but the goals of firms are broader than profits alone.

Proceeding with other determinants of profits, rising prices of competitors, 
better sales conditions and skills, a higher overall price level allow for higher 
prices of the considered firm's products, thus increase nominal profits to the 
extent that costs are inelastic, i.e. they rise less than proportionally to revenues.

Cost structure and its general elasticity to production level is thus relevant 
to profits. Economies of scale increase profits more than proportionally when 
sales grow. Conversely, a recession with falling sa les levels will hit profits particularly 
hard in industries where there are economies of scales and high fixed costs.

Rising wages directly reduce profits. If, however, on a macro-economic 
level, these wages will be spent on domestic goods, higher consumption will 
boost business revenues, partially counteracting the previous dynamics.
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Business Economics Depending on the dynamics of exports and other GDP components, higher wages 
are compatible with higher profits, as you can see in these real data.

In other terms, productivity gains determine rising profits.
High trade profits can prompt other people to entry the market and begin 

to compete with current traders. In manufacture, this effect, although still present, 
crucially depends on the easy of imitation of product features and production 
processes. It's often difficult to enter into highly profitable markets.

If markets were all perfectly competitive in their long run equilibrium, all 
firms in the economy would have the same constant level of profits: zero. By 

contrast, in the real world, firms have different profits with certain sectors and 
certain firms systematically reaching better profits than others.

This is due to ubiquitous imperfect competition, barriers to ehtry, innovation 

and product differentiation.

Proftts from Process Innovation

Consider the case of a competitive market where many firms sell basically 
the same product at the same price. If they had the same technology and faced 
the same input prices (e.g., wages), they would enjoy similar profit levels. Let's 

assume that one specialized supplier introduce a new machine that is better than 
the state-of-art, say a faster machine. The suppler sells it to one of the firms on the 
market. This will result in lower costs per unit of output, thus higher profits. 
These profits are used, retrospectively, to pay for the investment in the new - 
machine but after the pay-back period they can be distributed to firm's owners.

The specialized supplier would like to sell again the new machine, either to 
its first adopter or to its competitors. If not legally restrained, earlier or later, in 
fact, the competitors will pay attention to the innovation and would like to imitate 

the first adopter. Slower or faster, innovation will diffuse throughout the market. 
Possibly some of the reduced costs will reach the consumers in terms of lower 

prices. If demand is elastic and there are economies of scale a self-sustained positive 
feedback loop enlarges production capacity, production levels, profits and 
consumption. If labour is not too weak, also wages will rise.

In a certain point on time, firms that did not adopt the new machine will 
see their profits seriously hit by competition and will have to choose whether to 
exit the market, to adopt, or to find other competitive advantages. Pressure to 
reduce wages in failing firms can be an example of these short-term defensive 

strategy. ' .

Profits from Product Innovation

Consider a market with product differentiation, as this. An R&D investment 
over the years leads to an improvement of one product features and the

NOTES
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Profitmanagement decides to substitute this new model to the existing one. Let's 
imagine for simplicity's sake that costs of product are the same as the previous 
version.

Three main effects will increase sales :
1. consumers who did not buy the good because it did not satisfied their 

minimum requirements on this feature can now buy, to the extend the 
improvement is sufficient at their eyes;

2. consumers who decides by a "top-quality" rule and positively value the 
feature could switch from their current provider, to the extend the overall 
quality of the new good becomes superior;

3. consumers who decides by a "value-for-money" rule could switch from 
their current provider, to the extend the price / quality relationships of 
the new good becomes more convenient.

At the same time, the price of this new version could be set higher than 
before, so that sales would be braken, unit profits boosted. Overall profits would 

soar.

NOTES

Try all this - and the consequences of competitors' reaction - by playing 
this business game.

Impact on Other Variables

Distributed profits go into the income flows of the owner, directly or as 
dividends. The expected and actual rise in dividends boost the stock exchange 
quotations. Since shares are concentrated, in their majority, in few hands, and 

the more so the ownership of private firms, the rich get richer.
The demand pattern for consumption goods changes, with a more convex 

shape. There is an increase in overall consumption quantities, especially of luxury 

goods, often leading to a more than proportional growth of imports. In certain 

market segments prices rise.
Undistributed profits allows, and high rentability incentives, a new wave 

of investments, partially funded by banks in this "euphoria tide" of positive animal 
spirits.

\

Employment in capital goods sectors, as well as in some correlated 

industries, rise as well. Actual workers can ask for higher wages, credibly manacing 
strikes that would hurt profits, thus can encounter less-than-usual resistance. 

Taxation from profits and capital gains soars to give more funds to the
State.

Long-term Trends

There is no long-term trend in profitability. Absolute profits rise with GDP. 
The share of promts on value added depends on social groups compromises and
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Business Economics conflicts. A certain tendence to a rise of this share can be noticed in Western 
countries, without being an automatical consequence of development or 
technology.

Behaviour during the Business CycleNOTES

Profits are extremely pro-cyclical. At the early stages of recovery, inventories 
go down, with sales surpassing production and injecting new liquidity to the 
business. The following increase in production is obtained by a higher production 
utilization of plants and employment. Productivity steeply rise and profits as 
well.

During recovery and boom, employment and capital accumulation 
(investments) can go hand in hand, increasing absolute profits if not profitability.

At the end of the boom phase, high interest rates on loans (taken for funding 
investment and discretionary costs) hurt profits, as well as higher wages can do.

Often unexpected, the demand downturn make inventories piling up, 
freezing resources and forcing a fall in production. Before this adjustment takes 

place, profits plunge even into negative values.

4.6 COMPARISON OF ACCOUNTANT AND
ECONOMIST S PROFIT

In accounting, profit is the difference between price and the costs of bringing 
to market whatever it is that is accounted as an enterprise (whether by harvest, 
extraction, manufacture, or purchase) in terms of the component costs of delivered 
goods and/or services and any operating or other expenses.

To accountants, economic profit, is a single-period metric to determine the 
value created by a company in one period - usually a year. It is the net profit after 

tax less the equity charge, a risk-weighted cost of capital. This is almost identical 
to the economist's definition of economic profit.

Optimum Profit - This is the "right amount" of profit a business can achieve. 
In business, this figure takes account of marketing strategy, market position, and 
other methods of increasing returns above the competitive rate.

Accounting profits should include economic profits,, which are also called 
economic rents. For instance, a monopoly can have very high economic profits, 
and those profits might include a rent on some natural resource that firm owns, 
where that resource cannot be easily duplicated by other firms.

_ Accounting profit may be defined as follows :

Accounting Profit - TR- (w + r + I +m)
where TR * Total Revenue; w = wages and salaries; r = rent; i = interest; and m - 
cost of materials.
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ProfitYou can observe that when calculating accounting profit, it is only the . 
explicit or book costs that are considered and subtracted from the total revenue
(TR).

Unlike accounting profit, economic profit takes into account both the 
explicit costs and implicit or imputed costs. The implicit or opportunity cost can 
be defined as the payment that would be necessary to draw forth the factors of 
production from their most remunerative alternative use or employment. 
Opportunity cost is the income is the income foregone which the business could 
expect from the second best alternative use of resources. The foregone incomes 
referred to here include interest, salary, and rent, often called transfer costs.

Economic profit also makes provision for (a) insurable risks, (b) depreciation, 
(c) necessary minimum payment to shareholders to prevent them from 
withdrawing their capital investments. Economic profit may therefore be defined 
as "residual left after all contractual costs, including the transfer costs of 
management, insurable risks, depreciation, and payments to shareholders have 
been met.

NOTES

Thus,

Economic or Pure Profit = TR- EC - IC 

where EC = Explicit Costs; and, IC - Implicit Costs.
Note that economic profit as defined by the above equation may necessarily 

not be positive. It may be negative since it may be difficult to decide beforehand 
the best way of using the business resources. Pure profit is a short-term 
phenomenon. It does not exist in the long-run under perfectly competitive 

conditions.
Economists conventionally assume that firms attempt to maximize profit. 

This assumption has been a source of controversy, in part simply because the 
word profit is a bit nebulous. One might think that it is well defined because 
each year thousands of firms announce to the public exactly what their profits 
are. Firms compute these profits by subtracting from their total receipts most 
cash outlays plus an allowance for depreciation of capital.1 Profit emerges as a 
residual—something left over after costs have been paid.

The problem that economists have with this definition is that it ignores 
implicit returns. The ma-and-pa grocery or restaurant may seem to have a profit 
when costs are subtracted from revenues, but this may be only because the owners 
do not pay themselves a wage. When their time is valued at even low levels, the 
"profit" may disappear. Or the family farm may have a profit, but only because it 
neglects to take into account a return on the land. If this return is computed on 
the basis of what rent could be obtained on the land, and if an allowance is made 
for the value of the farmer^ labor, there may be little or no profit.
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Business Economics Much of corporate profit can reflect an implicit return on investment. If 
the corporation has a large investment in capital and this entire investment was 
financed by borrowing, then the return on capital is captured in the interest 
payments firm makes. But if the investment is not financed by borrowing, 
then the return on it will be reported as profit in the income statement.

The economic definition of profit is the difference between revenue and 
the opportunity cost of all resources used to produce the items sold. This definition 
includes implicit returns as costs. Because profit is a surplus in this definition, it 
should not persist in industries in which entry is easy. Whenever a surplus exists, 
new firms should flow into an industry, bidding up die price of resources and 
bidding down the price of output until profit in the economic definition is 
eliminated. Profit should not exist in long-run equilibrium.

Profit does exist in the real world, and there are several explanations that 
economists have for it. Some economists simply consider it as an indication that 
the economic system is in perpetual disequilibrium. Joseph Schumpeter, for 
example, saw profit as a return to a successful entrepreneur. The entrepreneur 
who finds an opportunity where no one before him saw one, and takes advantage 
of this opportunity, will make a profit. However, this profit will be temporary 
because, as time goes on, others will follow him and erode his profit. Others see 
profit as an indication that forces of competition may not be strong and that in 
some industries barriers to entry exist. Still other economists have argued that 
profit is a special sort of implicit return, a return for bearing risk. Those who are 
willing to take more risk will, on the average, earn higher returns.

