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PART FIVE

FACTOR PRICING

Chapter 35

Mdcro-Theories of Distribution

1. PERSONAL DISTRIBUTION AND FUNCTIONAL DISTRIBUTION |

The term “distribution” in economics refers to personal distribution and functional
yistribution of income. Personal distribution relates to the forces governing the
Jistribution of income and wealth among the various individuals of a country.
Under personal distribution, we study the pattern of the distnibution of national
ncome and the shares received by the different classes. What is the share of the
wage-earning class, of the rentier class, and of the entreprencurial class in the
sattonal income? Why 1s the share of the wage-earning class in the national 1n-
come lower than the other classes? Why is the wage of one person higher (or
lower) than the other? Why is the rent of one piece of land or house higher (or
lower) than the other? These and other similar problems are studied under personal
distribution of income. In other words, under personal distribution of income we
study the problem of inequality of income and wealth, its effects, and measures to
remove or lessen inequalities. In the words of Jan Pen: “Personal distribution (or:
the ‘size distribution of income’) relates to individual persons and their incomes.
The wav in which that income was acquired often remains in the background.
What matters is how much someone earns, not so much whether that income con-
sists of wage, interest, profit, pension or whatever. And further special attention 1s
paid to income recipients as a collective body, in which regularpatterns are sought.™

“Functional distribution or ‘factor share distribution” explains the share of total
national income received by each factor of production. In other w_ords.. it relates to
the distribution of rewards for the services of the factors of production. Rent, wages,
nterest and profit arc the rewards for the services of land, labour, cuplta! and
organisation respectively. Algebraic_allyn I} can be stated as: P :_‘,f (4, B, C, D),
where the total output P is a function /" ot A land, B labour, C capital, and D
organisation, Thus functional distribution ;-;tudu:::-; the forces undc_rlymg the deter-
Mination of the prices and shares of the various factors of production. 10 qgotg‘: Jan
Pen again: “In functional distribution. . . We arc no Inqucr mn;crned with mdl_-
viduals and their individual incomes, but with factors of production: lut_mlur:cupl—
al, land and something else that may bcm be cgllcd ‘entreprencurial activity - The
theory examines how these factors of production arc fUlﬂlt_llCtﬁtﬂd. ]l s primarily
concerned with the price of a unif of labour, a unit of cupllul, a unit ot land, undﬁ
hcing therefore an extension of price theory. . . it is sometimes called the theory of

| E [ LT " }I (]
Jan Pen, Income Distribution. 1971. Imlthlm original.
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i in the country due to a continuous struggle between the rich and the PoOr N
this chapter we shall be concerned with the problem of functional dlﬂmhuﬁnn .
The problem of determining factor prices has been the subject of discusg,
trom the Classicists 1o the Neo-Keynesians, but without any unanimity. Prof K ald.:
has divaded the difterent theones of distiibution into four main groups: the Ricardign
or the Classical Theory, the Marxian Theory: the Neo-Classical or Marginajig
Theory which 1s sub-grouped into (a) Marginal Productivity, and

| (h) the Degree of
Monopoly theones, and the Keynesian Theory*. These theories are discussed iy
the subsequent sections. -

1. THE RICARDIAN THEORY

apphed 1o the economic system as a whole.'Th -
. I'he underlying a
modce! are ying Ssumptlons of the

“ Ihid halhics in onginal

" Nicholas Kaldor. “Alternative Theo

. n : " "
alkee and um,,bu,ﬁf,,“"..';25"“’“"“" . RES. Vol. XXIII, No. 2, 1955-56
* For theories relating 1o “Share of W

98¢5 In Natonal Income”, see Ch. on Wages.
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T Theories of Distribution 571

/ prof. Kaldor explains the Ricardian theory in terms of the “marginal principle”
und the “wurplus pnnciple” The “marginal principle” explains the share of rent 1n
(he qational output and the “surplus principle™ the division of the remaining share
HeAWEED wages and profity,
(;yven the total output of corn, the share of each factor can be determined. Rent

or umt of Jabour 15 the difference between the average and the marginal product
of labour. ()r. total rent 1s the difference between the average product and the mar-
ginal_pffldutt of labour multiplied by the amount of labour and capital applied 1o

jand profit1s the difference between the marginal product of labour and the wage
atc. The wage rate s determined on the basis of the Wage Fund multiplied by the
aumber of labourers em-
joyed-at the subsistence
jevel. Thus out of the total

corn produced and sold,
rent 15 the first claim, and
the residue (produce minus
rent) 1s divided between
wages and profits, interest
berng included in the latter.
This 18 shown 1n Figure
15 | where the vertical axis
measures quantities of corn
and horizontal axis, the
amount of labour and capi-
tal employed in agnculture.
The curve AP represents
the average product of
labour and MF the mar-
ginal product of labour.
With OM amount of (capi-
tal and labour), OQKM 10~

tal corn s produced When | |
OM labour 1s employed, 1ts average product 15 RM and marginal product 1s ™.

Rent per umit of labour being the difference between AP and MP 1s RT (= RM -
TM) Total rent 1s shown by the rectangle PORT, 1€, RT = PT, rent per unit multi-
phed by the number ol labourers employed (OM = PT). Thus out of the total output
of corn OQKM, outpul PORT goes to the landlord as rent. The remaining output
OPTM will be divided between labour and capital.

The share of labour, according 10 Ricardo. 1s determined by the subsistence
wage In the figure, OW 1s the .ubsistence wage per labourer who needs a mini-
mum of OW amount of corn for his subsistence. WL 1s the supply curve of labour
which 1s infimitely clastic at OW subsistence wage rate. Thus OWIM (the number
of labourers employed OM ~ OW the wage rate) 15 the share of labour in total
output  The remaiming outpul wPTL 1s profits. Profits equal the total product
(OQKA) minus rent (PORT) minus the wage bill (OWLAT}. Algebraically, WPTL =

OQRM  (PORT + OWLM)
If the share of labour OWLM incCreases, it will be at the expense of the rate of

FIG. 35.]

Scanned by TapScanher



-

Macro-Theorier of Disvibyg,, |
$72
profs necessartly fal] ]r;"“.’