After one includes implicit costs as part of costs, an accurate measurement 
of profit is impossible, which is a major reason why accountants do not try to 
measure the economic concept of profit. This obviously causes problems if one 
wants to test whether or not firms try to maximize profits. An alternative way to 
approach the measurement problem begins with the Schumpeterian notion of 
profit, which is that it comes from the discovery of opportunity. A discovery of an 
opportunity should increase the discoverer's wealth. Thus, a way to measure profit 
is to try to measure unexpected changes in wealth—wealth increasing faster than 
a normal rate of return. If one sees people whose wealth is increasing more rapidly 
than it would if their assets were entirely in the form of high-grade, short-term 
bonds, one could conclude that they had found a profitable opportunity. There 
are measurement problems here as well, however. Much of people's assets are in 
the form of investment in themselves—human capital—and is not easily measured.

Do firms try to maximize profits? If profit is defined as accountants measure 
it, it seems unlikely that firms do. However, if costs are defined broadly, enough, 
it must be maximized if the decision-maker is rational because profit is good for 
the firm. For example, suppose a humanitarian opened a business with a goal of 
helping the poor. He might keep prices below a level at which accounting profits

NOTES
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Profitare maximized. Yet one can argue that if the humanitarian raises prices, his 
(opportunity) costs increase because he must partially forgo the goal of helping 
the poor. Thus, with a loose enough definition of cost, one can argue that a very 
wide assortment of observed results are consistent with the assumption of profit 
maximization. (However, with a very loose definition of costs, the hypothesis will 
cease being a scientific hypothesis because it will not be open to refutation.)

Even if there were no definitional problems, there still would be a 
fundamental problem with the assumption that firms maximize profits. Most 
firms do not have a single decision-maker. Instead, they are made up of an 
assortment of individuals, each using the firm to attain his own goals. Managers 
pursue goals; stockholders pursue goals; blue and white-collar workers pursue 
goals; but the firm does not.

The assumption that firms attempt to maximize profits is inconsistent with 
the underlying methodology of microeconomics, which assumes that all decision
makers are individuals. Mainstream economists criticize Marxists (those who 
follow Karl Marx) for dealing in terms of class actions without grounding these 
actions on individuals pursuing goals. Given that most production takes place in 
firms that are large organizations, the assumption that firms attempt to maximize 
profits is open to the same criticism that mainstream economists make against 
the Marxists. The assumption that firms maximize profits also needs to be 
grounded on individuals pursuing goals.

One attempt to ground the assumption of profit maximization on individual 
behavior appeals to the prin&pal-agenl problem. An agent acts on behalf of another 
person, called a principal: How can the principal be sure that the agent acts in the 
principal's interest? The principal must restrict the agent in some way so that it is 
in the agent's interest to act in the interest of the principal. The most common 
way to do this is to tie rewards with performance.

Payment on a commission basis is an important way to solve the principal- 
agent problem. When one hires a lawyer to sue on a civil matter, an auctioneer to 
sell one's belongings, or a real-estate agent to sell one's house, or when a movie 
star hires an agent to seek employment, payment is done with commissions. 
When the agent does a good job, he or she is paid a lot. When the agent does a 
poor job, he or she is paid little or nothing.

Sometimes, the principal can protect himself with a contract that specifies 
how the task is to be performed and what the price will be. The ability to use the 
courts to enforce the contract protects the principal. Sometimes, the principal 
can protect himself by a threat to take the task elsewhere. This threat is effective 
if repeat business is important to the agent.

The principal-agent problem is one of control: how does the principal control 
those working on his behalf? Once one starts looking for cases of this problem, 
one finds them everywhere. How do shareholders control management, citizens

NOTES
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Business Economics control government, or management control employees? The principal-agent 
problem is everywhere because we live in a world of interdependence and 
specialization.

The principal-agent problem occurs in several places in the firm, including 
in the relationship between legal owners and hired managers. Stockholders own 
shares because they believe that this ownership will increase their wealth. 
Managers work for the firm primarily because it provides them with income 
needed to buy goods and services, and also because their positions provide them 
with prestige and authority. The threat of a takeover or hostile merger provides 
stockholders with their most effective constraint on managerial action. If managers 
perform poorly at making profits, shareholders will sell their shares because they 
will not achieve their goal of increasing wealth. The lower value of the company 
is an inducement for other management groups to buy out the company and 
replace management. If the new managers can improve performance, they can 
capture at least some of the increased value of the firm.

NOTES

4,7 UNCERTAINTY BEARING THEORY OF PROFIT
Prof. Knight in his work Risk, Uncertainty and Profit (1940) surveyed the 

existing theories and famed his own theory. According to Prof. Knight Profit is 
the reward of uncertainty risk bearing. Profit accures to entrepreneur, because 
he bears uncertainty in business. Prof. Knight divided risk into two heads :

(i) Foreseeable risk: which entrepreneur can risk and provide against such 
as risk of fire, theft etc. can be removed by taking out insurance. The 
premium paid can be concluded in cost of production.

(it) Unforeseeable risk: These risks are not foreseeable by the government 
Prof. Knight calls that market accures profit to entrepreneur.

Uncertainty may be due to uncertain behavior of competitions. Technical 
changes in machines and equipments, business cycle and risks of government 
intervention.

Knight explained undesirable risks thus "the modem economic order is 
built around the concept of enterprise the correlate of which life is necessary 
involves much uncertainty referred to as profit system. Economic fife necessary 
involves much as more insurance is impracticable.

Enterprise economy adds to this the far greater uncertainty associated with 
the almost universal production of goods anticipation of the wishes of consumers.

Uncertainty bearing as a function of the entrepreneur: Knight emphasized 
uncertainty bearing as the main function of the entrepreneur. In a way he gave 
uncertainty bearing the status of a separate factor which has a supply side on the 
degree of uncertainty involved in a venture. Unless uncertainty is rewarded with 
a degree of goods in anticipation of the wishes of consumers involved.\
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. ProfitProf. Knight showed that the presence of uncertainty about future may 
allow entrepreneurs to learn positive despite product exhaustion and competitive 
equilibrium. This positive profit may exist even perfect competition..

Prof. Knight's theory assumes uncertainty as a unique factor giving rise to 
profit. His theory does not contribute profit simply to dynamic change.

In so far as the changes are profits due to risks for known risk is hanged 
against by taking out insurance.

Frank Knight treated profit as a residual return to uncertainty bearing, not 
to risk bearing as in the case of Hawley's. Knight divided risk into calculable and 
non-calculable risks.

Calculable risks are those risks whose probability of occurrence can be 
statistically estimated on the basis of available data. Examples of these types of 
risks are risks due to fire, theft, accidents, and the like. Calculable risks are 
insurable. Those areas of risk in which the probability of its occurrence is non- 
calculable, such as certain elements of production cost that cannot be accurately 
calculated, are not insurable.

Criticisms

NOTES

i

The following are some of the criticisms of the uncertainty bearing theory
of profits:

1. According to this theory profit is the reward for uncertainty-bearing. But 
sometimes an entrepreneur earns no profit despite uncertainty-bearing. 
Critics point out that there are other causes of profit in addition to 
uncertainty bearing. Others functions like initiating coordinating and 
bargaining also fetch point.

2. Uncertainty beating is considered as an independent factor of production,
if an entrepreneur earn profit in an atmosphere of uncertainty on the 
basis of business ability it does not mean that this profit is due to his 
ability. '

The uncertainty bearing theory like the earlier theories does not furnish a - 
comprehensive explanation of profit and therefore it is inadequate. However we 
cannot ignore its importance as a determination of pirofit.

4.8 SCHUMPETER'S MODEL OF ECONOMIC GROWTH
AND PROFIT

Joseph Schumpeter was a famous Austro-Hungarian economist, but never 
followed Austrian school of thought. His famous book was the Theory of 
Economic Development (1912), in which he first outlined his famous 'theory of 
entrepreneurship'. He argued that only daring entrepreneurs can create technical 
and financial innovations in the face of competition and falling profits, and that it 
was these spurts of activity which generated economic growth. After the World
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Business Economics War I, Schumpeter joined the German Socialization Committee in Berlin - which 
then was composed of several Marxian scholars, and the Kiel School economists.

In 1919, Schumpeter became the Austrian Minister of Finance - 
unfortunately, presiding over the hyperinflation of the period, and thus was 
dismissed later that year. Schumpeter migrated in 1921 to the private sector and 
became the president of a small Viennese banking house, ill luck dogged him: 
his bank collapsed in 1924. He drifted once again back into academia - taking up 
a teaching position at Bonn in 1925. In 1932, Schumpeter took up a position at 
Harvard, succeeding the Marshallian F.W. Taussig. Schumpeter ruled Harvard 
during the period of the "depression generation' of the 1930s and 1940s - when 
Samuelson, Tobin, Heilbroner, and Bergson were his students. His famous 
publications include Theory of Economic Development (1912), Business Cycles 
(1939), Capitalism, Socialism and Democracy (1942) and History of Economic 
Analysis (1954). He presented the theory of entrepreneurship, theory of business 
cycles, and theory of evolutionary economics.

In order to understand the Schumpeter's theory of economic development, 
it is necessary to understand the theory of evolutionary economics. The concept 
of evolution is an offspring of late 18th and early 19th century debates within 
philosophy and the social sciences. The theory of evolutionary economics is much 
more inspired by the Darwinian theory of natural selection. The general definition 
of evolution is the self-transformation process over time of a system-. Such a 
system may be a population of living organise % a collection of interacting 
individuals as in an economy or some of its parts, or even the set of ideas produced 
by the human mind. Therefore, an evolutionary theory is:

• Dynamic — such that the dynamics of the processes, or some of their 
parts, can be represented;

• Historical — in that it deals with historical processes which are irrevocable 
and path-dependent;

• Self-transformation — in that it includes hypotheses relating to the source 
and driving force of the self-transformation of the system.

Schumpeter's theory of economic development is considered as a radical 
theory. It is considered radical in the context that it described the capitalist system 
as an evolutionary system. According to Schumpeter, capitalism is the system 
that internally generates changes and technological progresses. According to him, 
the process of economic development is inherently dynamic, as opposite to static 
nature of the theory of equilibrium. This does not mean that Schumpeter is 
against the theory of equilibrium. On the contrary it is the underlying base for 
his own capitalist dynamic model.

Schumpeter's model of economic development is not a substitute for the 
theory of equilibrium but rather a necessary complement. Without it, it is 
impossible to understand the functioning of an economic system. Schumpeter

NOTES
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Profitstarted through' the 'circular flow' as an essential block for building dynamic 
model. Schumpeter describes the circular flow with the following assumptions:

• somewhere in the economic system a demand is ready awaiting every 

supply, and
• nowhere in the system are there commodities without complements.

NOTES
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Under these conditions, all goods find a market, and the circular flow of 
economic life is closed. In a steady state, costs in this* closed system are the price 
totals of the services of the production factors. Prices obtained for the products 
must equal these price totals.

The ultimate logical consequence of this ideal model of the clearing market 
is that production must flow on essentially profitless - profit is a symptom of 
imperfection.

Schumpeter defines production as the combinations of materials and forces 
that are within our reach. The producer is not an inventor.' All components that 
he needs for his product or service, whether physical or immaterial, already exist 
and are in most cases also readily available. The basic driving force behind 
structural economic growth is the introduction of new combinations of materials 
and forces, not the creation of new possibilities.

Development in the Schumpeterian sense is defined by the carrying out of 
new combinations. This concept covers the following five cases :

(i) The introduction of a new good - that is one with which consumers are 
not yet familiar - or a new quality of a good.

4
s*;.
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Business Economics (ii) The introduction of a new method of production - that is one not yet 
tested.

(in) The opening of a new market - that is a market into which the country in 
question has not previously entered.

(iv) The conquest of a new source of supply of raw materials or half- 
manufactured goods.

(v) The carrying out of the new organisation of any industry like the breaking 
up of a monopoly position.

Schumpeter's Innovation Theory of Profit

The innovation theory of profit was developed by Joseph A. Schumpeter. 
Schumpeter was of the opinion that factors such as emergence of interest and 
profits, recurrence of trade cycles are only incidental to a distinct process of 
economic development; and certain principles which could explain the process 
of economic development would also explain these economic variables or factors. 
Schumpeter's theory of profit is thus embedded in his theory of economic growth.

In his explanation of the process of economic growth, Schumpeter began 
with the state of stationary equilibrium, characterised by equilibrium in all spheres. 
Under conditions of stationary equilibrium, toted receipts from the business are 
exactly equal to the total cost outlay, and there is no profit. According to the 
Schumpeter's theory, profit can be made only by introducing innovations in 

manufacturing technique, as well as in the methods of supplying the1 goods. 
Sources of innovation include :

1. Introduction of new commodity or a better quality good;
2. Introduction of new method of production;
3. Opening of a new market;
4. Discovery of new sources of raw material; and,
5. Organising the industry in an innovative manner with the new techniques.

NOTES

4.9 DYNAMIC THEORY OF PROFIT
One of the widely known theories of profit was stated by F. A. Walker who 

theorised 'profit' as the rent of "exceptional abilities that an entrepreneur may 

^possess" over others.
He believes that profit is the difference between the earnings of the least 

and the most efficient entrepreneurs. Walker assumes a state of perfect 
competition, in which all firms are presumed equal managerial ability. In Walker's 
view, under perfectly competitive conditions, there would be no pure or economic 
profit and all firms would earn only marginal wages, which is popularly known 

in economics as 'normal profit'. , ■ ./
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Clark's Dynamic Theory Profit

\ The J. B. Clark's theory is of the opinion that profits arise in a dynamic 

economy not in a static economy. A static economy is defined as the one in which 
there is absolute freedom of competition; population and capital are stationary; 
production process remains unchanged over time; goods continue to remain 

homogeneous; there is freedom of factor mobility; there is no uncertainty and no 
risk; and if risk exists, it is insurable. In a static' economy therefore, firms make 

only the 'normal profit' or the wages of management.
A dynamic economy on the other hand, is characterized by the following 

generic changes:
(i) population increases;
(ii) increase in capital;
(Hi) improvement in production technique;
(iv) changes in the forms of business organizations; and,
(v) multiplication of consumer wants.

The major functions of entrepreneurs or managers in a dynamic 

environment are in taking advantage of the generic changes and promoting their 

businesses, expanding sales, and reducing costs. The entrepreneurs who 

successfully take advantage of changing conditions in a dynamic economy make 

pure profit.

NOTES

From Clark's'point of view, pure profit exist only in the short-run. In the 

long-run, competition forces other firms to imitate changes made by the leading 

firms, leading to a rise in demand for factors of production. Consequently, 
production costs rise, thus reducing profits, especially when revenue remains 

unchanged.

4.10 HAWLEY'S RISK THEORY OF PROFIT
The risk theory of profit was initiated by F. B. Hawley in 1893. According to 

Hawley, risk in business may arise due to such reasons as obsolescence of a product, 
sudden fall in the market prices, non-availability of crucial raw materials, 
introduction of better substitutes by competitors, risk due to fire, war and the 

like. Risk taking is regarded as an inevitable accompaniment of dynamic 

production, and those who take risk have a sound claim of a separate reward, 
referred to as 'profit'.

Hawley simply refers to profit as the price paid by society for assuming 

business risk. He suggests that businesspeople would not assume risk without 
expecting adequate compensation in excess of actuarial value, that is, premium 

on calculable risk.

v
\
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4.11 MONOPOLY PROFITBusiness Economics

Observe that the profit theories presented above were propounded in the 
background of the existence of perfect competition. But as conceived in the 
theoretical models, perfect competition is either non-existertt or is a rare 
phenomenon. An extreme opposite of perfect competition is the existence of 
monopoly in the market. The term monopoly characterises a market situation in 
which there is a single seller of a commodity that does not have close substitutes.

Monopoly arises due to such factors as :
(i) economies of scale;
(ii) sole ownership;
(Hi) legal sanction and protection; and,
(iv) mergers and acquisition.

A monopolist can earn pure or 'monopoly' profit and maintain it in the 
long run by using its monopoly powers, including :

(i) powers to control price and supply;
(ii) powers to prevent entry of competitors by price cutting; and,
(Hi) monopoly power in certain input markets.

NOTES

4.12 SUMMARY

• Profits are the difference between revenues and costs. In a trade transaction, 
profit is the difference between the price at which you sell a good and the 
price at which you bought it.

• Gross profit or sales profit is the difference between revenue and the cost 
of making a product or providing a service, before deducting overhead, 
payroll, taxation, and interest payments.

• Optimum Profit is the "right amount" of profit a business can achieve. In 
business, this figure takes account of marketing strategy, market position, 
and other methods of increasing returns above the competitive rate.

• Prof. Knight in his work Risk, Uncertainty and Profit (1940) surveyed the 
existing theories and famed his own theory. According to Prof. Knight 
Profit is the reward of uncertainty risk bearing. Profit accures to 
entrepreneur, because he bears uncertainty in business.

• One of the widely known theories of profit was stated by R A. Walker 
who theorised 'profit' as the rent of "exceptional abilities that an 
entrepreneur may possess" over others.

• The risk theory of profit was initiated by R B. Hawley in 1893. According 
to Hawley, risk in business may arise due to such reasons as obsolescence 
of a product, sudden fall in the market prices, non-availability of crucial

.
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Profitraw materials, introduction of better substitutes by competitors, risk due 

to fire, war and the like.

4.13 REVIEW QUESTIONS NOTES
1. Distinguish between gross and net profit.

2. Explain the concept of accountant's profit.

3. Discuss the uncertainty bearing theory of profit.

4. What is the basic concept of theory of innovation?

5. What do you understand by monopoly profit?

4.14 FURTHER READINGS
• Dwivedi, D. N. (2002) Managerial Economics, sixth edition (New Delhi: 

Vikas Publishing House Ltd).
• Jhingan, M. L., Modem Microeconomics, Vrinda Publications P. Ltd., 

New Delhi.
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Business Economics UNIT- V
i

RENT AND BUSINESS CYCLESNOTES

STRUCTURE:,\4
5.1 Learning Objectives
5.2 Introduction
5.3 Concept of Economic Rent
5.4 Quasi Rent
5.5 Ricardian Theory of Rent
5.6 Modem Theory of Rent
5.7 Meaning and Types of Business Cycles
5.8 Phases of Business Cycles
5.9 Theories of Business Cycles
5.10 Causes and Remedies of Business Cycles
5.11 Summary
5.12 Review Questions
5.13 Further Readings

•5

5.1 LEARNING QBTECTIVES j

After going through this unit, students wilLbe able to:
• state the basic concept of Rent and its classification;
• explain the concept and phases of business cycles;
• discuss the theories of business cycles;
• point out the causes and remedies of business cycles.

i
5.2 INTRODUCTION .[

Rent refers to that part of payment by a tenant which is made only for the ■> 
use of land, i.e., free gift of nature. The payment made by an agriculturist tenant q 
to the landlord is not necessarily equals to the economic rent. A part of this payment ‘ 
may consist of interest on capital invested in the land by the landlord in the form 
of buildings, fences, tube wells, etc. The term 'economic renf refers to that part j 
of payment which is made for the use of land only, and the total payment made 
by a tenant to the landlord is called 'contract rent'.

Business cycle or tarde cycle is a part of the capitalist system. It refers to the l 
phenomenon of cyclical booms and depressions. In a business cycle there are i 
wave-like fluctuations in aggregate employment, income output and price
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lej/el. The term business cycle has been defined in various ways by different Rent and Business Cycles 
economists. Professor Haberler's definition is very simple when he says, "The 
business cycle in the general-sense may be defined as alternation of periods of 
prosperity and depression of good and bad trade." Keynes's definition in his 
Treatise of money is more explicit: "a trade cycle is composed of periods of good 
trade charactertised by rising prices and low unemployment percentages, altering 
with periods of bad trade characterised by failing prices and high unemployment 
percentages." '

NOTES

5.3 CONCEPT OF ECONOMIC RENT
Economic rent is typically defined by economists as an excess distribution 

to any factor in a production process above the amount required to draw the 
factor into the process or to sustain the current use of the factor.

The disambiguation of economic rent from other unearned and passive 
increments has important implications for public revenue and tax policy.