When m?,:;t ror 12158 37C ke verd and rm“
B o the case of 1o hrac g P rons
~430 ¥ 2% *..q"*l'fd"! 101 the rghe As J'
The janter MARCES INCTERSE IR Doy |
the price of comn To meer g, |

b cm Pure TEINCS

Sarse 27y’ the drRne Sl e b ﬂw{-gﬂﬁ" bt 3t Pogher wages Tre o ‘
e cren e et P T rethmg 10 P e |
e and necewsanes for the imcreasmg mumbey |

(381 om the MFP and AP of labonse god |

:

& }Iwrr *_l"'-'#‘
LerrTre Thess fﬂ’*" ff.'ﬂd £ raine h

- :
Accrwding tr Rocarde there 14 3 RatSTS

- _‘.
L " 4 - -y | i'?!!u%lf"

ST~ . o [yt Tt OO v W . . | |

TeaSE 1T Profns iotas oty INCTCBSCS WhaCh rarees thy

Frem us oW -3 s W ) ‘_ | .
i ok the mncroast I Tt WEES fund :‘fmhf';{m INCTCAYS WIS rasses
-¢ As populaton InCTCascs. mienior grade lands are

mtﬁi i_*‘_..-’-
the desmacsd for COrm WG B P

. ¥ ents on the supenor grades of
f the output pr

ity ated o meet the mcreasang demand for corn

ks L 2t rezier vt O

:?;: 'r:?i?:ft.;fﬂaﬂ and labourers Profuts decline and wages 'iznd o fall
e the subnisicnce bovel Thes process of nsing remts and declimngeproins contie-
ses il the cutpet from the marginal land just covers the mbsmmz'wagc of the
Labonsr emmpboved Then profns are zero. 1be stationary Silc arrnes | ,
population does not grow.
the wage rate 1s af the sub-
sistence Jevel, remt 15 mgh
and economic progress
SLOPS.

The movement towards
the stationary state n the
Ricardian model is ex-
plasned m 1erms of Fig 352
Population i1s measured
along the borizontal axis
and the wial product mapes
rent on the vertical axiy The
, curve OF 15 the production

; _ function whach sbows total
Fopraztson Production minus rent as e
function of population As i
population inreascs. Ihe '
OF curve flanens out duc 10 !

ﬂw* E _ W ﬂ _ﬁ_,..- ").,qq- ;f-ti‘:-l"’:'f 9{

- 'fi'f\lf - :r “"*-wf 1"'_“? rarees et 1z het werh rhe INCTEass ™0 rents ary }
_ e ¥ - . i3 - B [
pe of crrs fu e = v ageezed il they disappesr This 1s explaned m |
M ?: pro- = T;ﬁw; d [aOowT e TE25CS from (O w OF and the: R !
arw - L . _F ~ , | - :
e ;:. Cow o thes WSS 1 the 1012 WEEC bill and WABS w the rem |
ser oo [} 3 -F : ’

m.# . p— ;‘['-i f l{' i
4
t

-
()
w

I . . e . eeua R e~ S B I

Y LR S - il Wi =

Total Product Mings Hent

FiC 352

Scanned by TapScahner



‘i

acr” Theories of Distribution

ST

ation of the law of .

the ope! . . of {hmm"‘h'nﬂ returne The ray through

C aasures the constant real wage rate The vertyc al dy<t y izh the ongin OW
(IISTANN

18 ;mil 1 ¢ hetween the honzontal

he wage rate | . evis

ton Thu‘; W N ;C .:'»‘H, measures the total wage il at different level

Pﬂrum I N WN _and W N are the total wage hills at OV Mgy of

1]\. ey (-_‘u ol pnplﬂ’dhﬂn \! 'hCn !hc wage hill 1« W A the | colit ! V. 0 v, nd

pfﬂdlld minus rent < the total wage bill e Py oL H , P -Pi;‘“"i:'h:n F"Tr;fli
: rotits

are P W nvestment is encouraged The demand for labour increases to ON | which
puﬁhc" up the wagc bill to H:_. ."Uf; but pl’fifm declineto P W  This will r‘lmi"rnmm

rurther investment and technical progress and raise the demand for lahr:::r to Og:
und the wagec bill will also increase to W' "w’_l But the prnfm will dct:hm:. o P H-’ |

This procc_ss ufc;.lpltu_l accumulation. increase in pﬂpulalinn and the wage il WI"
continuc ull proflts dlhappcar altngcthcr at pont S from where the stationary state

sets in. In such a situation. profits disappear altogether and the entire output I1s
distnbuted between rent and wages. -

its Criticisms

The Ricardian theory is not free from CrtiCISmS.

| Not a Functional Theory. The Ricardian theory of distribution 1s the three-
factor theory which determines the shares of three fairly distinct classes, the
labourers, landlords and the capitalists. In detcrmining the share of each, Ricardo
sssumed land to be the main benefactor and treated the shares of labour and capi-
tal as a residual. This was a Wrong approach for 1t failed to present a functional
theory of distribution, determining the reward of each factor separately on the
basis of its service. ;

9. Land does not Produce Corn only. 1118 assumed that land 1S available for the
production of only on¢ commodity, corn. This is, however, d Pf”_'m.lﬂ‘-'f f’*”“ﬂﬂi_
More so when we say that the produce of tand alone supports the other factors 0

roduction. N
P . 8 Ca(:}!al and Labour Independent Factors. e muﬂlptmﬂ ]lt.mldcrpt:::rd;g
labour are fixed coefficient 1S untcnabl{:. The very lact that capital and 13

independent movable factors, contradicts this aﬁumpujnf‘n[ —
4. Interest Sepurute}ram Profits. One o1 the serious defects

of distnibution is that/it does n?t,_tf
i gy included 10 P = epar: ' .5 |In reahty, the
thftpthc((i:e:;ii‘ii;t and the entrepreneur are ot separate identities. | y

; .amtal and labour.
‘ and directs both capital an
Silvonraner it 1o force who employs | ~ed on the
: ‘?F;P:nt.ur 1S 1;16 2";‘“3 & T The Rycardian theory 1 P“'““:;‘:’ JT:::TJ i
o< § Neglects the Role 0] 9 =~ .  f: juce in the advanced B
& " t’_gltlt"_-"_ [ne [urﬁﬁ \ Rupid [nerease of farm pruduu;. ”, r [c.,;hnuloglcul
ti¢ . hdm“mbhm%] p R d;du undcrumnmtcd the pulc;;ua l:;t-h sve UNNECESSATY
ms has .d that Rt 4 Ricardo gave :
~ Prog .é.s-pw%d t- -d-un Jimimishing returns 10 I'.’_'nda-d Ihy-nuuﬁzc the important
i diisabingran - [‘%j'mm | urns and failed 10 4 omic develop
m ’ = » 1% l : . ' » l {‘:CO“ }
lmll';urm;:_e to the ldwn(il ‘chnology g & T) had on the rap
act that science 4 20e I
Ment of the now devclﬂpcd nations. rease. The Rjcardian VIEW that the wage r:lc
i s been disprov ed. First, the Maltht-

- In

G, Wages Rise with Populatio”

(sliDEh not increasc with _lh'* ::: bcgﬂ prO‘-’Cd wwngdbz‘ pug:{::{;: wbs|st£n¢¢ -
an theory of pnpulﬂ'—w" ’ have not ten ed 1o DC ¢

' . S
n the Western World. Second. ?"3_55‘3
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Rather, there has been a continuous Increase 1n money wages, an( — |
tended to decline. | _ Watiop,
7. Neglects Competitive Pricing of Land. This theory has Jitt]e val S

not approach the problem of rewarding the factors of productiop ;
ply and demand and of economic organization through competitive pp .-
Conclusion. Despite these weaknesses, Ricardo’s interest lay, acca]:; Sing,
Kaldor, not only in the problem of distributive shares, but in the bel']ng 0 Pros
theory of distribution held the key to an understanding of the workin lett: that the
nomic system, that is, of the forces governing the rate of progres;s tﬁeﬂ the gg,
protection, the ultimate incidence of taxation, etc. It was through “;hc . effects of
regulate distributive shares™ that Ricardo was trying to build what v WS Which
these days “a simple macro-economic model”. In this respect there - m‘?u]_d Cal|
between the Ricardian and the Keynesian theories of distributian. : *Milarity

1€ as it go. |
do
" termg '5-"1['su;s ‘

o s — T e g — —— = w

3. THE MARXIAN THEORY

M_a:rx s theory of distribution is mainly an adaptation of the *

Ricardo’s theory.

i The Marxian theor)i is based, on the analysis of surplus value. Laboyr

1ke any other commodity. Its value is the amount of labour that it takes to prod
uce

th ' | |
]agol:fans of subsistence necessary for the maintenance of the labourer, In f r
foo Ho zo‘g’ﬂ‘r produces more t'han this. The value of the commodities n'e:cn " h
ubsistence of labour is never equal to the value of the PerLUCG :?Stzr}; i

a
|

surplus principle” iy l
|
|

power is

labour. If a labourer
: works for a ten-hour da it takes him <
produce goods to cover his ' Y put it takes him six hours' labour t

SiiEs" Tah ¢ paid wages equal to six hours’

s S labour goes into the capitalist’s pocketin |

interest. Marx calls this unpaid |
paid work “surplus |

::et:lrs‘?:::athii;il‘t%oyrcr sy nothing, “surplus labour”
working day E}f d:bl‘ﬁ pﬁrﬂlhts Who tries to increase the sur-
At o, Ellmz.hmg‘the number of hours required

. - 'nereasing the productivity of labour |
saving devices).

the form of net profits,
value” and the extra Jabo
This surplus labour aug
plus by prolonging the
to produce the laboure
through technological

Of Fha three methods

=
=
o
a
—
oy
o
c.
17
=
-*} N
£
.
—
o
=
o
=
0%
—
=
g

- This; in turn, was explained by
¢ Production (together with the implict!
tfﬁployed by any capitalist is govcrrned by
I?‘I t_he larger the scale of operations the
ia s = fG_rced to increase the size of s |
* Profits if he is not to fall behind in the |

of large sca)
of Capita] e
€n the fact
, €ach Capit
ment of k

§ own accumulation). Giy
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‘mpﬂﬂn'c struggle

profits arc also determined by the amount of
- at v : of ¢
ead |abour. that vampire hke, gnly Iives by "
PREY L of the more labour 1t sucke * !

on between wage

pital As Marx says, “Capital 1s
" To explam th:i:fr:':!ﬂ _l‘;""_ﬂ ifhn”r o Hves o
clat N WARES and rofifs, he separates caama) ron -oometant ot .
bl capital Constant capital (¢) refers to ra: capital into “constant” and “van-
octly assIst the productivity of labour (2 y _matenal_ RTINS SEC., “'_h""h dr-
| ' pital devoted to the purchase of labour-
ower 1n the form of wages 15 termed as vanable 15 ur
enoted by s So the total val g it The surplus value is
denc b d1Uuc 0fprndu{1 = constant L‘letdl (c) + vanable ca tal
1+ surplus value (s) or (¢ + v) + 5 It s the var : e p
e | - 1able caprtal which 1s the man_
.ource of surplus value while the value of machines 1s gradually passed on to the
proallgl _ ;
hTht ratio 0‘1‘ constant to vanable capital ¢/v, 1s termed as the “organic composi-
non of capital. IThC rate of surplus value 1s defined as s/v. the ratio of surplus value
(o vanable capital or of profits to wages. This 1s known as the degree or rate of
exploitation. This leads Marx to point out that the rate of profit 1s not dependent
cwlely on the rate of surplus value. The rate of profit can change even though the
rate of surplus value remains constant, if a change occurs in the organic composi-
tion of capital. The influence of technical progress 15 10 alter the organic composi-
ton of capital, generally (though not invariably ) 1n the direction of raising the ratio
of constant to varable capital. Hence the tendency of industnal progress is 1o
lower the rate of profit —even though there is no decrease n the rate of surplus
value.’
One of the consequences of capital accumulation is the concentration of capy-
tal in big enterprises. Competition among capitalists forces them to cheapen their
products. This can be done by introducing labour-saving machines which increase
labour productivity. Those capitalists who are unable to replace labour by ma-
chines are ‘squeezed out’ and their cnterpri:-,es are taken over by big capitalists.
Capital accumulation and ;gncentratiﬂn nvolve increase in constant capital and
decline in variable capitalé The rapid growth of constant capital as compared with
vanable capital leadsto a relgtivc decrease mjhe demand for labour. Thm prfjc:;:;s
of replacing labour by machines creates an mduslnul rc:u.?:ng afrmy u;lhn..h uj-
creases as capitalism develops. The larger the industnal reserve army, t e “?Tw
are the conditions of the t:n]plDYt‘.’d workers, since the capnuh:?l can dmmmhlduimt—
<fied and troublesome workers, being able to replace them tn:mm [hL r;inka utt'tht.;
reserve army. LTupitulisls are also able to cut dgw’i‘lhfdg"?h;lu T 5u111|t::t-:14€r*~::t;:;::d;:n¢
and appropriate more and more surplus value. This 1s the law O g

misery’ of the masses under capitalism,

But when the capitalist s replacing the workers by machines, he ts killing the

goose that laid the golden €ggs There1s a continual _rcductilun nflh:.:su_r?l};s vuf}ui
Marx believes that l::uhnulugicul progress lt...tnd‘h to lncrlcu?c t]]]'t, u(:;g,an&;luu{;?{;;m
tion of capital (¢/v). gince the rate of profit 15_nwcr:~.cl) rF: ate | to: the g :

to decline with accumulation. Marx €x

it ' {s ds
COmpos .apital, the former ten e : | oot
Plﬂilf;:; lt‘I:?sntgi;m?cy of falling rate ol profit in terms of the following equation.