Natural economic rent can be collected by governments for the purpose of 
public finance without the adverse effect caused by taxes on production or 
consumption. So long as there is sufficient economic profit in the production of 
goods, the rent of naturally occurring input resources such as land and minerals ; 
can inure to the benefit of the public purse. Alternatively, economic rent can be 
collected as royalties, or extraction fees in the case of minerals and oil and gas. 
Economic rent is closely related to producer surplus, but is measured in input 
units rather than output units.

Economic Rents, according to Tollison (1982), are "excess returns" above 
"normal levels" and they are associated with a lack of competition in markets. 
Tollison defines economic rents as "a return in excess of the resource owner's 
opportunity cost".

Henry George, best known for his proposal for a single tax on land, defined 
rent as "...the part of the produce that accrues to the owners of land (or other 
natural capabilities) by virtue of ownership" and as "the share of wealth given to 
landowners because they have an exclusive right to the use of those natural 
capabilities".

5.4 QUASI RENT
Quasi-rent is an analytical term in economics, for the income earned, in 

excess of post-investment opportunity cost, by a sunk cost investment Alfred 
Marshall (1842-1924) was the first to observe quasi-rents.

In general, an economic rent is the difference between the income from a 
factor of production in a particular use, and either the cost of bringing the factor 
into economic use. (Classical factor rent), or the opportunity cost of using the 
factor, where opportunity cost is defined as the current income minus the income
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Business Economics available in the next best use (Paretian factor rent). In other words, economic 
rent is the difference between the income in the current use of the factor and the 
absolute minimum required to draw a factor into a particular use (from no use at 
all, or from the next best use).

Many capital investments take the form of sunk cost investments in more 
or less highly specialized capital equipment, research and development, or 
training. For sunk cost investments, once the investment has been made, the 
cost of drawing the result into economic use may be minimal. For highly 
specialized equipment or training, the next best use may not pay much, so a 
large part of what is realized, constitutes a kind of rent. However, a sunk cost 
investment will only be made in the expectation that the resulting factor (e.g. 
capital equipment) can be employed to realize income above costs; the expectation 
of profitable income induced the creation of the capital factor.

While a true rent is an income in excess of what is necessary to bring a 
factor into productive use, a quasi-rent is only a Paretian Rent excluding the 
sunk cost investment. Viewed in an economic short term frame — after the sunk 
cost investment has been made — .The income realized by a sunk cost investment 
constitutes a rent to the extent that it exceeds the amount that would be realized 
in the next best use of the sunk cost investment, e.g. (you already bought the 
hammer and there is nothing you can do about it. If you don't use it to drive 
nails, then maybe it will make a good paper weight). Viewed in an economic 
long-term frame, which includes the decision to make the investment, the same 
income is not a rent, but instead might legitimately be called interest.

The existence of sunk cost investments and quasi-rents point to important 
problems for both business strategy and public policy, particularly in connection 
with natural monopolies. A business enterprise might form, for example, to build 
and operate a bridge across a river, charging a toll for crossing. Efficiency requires 
that the bridge be fully utilitized, but any toll charged will discourage some 
crossings. A toll set at a rate, which keeps the bridge fully utilized, will not 
necessarily include any return on (or even recovery of) the investment in the 
bridge, while a toll, which does yield a return on the investment in the bridge 
will not necessarily result in full, efficient utilization of the bridge.

Government policy is sometimes designed or manipulated to ensure that 
particular sunk cost investments earn larger quasi-rents. Patents may be 
considered an example of such an intervention. In the absence of patents and 
other intellectual property law, the sunk cost investment in research behind an 
invention could only earn a quasi-rent to the extent that secrecy inhibited 
competitors from freely utilizing the results of the research. Once the sunk cost 
investment in research has been made, of course, efficiency would require that 
the results (i.e. the invention) be freely and widely disseminated, which would 
seem to preclude earning a return, a quasi-rent, on the research. Patents give a

NOTES

t
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Rent and Business Cyclestime-limited legal right to charge for the use of an invention, which creates a 
potential quasi-rent, and return on investment.

/
5.5 RICARDIAN THEORY OF RENT

NOTES
The Theory of Rent was formulated by David Ricardo around 1809. It was 

the first clear exposition of the source and magnitude of land rents, and is among 
the most important and firmly established principles of economics. The Law of 
Rent states that the rent of a land site is equal to the economic advantage obtained 
by using the site in its most productive use, relative to the advantage obtained by 
using marginal (i.e., the best rent-free) land for the same purpose, given the same 
inputs of labor and capital.

This law has a number of important implications, perhaps the most 
important being its implication for wages. The Law of Rent implies that wages 
bear no systematic relationship to the productivity of labor, and are instead 
determined solely by its productivity on marginal land, as all production in excess 
of that amount will be appropriated by landowners in rent. This is not the 
notorious iron law of wages, which predated Ricardo and is most commonly 
associated with the writings of Thomas Malthus. Indeed, the Law of Rent explains 
why the Iron Law of Wages consistently fails to predict actual wages: if there are 
highly productive land sites available for free, wages will tend to be high, all 
things else being the same; if the only available free land yields little, wages will 
tend to be lower.

The Law of Rent makes it clear that the landowner has no role in setting 
land rents: he simply appropriates the additional production his more 
advantageous site makes possible, compared to marginal sites. The Law also 
implies that the landowner cannot pass on the burden of any cost such as land 
taxes to his tenants, as long as such costs do not affect the relative productivity of 
his land and marginal land.

Ricardian rent should not be confused with Contract Rent, which is the 
"actual payments tenants make for use of the properties of others." (Barlow 1986). 
Whereas the Law of Rent refers to the economic return that land should accrue 

for its use in production.

Criticism of Ricardian Theory

The Ricardian Theory of Rent has been widely criticised on the following
grounds:

(i) According to Ricardian Theory, rent arises because some lands are superior 
and others inferior. But modern writers assert that it is a matter of 
indifference to the general principle of rent whether the land is uniformly 
good, uniformly bad or gradable. The essential factor of rent is the relative 
scarcity of the products that land can yield. The scarcity of land is in fact
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Business ‘Economics ■ derived from the scarcity of its products. If the problem is approached 
from this point of view, the necessity of assuming different grades of land 
disappears.

(ii) The second fact that Ricardian Theory has pointed out is that rent is 
measured from the no-rent margin. No-rent margin is the starting point 
of measuring rent according to this theory. It is contended by the modem 
writers that the no-rent margin may exist in some cases, but it is not 
fundamental to the emergence of rent. For instance, some lands may be 
fit only for a specific use, e.g., growing com. If it is not profitable to grow 
com on them due to fall in the price of com, such land may go out of 
cultivation, or they may just pay for the cost of the crop grown on them. 
Such lands may have significance from the point of view of rent but in a 
different sense than held by Ricardo. If such lands are cultivated, they 
tend to increase the supply of com and thus lower rents, and if they go 
out of cultivation, rent rises due to a decrease in the supply of com. The 
existence of such marginal land does not give any ultimate explanation of 
rent.

i

NOTES'
/

5.6 MODERN THEORY OF RENT
Modem theorists view rent as a payment for the use of land. According to 

the modem view rent is determined by the demand for and the supply of land. 
Now lets take the demand for land first:

Demand for the Use of Land

The demand for land is a derived demand. It is derived from the demand 
for the products of land. If the demand for these products rises or falls, the demand 
for the use of land will correspondingly rise or fall leading to increase or decrease 
of rents.
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For instance, if population of a country increases, the demand for food will 
increase, resulting in increased demand for land and rise in its rent, and vice
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versa. The productivity of land is subject to the law of diminishing marginal Rent and Business Cycles 
productivity. That is why, the demand curve for land slopes downward from left 
to right, as shown in the following diagram above.

Thus, on the side of demand, rent of land is determined by its productivity, 
not total productivity, but marginal productivity.

Supply Side

On the supply side, the supply of land is fixed so far as the community is 
concerned, although individuals can increase their own supply acquiring more 
land from others or decrease its supply by parting with land. Land is a case of 
perfectly inelastic supply which means that whatever the rent, the supply remains 
the same. That is why it is said that land has no supply price. In other words, the 
supply of land in general is absolutely inelastic and as such its supply is 
independent of what it earns.

Interaction of Demand and Supply

The interaction of these two forces is shown in the above diagram. We 
assume that land is homogeneous and it is used for raising only one crop. Only 
then there can be one demand curve and on supply curve. We also assume perfect 
;ompetition. SS, supply curve, a vertical straight line, indicates the fixed supply 
af land. These two curves intersect at point E. In this OR (=SE) is the rent. If the 
•ent is less than OR, say OR" (=SE"), the demand for land will increase; but the 
supply is fixed, hence rent will again rise to OR. If, on the other hand, rent rises 
ibove OR to OR' (=SE'), the demand for land will decrease and bring the rent 
?ack to OR.

Suppose now that on account of increase in population or otherwise, 
demand for land has increased from DD to D'D'. Supply curve is still the same 
3S. The new point of intersection will be E', and, therefore, the rent will be OR'
SE'). If demand falls to D"D" then the demand and supply curves intersect at E" 
md the rent will be OR" (SE"). In case, the country is entirely new and land of 
>ood quality is surplus, then there will be no rent. This condition is shown by 
D"'D'". ^

\
Land for an Individual/Particular Use

\
We have analysed above the total demand and supply of land for the 

community as a whole. Now lets consider an individual's case. For a particular 
use or particular industry, the supply of land cannot be regarded as fixed. By 
offering more rent, the supply can be increased, the supply will decrease if the 
rent in this particular case goes down. The supply is thus elastic and the supply 
curve will rise upward from the left to the right as is shown in the following 
diagram:

NOTES
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Modern theory of rent does not confine itself to the determination of the 
reward of only land as a factor of production. Rent according to the modem 
sense can arise in respect of any factor of production. It is a surplus payment in 
excess of transfer earnings of that factor. Economic rent of a factor of production 
is the excess over its transfer earnings, i.e., what a factor may be earning in its 
present employment over what it could earn in its next best employment. In 
other words, transfer earnings of a factor mean what a unit of factor can earn in 
its next best alternative use, occupation or industry. We can also define transfer 
earnings as the minimum earnings which a unit of factor of production must be 
paid in order to induce it to stay in its present use or industry or occupation. If a 
factor is getting less than this minimum, it will give up its present employment 
and shift to its next best alternative employment. But if a factor in its present 
employment is earning more than the minimum necessary to keep it in that 
employment, the excess is called 'economic rent'.