* Maurice Dobb, Political Economics and Capitalism, pp- 96-97.
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ained in Figure 353 The Marxian analysis 1s based On the 3¢

This s expl
Y Cop,

stant In the Figure, the amount of capital 1s taken on the honzontal XIS ang
output on the vertical axis. The total product L‘U”‘?IUP FISCs at an Increasmgl
upto point 4 and thereafter at a decreasing rate. This means that gjven th'ell',}.]g,;:b
supply as constant, the law of diminishing returns starts operating after DOInt
The constant wage rate 1s shown by the horizontal line 7H which reflects con :
labour-supply with increasing use of capital. A tangent I'T, 1s drawn gt m;:a
from where a perpendicular AA cuts the hne 7W at § . Simularly, another line }'j
1s drawn from point 7' which intersects the total product curve from below atpo; '
B from which a perpendicular 8K, is drawn which cuts 7TH at S '
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equalto AK and the cntrcpry —
- : J.' . I ‘ {:r‘L‘urs L‘;l w e - - o 'll
AS/TS . If entrep M A5, total profits and the profit rate 18 €% 5
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Arogress tends to substitute stored-up labour for living labour, the rate of the profit

} b -
o5 - ALY . . : .
elded by ‘1%-‘ m]" rate of surplus value will fall. that 1§. the rate of profit will fall
e rate of explont , - -

mless ratc ¢ explotation of living labour 1s correspondingly ncreased.”® In order
(0 € ) W
jegree 01 ‘{*PI‘““’“{‘“ _h‘f' reducing wages, lengthening the working day. and by
wspeed ups - etc. But since every capitalist is engaged in introducing new labour-
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way. the s -
In 1h1!-m ‘{u-ould camf-‘ Tﬂtc of surplus-waluc., with the same degre~ of labour
|ortation. xpress atself in a falling rate of prnfit*'hccauae “as techncal

ounteract this tendency of declining rate of profits the capitalists increase the

aving and C?Hl-l‘c‘qucmg devices, the ratio of labour (and hence surplus value; tO
otal output falls still further. The rate of profit declines all the more. This process
-ontinues till profits are wiped out and crists starts’)

Its Criticisms

Certain defects of the Marxian analysis are quite apparent.

| Rent and Interest as Separate Rewards. He does not treat
separate rewards but as “a mere fragment of surplus value.”

7 Does not discuss Role of Entrepreneur. The role and importance of entrepre-
“eurial functions is not discussed for the determination of profits.

3 Inherent Contradictions in theLaw of Organic Composition of Capiral. The
Marxian law of the “increasing organic composition of capital” suffers from inher-
ont contradictions. If variable capital is the source of all profit, then 1t 1s useless to
ntroduce constant capital like machines. Marx realises this “contradiction which
< imminent” but offers no solution.

4( Law of Falling Rate of Profit tannot be derived from the Law of Organic

Composition quapfra!fﬂs pointed out by Prof. Kaldor it is not possible to derive

the law of the falling rate of profit from the law of *he organic composition of

capital. When as the result of increase in organic composition of capital, output
per head rises, it will not lead either to a lower or a higher rate of profit since Marx

assumes the supply price of labour (wage rate) to remain unchanged.
! : Correct. According to Joan Robinson, Marx's

5. Falling Tendency of Profits no _ ‘ _
“explanation of the falling tendency of profits explains nothing at all.” Marx con-
tends that as development prﬂceeds. there is an increase in the organic COMPpOSI-

tion of capital which brings about a decline in the profit rate. But Marx failed to
visualize that technological innovations can be capital-saving 100, and that with a
fall in capital-output ratios and increases in productivity and total output, profits

can rise along with wages.

rent and interest as

Differences with Ricardian Theory ‘
Marx’s theory of distribution 1s mainly an adaptation of the “surplus principle’

in Ricardo’s theory. Prof. Kaldor points out certain fundamental differences be-

tween the two: -
(i) Marx does not believe in the Law ot Diminishing Returns and, theretore,

makes no distinction between rent and profit; he includes in it the share of profits.

But Marx like Ricardo treats interest as a part of profits.
(i1) Marx assumes the supply pn.e ol labour to be fixed in terms of commodi-

““ M. Dobb. On Economic Theory and Socialism, p. 193.
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nerders the wage rate 1o oe.f1xad i YeTms M‘:"’a :
{ A f¥erence between rent and wages hut Many

fes I prnrul while Ricardo (
bour over the tupp]:v Price [“!ﬂm

{11 ' v p‘k lfij! f\f- lfl"h are ?h: '{' “’ l'
regarde profne as the surplus prod

of lub . |
cirat binbaensr Aean theory wages are pard equal to the subsistence leve| Out g
EEENE S I Maran analysis the ‘reserve army of laboy,

Waprese | und bt In lhf‘
:::cm;lf-\ o] which alwave exist m sty ) prt\’mti the wage rate from n‘!ﬁg |:

&

the subustence level |
(v 1 Anither ‘!If'rml ' M“T‘fn 'hf two ﬂppfﬂﬂChC‘i IS OVCer the m(’fh‘ve U‘n%

ny apnal ac umulation For Ricardo the Llplld'lﬂﬁ J'L(‘Umll'.}f(' fﬁl’ !h-e h"'f “fl !
high rate of profi but for Marx capitalists accumulate as a matter of NEcessity due |

to compention among themselves
Lasth Ricardo regarde the tendency of a falling rate of profit due to the Opers

ton of Law of Dimimshing Returns, but for Marx this tendency Iﬁ.h{l.\‘cd on the
law of the increasing orgamic composition of capital” (the ratio of fixed to cireg

lating capital)

|

4 THE MARGINAL PRODUCTIVITY THEORY OF DISTRIBUTION

The marginal productivity theory 1s, 1n fact, the neo-classical theory of distnbe
o denved from the “marginal principle™ of the Ricardian theory of distribution

Explanation According 10 this theory, the reward of a factor cquais its mae
ginal product Marginal product. also knowqn as marginal physical product, 15 the
morement made 10 the total output by cmpluymg an additional unit of a tactor
keeping all other factors constant. If this increase in output 1s multiphed by the

pravajhing pnce of the product, the result s the marginal value product of that

e ) : " wine A : _ - -
lactor But Prof Mmhlup observes By measunng units of factors In terms o

theo market #’uluu_. marginal product "y analysis 15 reduced ad absurdum. One

:lu:-.l Dear in mund that marginal pruductwil) analysis as a part of the theory of
Istnbulion s o SCIVE as explanalmn ol th ‘

1o detine these SETVICEs an terms of theyr market
Plamning them " gy theretore . better

- 'O measur - . Sy Y
tCrms of s Marginal rey cnue < Mmarginal pl‘UdULI Of 4 tactor

" I | .

P Udl:lul which May be defined as the addinon made
0! one more umit of a tactor of
AL 8 gencral fule, the Marging|

with the 15y FCase i the uny O1 that
WIS Of a vanable lactor gy

ey enue Productivity of a factor dimninishes
actor-sery 1ee When in the il stages the
d k“'l”“t# the other factors constant, the il
P'UPUHIUIMWI) tor some ume But, soonet
Narginal revenye Product will start diminsh
Ol the faciog Mivice. Ths tendency of dimar

en the [
LU [.'ql.hl! lhc ,"lLL'

Ws lrom the |
AW () .
A hirm UpCcrating rds t \rd““bl" P‘Ul‘mnum_

%

f

i

;

10 & unit 1o the de‘lur_ whik o Lulllpt:llljuu has 1o Pay the same pnce ”,:“a!d} ,
g paid by the industry. In order to have maxr ,

N

l'ﬂlﬂfilﬂum_ PP 1064-% PW‘I“. n lcadu‘; in the Theory of Incoms
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. arofits, 1t acts on the pningy ; -
PO bl h‘ prnciple of substitution. Cheaper factor-services tend
< HRERREC BRGERRTES For example. if a firm finds it more profitab

I schines for costly fabo s 1t more profitable to sub-
e o will o ‘*nt-t i abour it will do so. The substitution of cheaper factors
LT i“ (W » - .
s the d l_u e At ”1 ue till the marginal revenue productivity of each factor 1s

i y ~ =k ~ > n fan g i "

Lual [:‘fi*. ‘f‘t ""'"1 . us stage. the factors of production are employed n their
ot €] 1h.1aﬂ combination or the least cost combination and the profits of the

a1 will be maximmized.

1 o T | IF'I * . Y - - ; a a
~ cquilibnum, therefore. the price of a factor-service must equal 1ts marginal

aehug P“‘d“ft]‘ ity. If the marginal revenue product of a factor unit 1s more than
'« PICT (COSt _‘“T emploving 1t). it will be profitable for the firm to employ more
mts of this factor. As more umts are employed the marginal revenuc proouct
s mmishes tll 1t equalises the pnice. This is the point of maximum profits for the
-m But 1f more factor umits are employed beyond this point, the marginal rev-
nue product will fall below the price and the firm will sustain a loss. (This follows
i-am the application of the law of non-proportional returns.)

\lorcover. substitution also takes place between different units of the same
- ~tor-seryice. There being perfect mobility in the factor-market, units of a factor-
heir marginal revenuc productivity is
r all the units in different

A |

‘n the ultimate analysis. howey er. the price of a factor-unit must equal 1ts mar-
ainal as well as av erdﬂé revenue pm‘ducti\it}:" If at any time the price a_fa factor- 2
anit1s higher than ax'ehr.-age rey enue productivity. the firms will beancurnng losses. \
\< a result. some of the firms will leav e the industry thereby the price of the factor
ervice will fall to the level of the maximum average revenue productivity. On the
contrany, 1f the price 1S > productivity. the firms will be

less than average revenue
enjoving extra profits. Attrac

ted by these excess profits, new firms will enter the

~ S crvice. This will tend to push the price up-

ndustry and compete for this factor-service Th P P P
wards to the level of average 1} enue produc-

oy iation fram this equi-

s - e t 1n the
1brium position 1N the short-run. bu i
or service must

."D“Ei-run the pnice of a fact e
equal 1s marginal and average rcwnuﬂl:.‘pn..—
ductivity Thl; is shown 10 the Figure 3 :‘:.4.. |

At p;:um E.ARP= MRP. ;md‘ both un:*_»:..qru.all
10 the average rc“',jfd (a\erage tactor cost) and

' ‘actor € f the
marginal reward (marginal factet hm“f,t .
; Jetor Service Wi

1actt1r > - Ti
sCryvice i . = e
C ’}L} uniis :'\UPPL'EHL the

be paid OF ﬂ‘ﬂl‘ﬂr( - :
¢ paid ( £ pnc o OP At this price firms

h per gnit of loss, as the
‘ _gnits is greater than
tvity (AR FIG. 35.4
qve the 1n-

wenvice tend to move from one us¢ where t
‘>w to another use where it 1s high. wll it is equalized fo

L

.
e

vy, There canbead

Revenue / Cost

-

Units of Factor Service i

[aCtor-price Nses
Will be incurnng d
pPnce bflﬂﬂ rn-l“d {8 1J£1L“f uc
their a\verage revenuc pProe He |
} o s £ ) IC
This will induce som¢ firms W
. » £ f ac10r0-
ductivity 18 total revenue productivity divided by the total employed fack
. = ' :
Average revenue pn / :
amits of a senv e

(=
=

J >,
i
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dustry and the factor-price would again fall down to £. On the othe, ha
tor-price falls to OP,, firms will be gaining dc per unit profit. Whep, 3ttr;¢ " fa
some new firms enter the industry, price will again rise up to Op. Th;ﬁdb},"

vanations arc only possible in the short-run. in the long-run €quilibriyp, - Pri
£ will stay on.’ POSitioy

Assumptions of the Theory |
The marginal productivity theory of distnibution 1s based on 3 numb

sumptions:
(1)  Itassumes that all units of a factor-service are homogenegy;:-
(i) They can be substituted for each other; |
(1) That there 1s perfect mobility of factors as between different plac
employment; .
(1v)  That there is perfect competition in the factor market and Commod:
market; |
(v)  That there is full employment of factors and resources: ‘
(vi)  That the various units of the different factor-services are divisible:
(vit)  That the entrepreneurs are motivated by profit maximization; |
(viii) ~ That the theory is applicable in the long run; and
(ix)  That it is based on the Law of Variable Proportions. k- |

/ |

€r ofas_l'

Its Criticisms
T'he matrginal productivity theory of distribution has been one of the most

cnticised theories in economics due to its unrealistic assumptions.

(1)All units of a Factor are not Homogeneous. The assumption that all units of
a factor—serwce are homogeneous is unrealistic. We know that efficiency of labour
differs from worker to worker. Similarly, one piece of land differs from the otherin
fertility. It 1s, therefore, not correct to assume that the different factor-units of the
same service are homogeneous. In fact, heterogeneity and not homogeneity is the |
rule. It follows that since no two factor-units are homogeneous, they are non-sub-
sututable for each other. A textile engineer cannot be put in place of a sugar tech- |
nologist. |

(2) Factors are not Perfectly Mobile. The theory assumes perfect mobility of |
factors as between different employments and places. But in reality factors 3¢ |
mostly immobile. There 1s no automatic movement of factor-units from one 1ndus
try or place to another. The greater the degree of specialisation in an industry th‘;
less is the factor mobility from one industry to another. That is why factor—uﬂ“?gl |
the same service or even of different services are not paid equal to their margit 1
productivities in every occupation and at all places. o

(3) There is no Perfect Competition. The theory is based on anoth2r unreallsnr-
assumption of perfect competition which is to be found neither in the factor m':l |
ket nor in the commodity market. Perfect competition is not a reality but 4 ';3; G
Rather imperfect competition or monopolistic competition is the rUIe-Wh]ChUduc'
to the exploitation of factors as they are paid much below their marginal Pr

° This can also be explained in terms of Figure 37.2 (A), (B), (C) of Chapter 37.
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prof Chamberlin has however appliec '

\ 1ed the margin: -

) e competition. arginal productivity theory to

= r. - T i .