5.7 MEANING AND TYPES OF BUSINESS CYCLES
Professor Gordon's definition is precise: "Business cycles consist of recurring 
alternation of expansion and contraction in aggregate economic activity, the 
alternating movements in.each direction being self-reinforcing and pervading 
virtually, all parts of the economy." The most acceptable definition is that given 
by Professor Mitchell in these words: "Business cycles are a type of fluctuations 
found in the aggregate economic activity of nations that organise their work mainly 

in business enterprise. A cycle consists of expansions occurring at about the same 

time in many economic activities followed by similarly general recessions, 
contractions, and revivals which merge into the expansion phase of the next cycle; 
this sequence of changes is recurrent but not periodic". The same idea is expressed 

by Professor Estey in a simple way: "Cyclical fluctuations are characterised by 

alternating waves of expansion and contraction. They do not have a fixed rhythm, 
but they are.'cycles in that the phases of contraction and expansion recur frequently 
and in fairly similar patterns."
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An important point to be noted in the case of business cycles is that "no Rent and Business Cycles 
cycle is perfectly regular with uniform frequency and amplitude, that is, the time 

taken to move from one peak level of output, to the next would always be the 
same, and the level of output and employment would always vary in the same 

proportion between the upper and lower turning-points. But such cycles have 
never occurred." Thus business cycles are recurrent fluctuations in aggregate 
employment, income, and output and price level.

Types of Cycles

Business cycles are usually classified as under:
1. The Short Kitchin Cycle: - It is also known as the minor cycle, which is 

of approximately 40 months duration. It is famous after the name of the 

British economist Joseph Kitchin, who made a distinction between a major 
and a minor cycle in 1923. He came to the conclusion on the basis of his 
research that a major cycle is composed of two or three minor cycles of 40 

months.
2. The Long Jugler Cycle: - This cycle is also known as the major cycle. It is 

defined "as the fluctuation of business activity between successive 

crises." In 1862 Clement Juglers, a French economist showed that periods 

of prosperity, crises and liquidation followed each other always in the same 

order. Later economists have come to the conclusion that Jugler cycle's 

duration is on the average nine and a half years.
3. The Very Long Kondratieff Cycle:- In 1925, N.D. Kondratieff, the Russian 

economist, came to the conclusion that there are longer waves of cycles of 
more than 50 years duration, made of six Jugler cycles. A very long cycle 

has come to be known as the Kondratieff wave.
4. Building Cycles: - Another type of cycle relates to the construction of 

buildings which is of fairly regular duration. Its duration is twice that of 
the major cycles are associated with the name of Warren and Pearson, two 

American economists who came to this conclusion in World Prices and 

the Building Industry (1937).
5. Kuznets Cycle: - Professor Simon Kuznets, the famous American 

economist, propounded a new type of cycle the secular swing of 16-22 
years which is so pronounced that it dwarfs the 7 to 11 years cycle into 
relative insignificance. This has come to be known as the Kuznets Cycle.

NOTES

5.8 PHASES OF BUSINESS CYCLES
A typical cycle is generally divided into four phases: - 

1. Expansion or Prosperity or the Upswing.
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Business Economics 2. Recession or Upper-Turning Point.
3. Contraction or Depression or Downswing
4. Revival or Recovery or Lower turning point.

These phases are recurrent and uniform in the case of different cycles. But 
no phase has definite periodicity or time interval. As pointed out by Pigou, cycles 
may not be twins but they are of the same family. Like families they have common 
characteristics that are capable of description. Starting at the trough or low point, 
a cycle passes through a recovery and prosperity phase, rise to a peak, declines 
through a recession and depression phase and reaches a trough. We describe 
below these characteristics of a business cycle.

Recovery

NOTES

We start from a situation when depression has lasted from some time and 
revival phase or the lower-turning point starts. The "originating forces" or 
"starters" may be exogenous or endogenous forces. Suppose the semi-durable 
goods wear out which necessitate their replacement in the economy. It leads to 
increased demand. To meet this increased demand, investment and employment 
increase. Industry begins to revive. Revival also starts in related capital goods 

industries. Once begun, the prices of revival become cumulative. As a result, the 

levels of employment, income and output rise steadily in the economy. In the 

early stages of the revival phase, there is considerable excess or idle capacity in 
the economy so that output increases without a proportionate increase in total 
costs. "But as time goes on, output becomes less elastic; bottlenecks appear with 

rising costs, deliveries are more difficult and plants may have to be 
expanded. Under these conditions, prices rise." Profit increases. Business 
expectations improve. Optimism prevails. Investment is encouraged which tends 
to raise the demand for bank loans. It leads to credit expansion. Thus the 
cumulative process of increase in investment, employment, output, income and 
prices will feed upon itself and becomes self-reinforcing. Ultimately, revival enters 

the prosperity phase.

Prosperity

Y In the prosperity phase, demand, output, employment and income are at a 
higthlevel. They tend to raise prices. But wages, salaries, interest rates, rentals, 
and taxes do not rise in proportion to the rise in prices. The gap between prices 
and cost increases the margin of profit. The increase of profit and the prospect of 
its continuance commonly cause a rapid rise in stock market values. "All securities 
including^ borids rise under the influence of improving expectations. The 
outstanding change is in stocks that, reflecting the capitalised values of prospective 

earnings, register invan exaggerated form the rising profits of enterprise." The
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Rent and Business Cycleseconomy is engulfed in waves of optimism. Larger profit expectations further 
increase investment which is helped by liberal bank credit. Such investments 
are mostly in fixed capital, plant, equipment and machinery. They lead to 
considerable expansion in economic activity by increasing the demand for 
consumer goods and further raising the price level. This encourages retailers, 
wholesalers and manufacturers to add to inventories. In this way, the expansionary 
process becomes cumulative and self-reinforcing until the economy reaches a 
very high level of productions, known as the peak or boom.

The peak or prosperity may lead the economy to over full employment 
and to inflationary rise in prices. It is symptom of the end of the prosperity phase 
and the beginning of the recession. The seeds of recession are contained in the 
boom in the form of strains in the economic structure which act as brakes to the

NOTES

expansionary path. They are: 
. I- Scarcities of labour, raw materials, etc. leading to rise in costs relative to 

prices.
2. Rise in the rate of interest due to scarcity of capital.
3. - Failure of consumption to rise due to rising prices and stable propensity

to consume when incomes increase.
The first factor brings a decline in profit margins. The second makes 

investments costly and along with the first lowers business expectations. The third 
factor leads to the piling up of inventories indicating that sales or consumption 
lags behind production. These forces become cumulative and self- 
reinforcing. Entrepreneurs, businessmen and traders become over cautious and 
over optimism gives way to pessimism. This is the beginning of the upper turning 

point.

Recession

Recession starts when there is a downward descends from the 'peak' which 
is of a short duration. "It marks the turning period during which the forces that 
make for contraction finally win over the forces of expansion. Its outward signs 
are liquidation in the stock market, strain in the banking system and some 
liquidation of bank loans, and the beginning of the decline of prices." As a result, 
profit margins decline further because costs start overtaking prices. Some firms 
close down. Others reduce production and try to sell out of accumulated stocks. 
Investment, employment, incomes and demand decline. This process becomes 
cumulative.

Recession may be mild or severe. The latter might lead to a sudden explosive 
situation emanating from the banking system or the stock exchange, and a panic 
or crisis occurs. "When a crisis, and more particularly a panic, does occur, it seems 
to be associated with a collapse of confidence and sudden demands for liquidity.
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Business Economics This crisis of nerves may itself be occasioned by some spectacular and unexpected 
failure. A firm or a bank or a corporation announces its inability to meet its 
debts. This announcement weakens other firms and banks at a time when 
ominous signs of distress are appearing in the economic structure. Moreover, it 
sets off a wave of fright that culminates in a general run on financial institutions; 
Such was the experience of the United States in 1873, in 1893 and in 1907." In 
die words of M.W.Lee, "A recession, once started, tends to build upon itself much 
as forest fire, once under way, tends to create its own draft and give internal 
impetus to its destructive ability.

Depression

Recession leads to depression when there is a general decline in economic 
activity. There is considerable reduction in the production of goods and services, 
employment, income, demand and prices. The general decline in economic 
activity leads to a fall in bank deposits. Credit expansion stops because the business 
community is not willing to borrow. Bank rate falls considerably. According to 
Professor Estey, "This fall in active purchasing power is the fundamental back 
ground of the fall in prices. That, despite the general reduction of output, 
characterises the depression." Thus a depression is characterised by mass 
unemployment; general fall in prices, profits, wages, interest rate, consumption, 
expenditure, investment, bank deposits and loans; factories closedown; and 
construction of all types of capital goods buildings, etc.—comes to a standstill. 
These forces are cumulative and self-reinforcing and the economy is at the trough.

The trough or depression may be short-lived or it may continue at the 
bottom for considerable time. But sooner or later limiting forces are set in motion 
which ultimately tends to bring the contraction phase to end and pave the way 
for the revival. A cycle is thus complete.

NOTES /

5.9 THEORIES OF BUSINESS CYCLES
The behaviour of a trade cycle is difficult to determine because of the 

multitudinous factors and circumstances that lie behind cyclical fluctuations. 
Attempts to explain them have brought forth a large number of theories. Some 
attribute cycles to exogenous causes and others to endogenous causes. Some 

economists classify business cycle theories them into real, psychological, monetary 
and th ?se relating to variations in spending, saving and investment.

Hawtrey's Monetary Theory of the Trade Cycle

According to Prof. R.G. Hawtrey, "The trade cycle is a purely monetary 

phenomenon." It is changes in the flow of monetary demand on the part of 

businessmen that lead to prosperity and depression in the economy. He opines 

that non-monetary factors like strikes, floods, earthquakes, droughts, wars, etc.
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Rent and Business Cyclesmay at best cause a partial depression, but not a general depression.' In actually, 
cyclical fluctuations are caused by expansion and contraction of bank credit which, 
in turn, lead to variations in the flow of monetary demand on the part of producers 
and traders. Bank credit is the principle means of payment in the present 
times. Credit is expanded or reduced by the banking system by lowering or raising 
the rate of interest or by purchasing or selling securities to merchants. This increases 
or decreases the flow of money in the economy and thus brings about prosperity 
or depression.

The expanded phase of the trade cycle starts when banks increase credit 
facilities. They are provided by the reducing the lending rate of interest and by 

'purchasing securities. These encourage borrowings on the part of merchants and 
producers. This is because they are very sensitive to changes in the rate of 
interest. So when credit becomes cheap, they borrow from banks in order to 
increase their stocks or inventories. For this, they place larger orders with producer 
who, in turn, employs more factors of production to meet the increasing demand. 
Consequently, money incomes of the owners of factors of production increase 
thereby increasing expenditure on goods. The merchants find their stocks being 
exhausted. They place more orders with producers. This leads further increase 
in productive activity, in income, outlay, demand and a further depletion of stocks 
of merchants. According to Hawtrey, "Increased activity means increased demand, 
and increased demand means increased activity. A vicious circle is set up, a 
cumulative expansion of productive activity."

As the cumulative process of expansion continues, producers quote higher 
and higher prices. Higher prices induce traders to borrow more in order to hold 
still larger stocks goods so as to earn more profits. Thus optimism encourages 

borrowing, borrowing increases sales, and sales raise optimism.
According to Hawtrey, prosperity cannot continue limitlessly. It comes to 

an end when banks stop credit expansion. Banks refuse to lend further because 

their cash funds are depleted and .the money in circulation is absorbed in the 
form of cash holdings by consumers. Another factor is the export of gold to other 

countries when imports exceed exports as a result of high prices of domestic 
goods. These factors force the banks to raise interest rates and refuse to lend. 
Rather, they ask the business community to repay their loans. This starts the 

recessionary phase.
In order to repay bank loans, businessmen start selling their stocks. This 

sets the process of falling prices. They also cancel orders with producers. The 
latter curtail their productive activities due to fall in demand. This, in turn, leads 
to reduction in the demand for factors of production. There is 
unemployment. Incomes fall. Falling demand, prices and incomes are the signals 

i for depression. Unable to repay bank-loans, some firms go into liquidation thus

NOTES
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Business Economics forcing banks to contract credit further. Thus the entire process becomes 
cumulative and the economy is forced in to depression.

According to Hawtrey, the process of recovery is very slow and halting. As 
depression continues, traders repay bank loans by selling their stocks at whatever 

prices they can. As a result, money flows into the reserves of banks and funds 
increase with banks. Even though the bank rate is very low, there is "credit 
deadlock" which prevents businessmen to borrow from banks due to pessimism 

in economic activity. This deadlock can be broken by following a cheap money 

policy by the central bank which will ultimately bring about recovery in the 
economy.

Criticism

NOTES

Monetarists like Friedman have supported Hawtrey's theory. But the 

majority of economists have criticised him for over-emphasising monetary factors 

to the neglect of non-monetary factors in explaining cyclical fluctuations. Some 

of the points of criticism are discussed below.
None can deny that expansion of credit leads the expansion of business 

activity. But Hawtrey believes that an expansion of credit leads to a boom. This is 

not correct because the former is not the cause of the latter. As pointed out by 

Pigou, "Variations in the bank money supply is a part of the business cycle, it is 

not the cause of it." At the bottom of the depression, credit is easily available. 
Even then, it fails to bring a revival. Similarly, contraction of credit cannot brin^ 

about a depression. At best, it can create conditions for that. Thus expansion or 

contraction of credit cannot originate either boom or depression in the economy.
Haberler has criticised Hawtrey for "his contention that the reason for the 

breakdown could be prolonged and depression staved off indefinitely if the money 

supply were in exhaustible." But the fact is that even if the supply of money is 

inexhaustible in the country, neither prosperity can be continued indefinitely 

nor depression can be delayed indefinitely. •
Hamberg has criticised Hawtrey for the role assigned to wholesalers in his 

analysis. The kingpin in Hawtrey's theory is the trader or the wholesaler who gets 
credit from banks and starts the upturn or vice-versa. In actuality, traders do not 
depend exclusively on bank credit but they finance business through their own 

accumulated funds and borrowings from private sources.
Further, Hamberg also does not agree with Hawtrey that traders react to 

changes in interest rates. According to Hamberg, traders are likely to react 
favourably to a reduction in the interest rate only if they think that the reduction 

is permanent. But they do not react favourably during the depression phase 

because traders expect a further reduction every time the interest rate is reduced.
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On the other hand, if traders finance their stocks with their own funds, interest Rent and Business Cycles 
rate changes will have little effect on their purchases.

Again it is an exaggeration to say that the decisions of traders regarding 
accumulation or depletion of stocks are solely governed by changes in interest 
rate. As a matter of fact, factors other than the rate of interest are more important 
in influencing such decisions. They are business expectations, price changes, cost 
of storage, etc.

Hamberg further points out that in Hawtrey's theory cumulative 
movements in economic activity are the results of changes in stocks of goods.
But fluctuations in inventory investments can at best produce minor cycles, which 
are not cycles in the true sense of the term.

The theory also fails to explain the periodicity of the cycle.
Finally, Hawtrey's theory is incomplete because it emphasises only monetary 

factors and totally ignores such non-monetary factors as innovations, capital stock, 
multiplier-accelerator interaction, etc.

Schumpeter's Theory of Innovations

The innovations theory of trade cycles is associated with the name of Joseph 

Schumpeter. According to Schumpeter, innovations in the structure of an 
economy are the source of economic fluctuations. Trade cycles are the outcome 
of economic development in a capitalist society. Schumpeter accepts Juglar's 
statement that the cause of depression is prosperity," and then gives his own 
view about the originating cause of the cycle.

Schumpeter's approach involves the develdpment of his model into two 
stages. The first stage deals with the initial impact of innovation and the second 
stage follows through reactions to the original impact of innovation.

The first approximation starts with the economic system in equilibrium 
' with every factor fully employed. Every firm is in equilibrium and producing 

efficiently with its costs equal to its receipts. Product prices are equal to both 

average and marginal costs. Profits and interest rates are zero. There are no savings 
and investments. This equilibrium is characterised by Schumpeter as the "circular 

flow" which continues to repeat itself in the same manner year after year, similar 
to the circulation of the blood in an organism. In the circular flow, the same 

products are produced every year in the same manner.
Schumpeter's model starts with the breaking up of the circular flow by. 

innovations in the form of a new by an entrepreneur for earning profit.
By innovation Schumpeter means "such changes in the production of goods 

as cannot be affected by infinitesimal steps or Variations on the margin." An 

'innovation may consist of:

NOTES

*
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Business Economics 1. The introduction of a new product.
2. The introduction of a new method of production. 1
3. The opening up of a new market.
4. The conquest of a new source of raw materials or semi-manufactured 

goods.
5. The carrying out of the new organisations of any industry.

Innovations are not inventions. According to Schumpeter, there is nothing
that can explain that inventions occur in a cyclical manner. It is the introduction 
of a new product and the continual improvements in the existing ones that are 
the principal causes of business cycles.

Schumpeter assigns the role of an innovator not to the capitalist but to an 
entrepreneur. The entrepreneur is not a man of ordinary ability but one who 
introduces something entirely new. He does not provide funds but directs their 
use.

NOTES

To perform his economic function, entrepreneur two things: first, the 

existence of technical knowledge I order to produce new products, and second, 
and the power of disposal over the factors of production in the form of bank 
credit. According to Schumpeter, a reservoir of untapped technical knowledge 
exists in a capitalist society which he can maketrse~ofT Therefore, credit is essential 
for breaking the circular flow.

The innovating entrepreneur is financed by expansion of bank credit. Since, 
investment in an innovation is risky, he must pay interest on it. With his newly 
acquired funds, the innovator starts bidding away resources from other 

industries. Money incomes increase. Prices begin to rise thereby stimulating 

further investment. The new innovation starts producing goods and there is an 
increased flow of goods in the economy. Consequently, supply exceeds 
demand. Prices and cost of production of goods start declining until recession 
sets in. Because of the low prices of goods, producers are not willing to expand 
production. During this period of recession credit, prices and interest rates decline 

but total output is likely top average larger than in the preceding prosperity.
Thus Schumpeter's first approximation consists of a two-phase cycle. The 

economy starts at the Equilibrium State, rises to a peak and then starts downward 
into a recession and continues till the new equilibrium is reached-. This new 

equilibrium will be at a higher level of income than the initial equilibrium because 

of the innovation, which started the cycle.
The second approximation of Schumpeter follows through the reactions of 

the impact of original innovation. Once the original innovation becomes successful 
and profitable, other entrepreneurs follow it in "swarm-like clusters." Innovation 

on one field induces innovations in related fields. Consequently, money incomes
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Rent and Business Cycles >and prices rise and help to create a cumulative expansion throughout the 

economy. With the increase in the purchasing power of consumers, the demand 

for the products of old industries increases in relation to supply. Prices rise 

-further. Profits increase and old industries expand by borrowing from the banks. 
It induces a secondary wave of credit inflation which is superimposed on the 

pprimary wave of innovation. Over optimism and speculation add further to the 

■boom. After a period gestation, the new products start appearing in the market 
-displacing the old products and enforcing a process of liquidation, readjustment 
-and absorption.

The demand for the old products is decreased. Their prices fall. The old 

■firms' contract output and some are even forced to run into liquidation. As the 

innovators start repaying bank loans out of profits, the quantity of money is 

decreased and prices tend to fall. Profits decline. Uncertainty and risks 

ncrease. The impulse for innovation is reduced and eventually comes to an 

md. Depression sets in, and the painful process of readjustment to the "point of 

previous neighborhood of equilibrium" begins. Ultimately the natural forces of. 
.ecovery bring about a revival. To Schumpeter, cyclical swings are the cost of 

-economic development under capitalism, a permanent feature of its dynamic 

ime-path.
Schumpeter believes in the existence of Kondratieff long-wave of ups wings 

Hind downswings in economic activity. Each long-wave upswing is brought about 
?y an innovation, which leads to abundance of goods for the masses. Once the 

upswing ends, the long-wave downswing begins. ,
Thus the second approximation of Schumpeter's theory of trade cycle 

develops into a four-phase cycle with the recession which was the second phase 

n the first approximation continuing downward to give the depression phase 

■and this extension of cycle is followed by a period of revival which continues till 
-he equilibrium level is reached. This is shown as the "Secondary Wave".