4) Fa “;r"nﬂt;:‘}f Fully E”’N”}‘t'd. The theory assumes the existence of full

‘.mp'lu"_'dm“;vl i Iﬂtuﬂnnmy, Otherwise in case of unemployment. factor-units
11 ofter t 'L"”llkqmlﬁ even at a price less than their marginal product This as-
~nion of full empiloyment makes the theory static. On the contrary. Keynes has

pown that under-cmployment rather than full employmentis found 1n an economy

nd that total-employment depends upon effective demand 1n a community. The
‘ : nal productivity theory 1s at the most apphicable to a firm

) All Factors are nof Divisible.\The assumption that factor-umts arc divisible
nd theretore ¢an be increased by small quantities does not hold true. It 1s not
ﬁ“hzblc to vary an individual, large or lumpy factor. For example, how can the
-ntreprencur of a firm be increased or decreased by small units? Moreover in the
of a large factory the addition or subtraction of one factor unit will have
sractically no offect on the total productivity. It may be true in domestic produc-
~on Thus the equality between marginal productivity and prices of factors cannot

hebrought about by varying their quantities a little less or more. |
| (6) Production is not the Result of One Factor Alone. Another criticism which

‘+Nows from the preceding point is put forth by Taussig and Devonport that pro-
juction of a commodity cannot be attributed to any one factor. land, labour or
-apital. Rather 1t is always the result of factors and their units working together. It
« therefore not possible to calculate the marginal productivity of each factor-unit
separately. |

P ((7) Profit Motive is not the Main Motive. The theory assumes that the entrepre-

neurs are motivated by maximization of profits, that is why more units of a factor-
firm finds the marginal revenue product of the |

cervice are employed when the _

service is higher than 1ts price. But, as pointed out by Schumpeter. the entrepre-
neurial action 18 guided by the desire to fo_und a commgrclal kingdom, the will to
conquer, the joy of creating and getting m!pgs dqne. It 1s therefore not true to say
that the entrepreneur 1s guided by the profit motve. | |
L (8) NurApph’mble in the Sl:or'r—rurl.The theory 18 apphcal:)_le only In the long-
run, when the rewards of the factor services tend to equal their marginal revenue
product. But in reality we arc concerned with short-run problems. As remarked by
' Keynes, “In the long run we are all dead™ This assumption makes the problem of
priging the factor-services unrealistic.
(9) Neglect of Technical Progress: 2
throw light on the Jetermination of relative
 lechnical change. prof. Hicks has shown that a | ! .
. raise the marginal product of capital relative 1o that of labour. The opposite may
- happen in the case ui‘cupit;l—ﬁuving mnovation. But sometimes 4 techmcal change
. requires the use of cooperating factors in fixed proportions, say two workers tor
< one machine. Even afl sbundant and cheap l_ubuur cannot induce employers 10
- employ more than two workers on that machine. Thus the marginal productivity

._ theory fails to analyse the problems of Wﬂil}lcul change.
5 (10) Supply of Factors 13 not h,wdl ll_m. lhcm_y of dlslrlbpllull assumes the‘
- supply of factors to be perfectly nelastic, 1.e., as given quantitics. The supply of
| factors s fixed during the short penod and not in the long-run. Therefore, the

it

mp

™
&

-

cast

3 = . gl

= -

The marginal productivity theory fails to
shares by neglecting the influence of
abour-saving mnovation tends to

-
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long-run to which 1t JI‘P]"L”" Morcover, being a theory solely Of the :;';Qd ihu\!
factors, it cannot he apphed to the factor market as a whole which re Ulremand foy
of both the demand for and supply of factors. Suthfﬁry

(TT) No hasnificanon tor Inequalities in Income. The marginal Productjy,

IS often used to justify the existing inequalities in the distribution of incq
thcory states that the price of each factor cquals its marginal reven,
makes the reward iney itably whattis. Apparently, a pPErson gets
The basic postulate rests on the proposition that an individuya| gets whyy |
duced by the resources he possesses and that all persons have equal Oppnnuﬁ .
But no two persons possess the same resources and have equal uppﬂrtunitieqnﬁ
the existing distnbution of income cannot be justified on the basis of the Pﬁﬁc' "]
of marginal productiy ity. Pl

(12) The Sum of Factor Payments is not Equal to the Product.

s paid according to its marginal product, 1t follows that sum of ]| Payments ,
factors will equal the total product. In reality, the sum of the marginal prodyct s
greater than the total product. Thus, there is a surplus which is the regylt of cog
crative working of the factors. [f at any time an important factor-unit ;s Withdrawy |
from the productive process. it will completely disorganise the entire business
The withdrawal of this factor-unit wil] diminish the total product by more than the
marginal product of that unit. Thus the theory of marginal productivity does no
provide a correct measure of the pricing of factor-services.

Conclusion. We may conclude that the marginal productivity theory is not an
adequate explanation of the determination of the pricing of factor-services. [t sim.
ply states the demand side of the factor pricing and, therefore, is*one-sided. It is
worked under the restricted assumptions of perfect competition and full employ-
ment of resources and is thus unrealistic. It i< static and takes for given that the
price of a factor-unit must equal to ts marginal revenue productivity. Thus it fails
to explain the determination of factor pricing in a dynamic economy.

This theory differs from the Ricardian theory in two respects: Firstly, in the
Ricardian analysis the principle of substitution is employed only with regard to use
of labour relative to land, while in the neo-classical theory this principle 1s a¥
sumed to hold good in the case of any factor in relation to any other.

Secondly, Ricardo employed this principle to show that a fixed factor will eam
a surplus determined by the gap between the average and marginal product g‘ftht
variable factor, the neo-classical theory, on the contrary, states that any vartabi¢

factor, under competitive conditions, must obtain a reward equal to its margit
product. -

theory is self-contradictory. For it assumes the supply of factors to

L]

¢
ue prf}l(]th Tht
what he Prog

Since each factqy

5. KALECKI'S DEGREE OF MONOPOLY THEORY

| ) of
Prof. Kalecki ™ has developed a theor y of distribution based on Lerner’s C@Ziﬁlpi_
the “degree of monopoly”. The theory states that “the relative share of 808

e Theoty "j'

""M. Kalecki’s article in Econometrica, Apri| 1938 Subsequently revised Essays i ! ter | an

| Stuitine i & , ‘ha
Economic Fluctuations (1939) pp. 13-41; Studies in Economics Dynamics (1943), €
Theory of Dynamic Economics (1954), Chapters | & 2

y
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S yncome and walanes m the rpgregae m‘;.“ — y :
) W0 the “average degree of monopely great approx
:,u:;z' | ;:ﬂ:;;:;:nw nmﬂh":w:r:m of monopaly measurement, K aleck)
ALY NI .
r.:rm i« measured as | Lerner’s degree of monapoly of a sngie

nREp-wp (1)

here w18 the degree of monopoly. p 1t price and = s the marginal cost
K aleckt assumes the equality of margimal cost (m) and average cost (@) So by
ahenituting @ for man the ahove equatior we have '

REp ﬂ"’" O Py p a) (1)
shere (p @) 18 made up of profits, mterest. depreciation and salanes In other
words 11 represents gross caprtalist income phas salanes per waif of outpur of the
employet

To find out the rotal gross capitalist mcome of the employer. the total output of
fyrm v 18 multiphed to both sides of equation (2) Thus we have

ypp o v ipooal
where 1 (p — @) 18 the total gross capitalist income of the employer of a firm.