NOTES

\

. Schumpeter has also advanced an hypothesis integrating the minor Kitchen 

:ycle of 40 months duration, the intermediate Juglar cycle of 8 to 9 years' duration 

and the long Kondratieff cycle of 50 to 60 years' duration. He postulates in his 

heory that one Kondratieff cycle is made up of six intermediate Juglar cycles and 

2ach Juglar cycle includes 3 Kitchen minor cycles. Thus Schumpeter provides a
ithree-tier scheme of cycles in his theory.

. w'
Criticism

Schumpeter's analysis is based on the innovator. Such persons were to be 
■found in the 18th and 19th centuries who made innovations. But now all 
innovations are the part of the functions of a joint stock company. Innovations

Self-Instructional Material 95



Business Economics are regarded as the routine of industrialconcerns and do not require an innovaton 
as such. '' >

Schumpeter's contention that cyclical fluctuations are due to innovations- 
is not correct. As a matter of fact, trade cycles may be due to psychological, natura 
or financial causes. ^

Schumpeter gives too much importance to bank credit in his theory. Bank 
credit may be important in the short run when industrial concerns get credi 
facilities from banks. But in the long run when the need for capital funds is mud 
greater, bank credit is insufficient. For this, business houses have to float fresl 
shares and debentures in the capital market. Schumpeter's theory is weak in tha- 
it does not take these factors into consideration.

Again critics point out that if an innovation is financed through volimtarji
i

savings or internal funds, there will not be an ! inflationary is ir- 
prices. Consequently, in an underdeveloped economy an innovation financec 
voluntary savings might not generate a cycle.

Finally, Schumpeter's analysis is based on the unrealistic assumption of full 
employment of resources to begin with. But the fact is that at the time of reviva- 
the resources are unemployed. Thus the introduction of an innovation may no
lead to the withdrawal of labour and other resources from old industries. Thuj- 
the competitive impact of an innovation would not increase costs prices. Since- 
full employment is an exception rather than the rule, Schumpeter's theory is no- 
a correct explanation of trade cycles.

Keynes's Theory of the Trade Cycle

The Keynesian theory of the trade cycle is an integral part of his theory oi- 
income, output and employment. Trade cycles are periodic fluctuations of income, 
output and employment. Keynes regards the trade cycle as mainly due to "en
cyclical change in the marginal efficiency of capital, though complicated and! 
often aggravated by associated changes in the other significant short-periodl 
variables of the economic system."

According to Keynes, the principal cause of depression and unemployment! 
is the lack of aggregate demand. Revival can be brought about by raising aggregate- 
demand which in turn can be raised by increasing consumption and/or 

investment. Since consumption is stable durihg the short run, therefore revival! 

is possible by increasing investment. Similarly, the main cause of the downturn 

is reduction in investment. Thus in the Keynesian explanation of the trade cycle, 
"thexycle consists primarily in the rate of investment, according to Hansen. And 

fluctuations in the rate of investment are caused mainly by fluctuations in the 

marginal efficiency of capital. The marginal efficiency of capital (MEC) depends 
on the supply price of capital assets and their prospective yield. Since the supply

NOTES
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price of capital assets is stable irrthe short run, the marginal efficiency of capital Rent and Rusmess Cycles 
is determined by the prospective yield of capital assets, which in turn depends 

on business expectations. Fluctuations in the rate of investment are also caused 
by fluctuations in the rate of interest. But Keynes gives more importance to 
fluctuations in the marginal efficiency of capital as the principal cause of cyclical 
fluctuations.

To explain the course of the Keynesian cycle, we start with the expansion 
phase. During the expansion phase, the marginal efficiency of capital is 
high. Businessmen are Optimistic. There is rapid increase in the rate of investment.
Consequently, output employment and income increase. Every increase in 

investment leads to a multiple increase in income via the multiplier effect. This 
cumulative process of rising investment, income and employment continues till 
the boom is reached.

As the boom progresses, there is a tendency for the marginal efficiency of 
capital to fall due to two reasons. First, as more capital goods are being produced 

steadily, the current yield on them declines. Second, at the same time the current 
' costs of new capital goods rise due to shortages and bottlenecks of materials and 

labour, "Thus the prevailing optimistic estimate of future yields of capital good is 

:v increasingly displaced by disillusion. The collapse in the marginal efficiency of 

capital precipitates a sharp increase in liquidity preference. This causes a rise in 

the rate of interest, and thus the situation is aggravated. But the cyclical swings in 

the marginal efficiency of capital are made more violent than the facts justify by 

the uncontrollable and disobedient psychology of the business world/
During the downturn, investment falls due to a fall in the marginal efficiency

t

of capital and rise in the rate of interest. This leads to a cumulative decline in 

employment and income via the reverse operation of the multiplier. Further, the 

-r fall in the marginal efficiency of capital may shift the consumption function 

downward thereby hastening the depression. Keynes attaches more importance 

to the sudden collapse of the marginal efficiency of capital than to a rise in the 

rate of interest as an explanation of the downturn of the cycle leading to the crises 

and the depression.
Unlike the sudden collapse of the economic system, the revival takes time. It 

depends on factors, which bring about the recovery of the marginal efficiency of 
capital. "The time which must elapse before recovery begins, depends partly upon 

the magnitude of the normal rate of the economy and partly upon the length of 
life of capital goods. The shorter the length of life of durable assets, the shorter 

the depression. And also, the more rapid the rate of growth, the shorter the 

depression." Another factor which governs the duration of depression is the 
"carrying costs of surplus stocks." According to Keynes, the carrying-cost of

/

NOTES

1
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Business Economics surplus stocks during the depression is seldom less than 10 per cent per annum. So 
for a few years disinvestment in stocks will continue till the surplus stocks are 
exhausted. Optimism takes the place of pessimism. The marginal efficiency of 
capital increases. Fresh investment starts taking place. Revival has started.

Criticism

NOTES

Keynes's theory of the trade cycle is superior to the earlier theories because 
"it is more than a theory of the business cycle in the sense that it offers a general 
explanation of the level of employment, quite independently of the cyclical nature 
of changes in employment." However, critics are not tacking in pointing out its 
weaknesses.

Keynes has been criticised for his analysis of business cycle based on 
expectations. In fact, he overemphasized the role of expectations in influencing 
the marginal efficiency of capital. According to Hart, Keynes relied on "convention" 
for forecasting changes in business expectations and failed to confront ex-ante 

and ex-post reasoning. The reliance on the conventional hypothesis makes 
Keynes's concept of expectations superfluous and unrealistic. According to Ozga, 
"No expectations need to be taken into account. The businessmen are supposed 
to behave neither as if they were adjusting their positions nor to their expectations 
but observable date."

Keynes considers the trade cycle as mainly due to fluctuations in the 
marginal efficiency of capital. The marginal efficiency of capital, in turn, 
determines the rate of investment. And investment decisions depend upon the 
psychology of businessmen or producers. Thus Keynes's theory is not much 
different from Pigou's psychological theory of the trade cycle.

Further, Keynes attributes the downturn to the sudden collapse in the 
marginal efficiency of capital. According to Hazlitt, die term marginal efficiency 
of capital being vague and ambiguous, 'Keynes's explanation of the crises of the 
marginal efficiency of capital is either a useless truism or an obvious error.

Another weakness of Keynes's theory of the trade cycle is that some of its 
variables such as expectations, marginal efficiency of capital and investment 
cannot explain the different phases of the cycle. In the words of Dillard, "It is less 
than a complete theory of the business cycle because it makes no attempt to give 

a detailed account of the various phases of the cycle.
Saulnier eriticises Keynes's Notes on the trade Cycle for lacking in factual 

proof. According to him, Keynes makes no attempt to test any of his deductions 

with facts. Dillard also points toward this defect when he writes that Keynes "does 
not examine closely the empirical data of cyclical fluctuations."

One of the serious omissions of, Keynes's theory of the trade cycle is the 
acceleration principal. This made his theory one-sided because his explanation
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centers round the principle of multiplier. As pointed out by Sir John Hicks, "The Rent and Business Cycles 
theory of acceleration and the theory of multiplier are to sides of the theory 
fluctuations, just as the theory of demand and the theory of supply are the two 
sides of the theory of value." NOTES

5.10 CAUSES AND REMEDIES OF BUSINESS CYCLES
Trade or Business cycles are a type of fluctuation found in the aggregate 

economic activity of nations that organize their work mainly in business 

enterprises: a cycle consists of expansions occurring at about the same time in 

many economic activities, followed by similarly general recessions, contractions, 
and revivals which merge into the expansion phase of the next cycle; in duration, 
business cycles vary from more than one year to ten or twelve years; they are not 
divisible into shorter cycles of similar characteristics with amplitudes 

approximating their own. .
According to A. E Bums:

Business cycles are not merely fluctuations in aggregate economic activity.
The critical feature that distinguishes them from the commercial 
convulsions of earlier centuries or from the seasonal and other short 
term variations of our own age is that the fluctuations are widely diffused 

^ over the economy—its industry, its commercial dealings, and its tangles
of finance. The economy of the western world is a system of closely 

interrelated parts. He who would understand business cycles must 
master the workings of an economic system organized largely in a 

netwdrk of free enterprises searching for profit. The problem of how 

business cycles come about is therefore inseparable from the problem 

of how a capitalist economy functions.

Cycles or Fluctuations

In recent years economic theory has moved towards the study of economic 

fluctuation rather than a 'business cycle' - though some economists use the phrase 
'business cycle' as a convenient shorthand. For Milton Friedman calling the 

business cycle a "cycle" is a misnomer, because of its non-cyclical nature. Friedman 
believed that for the most part, excluding very large supply shocks, business 

declines are more of a monetary phenomenon.
Rational expectations theory states that no deterministic cycle can persist 

because it would consistently create arbitrage opportunities. Much economic 

theory also holds that the economy is usually at or close to equilibrium. These 

views led to the formulation of the idea that observed economic fluctuations can 

be modeled as shocks to a system.
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Business Economics In the tradition of Slutsky, business cycles can be viewed as the result of 

stochastic shocks that on aggregate form a moving average series. However, the 

recent research employing spectral analysis has confirmed the presence of business 
(Juglar) cycles in the world GDP dynamics at an acceptable level of statictical 
significance.