To arrive at the gross capitahist income of all the firms n the economy, we
multiply both sides of equation (3) by I (sigma which represents the aggregathon
or summation). Thus cquation (3) becomes

Yapp = Ly (p - a) (4)
where the expression L (p - @) 18 the gross capitalist income of all the firms in the
economy, and Zxp 18 the total value of the output of all goods produced and sold In

the ecconomy. In other words, Lxp 1s the aggregate turnover of the economy which
Kaleck) designates as 7° 7 consists of the gross national income plus the aggrogate

cost of marketable raw matenals. Dividing both sides of equation (4) by T we have

: I.__tf_;_l_ _ Li(p-a)
y r
La(p - d)
or 'sz" U; ($)(~Lep =1
The expression on the left-hand side of the above equahion LipwXp 15 the
weighted average of the degree of monopoly p which can be wnitien as y
| Equation (5) can be wntten as
) 0= Lo a)T (6)
' which shows that the macro-degree of monopoly (i ) is equal to the ratto of gross
capitalist income of the economy [2x (P @)) over the aggregale rnover of the
! economy (I). ) . q
The degroecof m onopoly j on which this equation is bmd has bcafn defined as
ratio of price of primc costs which iy fact l_hc ratio of gross profits 1o wWages.
@c abov e equation shows the averuge degree of monopoly cannot hold true in the
se of free competiion where g 15 equal to zero In the case of monopoly, 1t is
d (1) that enterprsea @perate below the point of tull

correct only when it 1s assume
capacity, and (1) that the prime costs per unit of output are stable over the relevant

range of output The formula 1 thus realistic 1o BO CNICTPIIxC ptodm.:cn up to s
full capacity as the demand curve (AR) touches the average cost curve o the left of

(3)

1‘..;-H'¢‘ G SEPTL P S — 3 =
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IS minimum point unde, imperfect competition or m_onﬂpoly. [ts applicah,
in the short and long run. Inventions and the cl:._lstl;lly of sul‘:stitutmn hlc Oth
capital labour do not have any influence on the distribution of illL‘Ornc | “
marginal cost curve coincides with the average cost curve. If, howeyey lh
progress influences the degree of monopoly 1n an industry by atchting ‘th ‘}*In]‘?al
enterpnses, the distribution of income is influenced via the degree of € Size of
Next Kalecki denives the equation for the relative share of wages in Tn(j Oly,
naticnal income. The expression Lx (p—a) 1s, in fact, the share of ghm " he 8rogg
INcome athr the wage bill1s paid. If national income is denoted by Vanhlh Nationy
bsl} by W, then Y-W also represents gross national income. Equati d the Wage
written as AHation (6) cay be
o REYWT ()
Multiplying both sides by 7/W in equation (7), we get
w. /W = (Y- W/T) T/W

" Lx (p"a):}’__m

EE—. e A T W = Forey

" L TIW = (Y- W)W
- n.T/W = YW — | = |
|+ 0. T/W = y/w |

prices of bas; als 4 it l
e asic raw, marere Ve She €S 1n nationa| Income.' A rise in
£CS In national income but *

€ prices of raw -
degree of monopoly. matenals during a

About industrs
austnal compgg
wage costs, it is difficult E:, 5;20£_E;]nd the relation of raw material
. . _ ith defin; Mmatenal prices to unit

IN 1Induc ati ~ n 1
dustrig] COMPosition | ¢ relative share of wages In 1n-
; N atffect the relative share of wages

ustrig] iy d. Thyg e -
com , US Taw materig] prices, the degree

. g-run and re;: |
as constant. ereby keeping g o1 -2t UPON each other both in the
€ share of wages in national income |

Its Criticisms

Kalecki’s theory has its limitatjq
ns.
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| Degree of Monopoly not Properly Defined K
Lhich the degree of monopoly has bee
"y e costs. He observes that

aldor has criticised the manner

n defined, 1., as the ratio of price to
Al : Proposttions based on implicit defimtions of this
Luul make of course no assertion about reality and possess no explanatory value ”

2, Frime (1‘}”’”’(”-" A'!”"A"“'I? Determine Prices The identification of the ‘mark-
i’ (£rOSS profit) with the degree of monopoly makes all firms using a large ratio
OI‘L‘HP'ml ‘a ]almur 45 monopohists. This is not a correct view because it has been
ound empirically by Hall and Hitch that a number of oligopolistic firms deter-
mine prices by prime costs plus g ‘mark-up”.

3. Prime Costs not Constant. The
prime COsts. But prime costs are not
apply curve will have a positive slop
are constant.

4. Neglects the Influence of Trade Unions. According to Phelps Brown and
Hart'>, this theory neglects the influence of trade unions on income distribution.
There are both *hard” and ‘soft’ labour markets In the “hard markets’ trade unions
can raise wages by squeezing employers, whereas in the *soft markets’ they fanl to
squeeze employers because the latter are able to rajse product prices. “The diffi-
culty with this theory is that there are no measures of bargaining power which are
independent of the result of bargaining.” Thus the causes of changes in the share of
labour may be different from that given by Kalecki.

5. Not a Theory but an Explanation. According to Professor Rede
theory but simply an explanation of the share of labour in national income. It
discusses only some of the factors affecting the degree of monopoly power.

6. Neglects the Role of Technical Progress. Kalecki’s assertion that ‘neither
Inventions nor the clasticity of substitution has any influence on the distnibution of |
Income is not borne out by empirical evidence. By this assumption, he has only |
tried to deny the role of marginal productivity theory of distribution 1n determin-
Ing the distribution of national income. But technical progress has alw
imponam factor in income distribution. It accounted for 1.8 pe
the growth rate of the United States during 1929-57.