NOTES

The explanation of fluctuations in aggregate economic activity is one of the 

primary concerns of macroeconomics. The most commonly used framework for 
explaining such fluctuations is Keynesian economics. In the Keynesian view, 
business cycles reflect the possibility that the economy may reach short-run 

equilibrium at levels below or above full employment. If the economy is operating 

with less than full employment, i.e., with high unemployment, Keynesian theory 

states that monetary policy and fiscal policy can have a positive role to play in 

smoothing the fluctuations of the business cycle.
There are a number of alternative heterodox economic theories of business 

cycles, largely associated with particular schools or theorists. There are also some 

divisions and alternative theories within mainstream economics, notably Real 
Business Cycle theory and credit-based explanations such as debt deflation and 

the Financial Instability Hypothesis.

Exogenous vs. Endogenous

Within mainstream economics, the debate over external (exogenous) versus 

internal (endogenous) causes of the economic cycle is centuries long, with the 
classical school (now neo-classical) arguing for exogenous causes and the 
underconsumptionist (now Keynesian) school arguing for endogenous causes. 
These may also broadly be classed as "supply-side" and "demand-side" 

explanations: supply-side explanations may be styled, following Say's law, as 

arguing that "supply creates its own demand", while demand-side explanations 

argue that effective demand may fall short of supply, yielding a recession or 

depression.
This debate has important policy consequences: proponents of exogenous 

causes of crises such as neoclassicals largely-argue for minimal government policy 
or regulation (laissez faire), as absent these external shocks, the market functions, 
while proponents of endogenous causes of crises such as Keynesians largely argue 

for larger government policy and regulation, as absent regulation, the market 
will move from crisis to crisis. This division is not absolute - some classicals 

(including Say) argued for government policy to mitigate the damage of economic 
cycles, despite believing in external causes, while Austrian School economists 

argue against government involvement as only worsening crises, despite believing 

in internal causes.
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Rent and Business CyclesThe view of the economic cycle as caused exogenously dates to Say's law, 
and much debate on endogeneity or exogeneity of causes of the economic cycle 
is framed in terms of refuting or supporting Say's law; this is also referred to as 
the "general glut" debate.

Until the Keynesian revolution in mainstream economics in the wake of 
the Great Depression, classical and neoclassical explanations (exogenous causes) 
were the mainstream explanation of economic cycles; following the Keynesian 
revolution, neoclassical macroeconomics was largely rejected. There has been 
some resurgence of neoclassical approaches in the form of RBC theory, but the 
mainstream view is largely Keynesian.

Mainstream economists working in the neoclassical tradition of Adam 
Smith and David Ricardo, as opposed to the Keynesian tradition, have usually/ 
viewed the departures of the harmonic working of the market economy as due - 
to exogenous influences, such as the State or its regulations, labor unions, business 
monopolies, or shocks due to technology or natural causes (e.g. sunspots for 
William Stanley Jevons, planet Venus movements for Henry Ludwell Moore).

Contrarily, in the heterodox tradition of Jean Charles Leonard de Sismondi, 
Clement Juglar, and Marx the recurrent upturns and downturns of the market 
system are an endogenous characteristic of it.

The 19th century school of Underconsumptionism also posited endogenous 
causes for the business cycle, notably the paradox of thrift, and today this 
previously heterodox school has entered the mainstream in the form of Ke 

economics via the Keynesian revolution.

Keynesian

NOTES

tesian

According to Keynesian economics, fluctuations in aggregate demand cause 

the economy to come to short run equilibrium at levels that are different from 
the full employment rate of output. These fluctuations express themselves as the 
observed business cycles. Keynesian models do not necessarily imply periodic 
business cycles. However, simple Keynesian models involving/the interaction of 
the Keynesian multiplier and accelerator give rise to cyclical/responses to initial 
shocks. Paul Samuelson's "oscillator model" is supposed to account for business 
'Cycles thanks to the multiplier and the accelerator. The.amplitude of the variations 

in economic output^depends on the level of the investment, for investment 
determines theJevel of aggregate output (multiplier), and is determined by 
aggregate demand (accelerator).

In the Keynesian tradition, Richard Goodwin accounts for cycles in output 
? by the distribution of income between business profits and workers wages. The 

’'fluctuations in wages are almost the same as in the level of employment (wage 
cycle lags one period behind the employment cycle), for when the economy is at

/ •
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Business Economics high employment, workers are able to demand rises in wages, whereas in periods 
'of high unemployment, wages tend to fall. According to Goodwin, when 
unemployment and business profits rise, the output rises.

Credit/Debt Cycle

One alternative theory is that the primary cause of economic cycles is due 
to the credit cycle: the net expansion of credit (increase in private credit, 
equivalently debt, as a percentage of GDP) yields economic expansions, while 

the net contraction causes-recessions, and if it persists, depressions. In particular, 
the bursting of speculative bubbles is seen as the proximate cause of depressions, 
and this theory places finance and banks at the center of the business cycle.

A primary theory in this vein is the debt deflation theory of Irving Fisher, 
which he proposed to explain the Great Depression. A more recent complementary 
theory is the Financial Instability Hypothesis of Hyman Minsky, and the credit 
theory of economic cycles is often associated with Post-Keynesian economics such 

as Steve Keen.
Post-Keynesian economist Hyman Mifisky has proposed a explanation of 

cycles founded on fluctuations in credit, interest rates and financial frailty, called 

the Financial Instability Hypothesis. In an expansion period, interest rates/are 

low and companies easily borrow money from banks to invest. Banks are not 
reluctant to grant them loans, because expanding economic activity allows business 
increasing cash flows and therefore they will be able to easily pay back the loans. 
This process leads to firms becoming excessively indebted, so that they stop 

investing, and the economy goes into recession.
While credit causes have not been a primary theory of the economic cycle 

within the mainstream, they have gained occasional mention, such as (Eckstein 

& Sinai 1986), cited approvingly by (Summers 1986).
Most social indicators (mental health, crimes, suicides) worsen during 

economic recessions. As periods of economic stagnation ^re painful for the many 

who lose their jobs, there is often political pressure for gpvemments to mitigate 
recessions. Since the 1940s, following the Keynesian revolution, most governments 

of developed nations have seen the mitigation of the business cycle as part of the 

responsibility of government, under the rubric of stabilization policy.
Since in the Keynesian view, recessions are caused by inadequate aggregate 

demand, when a recession occurs the government should increase the amount of 

aggregate demand and bring the economy back into equilibrium. This the 

government can do in two ways, firstly by increasing the money supply 

(expansionary monetary policy) and secondly by increasing government spending - 

or cutting taxes (expansionary fiscal policy).-

NOTES
\
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By contrast, some economists, notably New classical economist Robert Rem and Business Cycles 
Lucas, argue that the welfare cost of business cycles are very small to negligible, 
and that governments should focus on long-term growth instead of stabilization.

However, even according to Keynesian theory, managing economic policy 

to smooth out the cycle is a difficult task in a society with a complex economy.
Some theorists, notably those who believe in Marxian economics, believe that 
this difficulty is insurmountable. Karl Marx claimed that recurrent business cycle 

crises were an inevitable result of the operations of the capitalistic system. In tfyis 

view, all that the government can do is to change the timing of economic crises.
The crisis could also show up in a different form, for example as severe inflation' 
or a steadily increasing government deficit. Worse, by delaying a crisis, government 
policy is seen as making it more dramatic and thus more painful.

Additionally, since the 1960s neoclassical economists have played down 

the ability of Keynesian policies to manage an economy. Since the 1960s, 
economists like Nobel Laureates Milton Friedman and Edmund Phelps have made 

ground in their arguments that inflationary expectations negate the Phillips curve 

in the long run. The stagflation of the 1970s provided striking support for their 

theories, defying the simple Keynesian prediction that recessions and inflation 

cannot occur together. Friedman has gone so far as to argue that all the central 
bank of a country should do is to avoid making large mistakes, as he believes 

they did by contracting the money supply very rapidly in the face of the Wall 
Street Crash of 1929, in which they made what would have been a recession into 

the Great Depression.

NOTES

/

5.11 SUMMARY

• Quasi-rent is an analytical term in economics, for the income earned, in 

excess of post-investment opportunity cost, by a sunk cost investment.
Alfred Marshall (1842-1924) was the first to observe quasi-rents.

\
• Business cycles consist of recurring alternation of expansion and contraction 

in aggregate economic activity, the alternating movements in each 

directidffbeing self-reinforcing and pervading virtually, all parts of the 

economy.

• Recession starts when there is a downward descends from the 'peak' which 
is of a short duration. "It marks the turning period during which the forces 
that make for contraction finally win over the forces of expansion.

• Recession leads to depression when there is a general decline in economic
activity. There is considerable reduction in the production of goods and

;
services, employment, income, demand and prices.
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• According to Prof. R.G. Hawtrey, "The trade cycle is a purely monetary 
phenomenon." It is changes in the flow of monetary demand on the part
of businessmen that lead to prosperity and depression in the economy.

/
• According to Schumpeter, innovations in the structure of an economy 

are the source of economic fluctuations. Trade cycles are the outcome of 
economic development in a capitalist society.

• The Keynesian theory of the trade cycle is an integral part of his theory of 
income, output and employment. Trade cycles are periodic fluctuations 
of income, output and employment.

Business Economics

NOTES

5.12 REVIEW QUESTIONS
1. What is quasi rent?

2. What do you understand by Trade cycle?

3. Discuss any three types of business cycles.

4. State The Keynesian theory of the business cycle.

5. How does Schumpeter's theory of innovation elaborate business cycle?

6. Find out the main causes of business cycle.

5.13 FURTHER READINGS
• Achuthan Lakshman, Beating the Business Cycle, Crown Business 

Publisher, May 18 2004.

• Keat Paul andYoung Philip, Managerial Economics, International 6th Edition.

• . Dwivedi, D. N. (2002) Managerial Economics, sixth edition (New Delhi:
Vikas Publishing House Ltd).
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