1. Ignores many Factors. Jan Pen' criticises Kalecki for the nature of the de-
gree ofmonc)poly. According to him, Kalecki regards the degree of monopoly as a
Structural characteristic determined by the degree of competiion. But there are
zlfso other forces that inﬂucncc_.pml‘ilh, interest and wages. They are the existence
lrang::n(li:tft?rcn}lalb b(_:lWLLI‘]‘iflfmh, .”:IL*_ h‘hl.!rlld‘gt.. t_ﬂ Ld‘plldl i{lld tl?c m_l‘lucncc ot

ons. Kaleckr 1gnores all these factors in his theory of distributive shares.

for z- Sn.f:u_H Firms also foff l{:‘gfr_fr /"f‘Tﬁf ft’ftff'g-‘m .tJi_m Pen also crnticises Kalecki
Ene:-cln'b”.]g higher profit ‘"i‘;*}'}:':hlf _ f‘lrl;';‘;h'-'f”fl!]*(?'ff“lmlﬁ._ Accurdm‘g to him, “In
%mal]dﬁn hc.’fb1n{}l bccn.[‘)ruvf,(;‘ ldr } 1:»15 ug u-tgr_lurgu tlrn_mthur} tor small ones.
ms sometimes need a higher profit margin to stay in business "1

9. Explains Little,)Jan Pen regards Kalecki’s degree

theory assumes that all firms have constant
cqual for all firms. As a result, the industry
} ¢ despite the fact that prime costs of all firms

i

r, it 1s not a

ays been an
rcent per year in

of moncpoly as a tautology
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and from (1) the ratio of profit (o National :

or

~

where all factors that influence profit, interest, land rent, and salaries of ¢

mecet in this vanable -'\“nnhﬂp to him, the l!l}_;f(‘;:‘ l"l‘f nmnnpm}, u's . kl")n;‘h
Rarbage can for casual factors, and thus explamns httle. of

™ Macro-Theories of Dig,,.
| J Disyy.

Ii' {'..*ffl‘ ”(f Fo) JLTLI,I'!'LT‘I.'! 1’}[’71 ,}[:Ef'{.f”‘i f’f’f} 1’[!(’?’ [J[’H’"J{l Aq
l‘ﬁt‘ ceonomast. “Kaleckr too rc:«uhl}' SWeeps aside the fhm{:ulnes

POInteq
A= legree of mono oly" ot ﬂggrcganﬂ
micro dt‘plvﬁ of monopoly into a macro degr OPOoly

¥

€nce of monopoly rather than perfect competition 1n this world and the Manng,.
which monopoly power tends to affect the distribution of INCOome. 0

6. THE KEYNESIAN OR KALDOR'S THEORY OF DISTRIBUTI()N

Keynes never formulated a theory of drstrib‘ution. The credit of dcvelgpm
“Keynesian Theory of Distribution” goes to Prof. Kaldpr vahn contends th
principle of the Multiplier could be used for the determination of

tween prices and wages, given the level of output and employment. By Keynes
apphed 1t to the determination of the level of employment, keeping the relatiop
between prices and wages (distribution) as given.
Professor N. Kaldor builds his th
(1) There 1s “a state of
given.”

g the

at _the
the relation p.

cory on the following assumptions:
full employment so that tota] output or income (V) is

and salaries, while P includes the INco
erty owners and of entrepreneurs.

(3) The marginal propensity
capitalists whereby the marginal
tion to those of capitalist.

(4) The Investment-output ratio (77Y) is an
perfect competition or

to consume of workers is greater than that of the

€ workers is small in rela-

independent variable.

| g¢s and Sp as aggregate savings out
of profits, we have
. Y=W+p
But I=§
and S=Sw+ Sp

Ing simple Proportional savings function, |
Sw=swhW and Sp = spP. we obtain the €quation |
I =spP+ swh = SpP + sw (Y- P) since Wis equalto Y- P

=SHP + swy - swP

=(5p—sw)P + ¢ .* AN . M
When the ratio of investmen; ¢ national income il s
/ (SF_SW)P'FSWY / P V / ”
e »  OF = (sp — sw) =

— tsw
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Thus, givcnﬁthc marginal pro s
‘he share of profit in natiunflenhlnes v
otal output. If there 15 an inérc!lfl,m.m? d
an increase 1 the share ofprnfj;hc N 1y
< illustrated in Figure 355 Bkt

_, .(mcn th;L full cn*lpluymgm level
of income ¥, the saving-income r
tjo and the invcstment-i'ncmnc rat?(;
are S/Y, and /Y respectively. The
cconomy 15 1n equilibrium with a
fixed profit-income ratio given by the
vertical line PP. If there is an increase
Inincome, the 57Y and I/Y fungtions
shift upward to S/Y, and //Y . But the
share_of profits in nationai Income
remains constant as given by the line
PP. In case //Y alone shifts up, the
saving-income function remaining at
S/Y, level, there would be inflation-
ary rise of prices. This would raise
the profit-income ratio and thus push
up the saving-income function to SIY,. 1
investment income and savi
as the full employment level an
stant.

The interpretative

ing investment, or rat
variable. invariant with respect to €

sumption of full employme
of money wages 15 determined by
would raise the level of demand

Consequently, the share of pro

valu

and pri

C 2 wie. a fall in investment wil
shars of wages, Contranwise = _ : ERaAnd, Ut
a fall{? '}:es and profit margins, but increase the share of wages. "Assuming
ks r rather flexible profit margins) the system 1S thus stable at full
0

flexible price (
employment.”
As already p
differ, sp |
would cause a fall |
price would be cumulative. |
Further, “the d¢ rec of stabi

ence between the murg:nul‘prupgm?[ ks
fines as the ‘C(}cﬁ'icicnt of wn.““,ﬂ y
difference betweeh the twuh nﬁ%.l;:ungm
(1/sp—sw) will be large and hm:{ C .
lead to relatively largc t:h‘t_i“i:’»“‘ ' >
case the marginal pfﬂpc"h")’ to 5d

lity” of

O national i
al income P/Y, so long as sp > sw. This

Iy, S/y p
S/Y
' S1Y
] o
vy,
‘r Y,
PrY
O -
FIG. 35.5

f such a relation continues between the

ng-income functi
d the share o

e of this model,
her the ratio of mvestmen
hanges in sp and
nt, Shows that the
demand. An incre

fit 1n national income

is model operate
tability condit
a cumu

the system is depet
ties to save, 0

al prupcnsitics

n income d
from wages 18 Z

587

Save the w:
cpcmhcnwagc-carpcrs and the capitalists
cstmuht n the ratm_ of investment to fhé
-Income ratio /7Y, 1t will result in

ons. the economy will maintain itself
f profit in income will remain con-

according to Kaldor, depends on treat-
t to output //Y, as an independent
sw. This, along with the as-
level of prices in relation to the jevel
ase in the level of investment
wages remaining constant.
would rise but decrease the
| reduce total demand, bring

ces, money

s when the two savings propensities
ion. If sp is less than sw, & fall in prices
lative fall in prices. Similarly, a nse in

\dent upon the ditfer-
sw) which Kaldor de-
' If there 15 @ small
the coefficient
tio (//Y) will

ce versd. In

f

n 1/(sp—
ome distribution.
(sp and sw),
uutput rd

Inc

the investment-
istribution (PY),
ero (sw =

in

and vi
(), the amount O

o
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profits is equal to the sum

a nse m
amao

This 1s “widow s cruse’” where ¥
thew total profat by an exactly cque

TNC
: o (s hl._‘”\[.: ROV
“wagces are a residue prof |
} whieh 16 | tant over time. t} }nn the
' y are assumed to be .

1t /) and sp arc

talists” propensity to consume,
national output”’

'l['
wages will also remain constant In othe

- ase the propensity to sav
wares will nse llliﬂnhllh‘;l“\ Vaal l"‘\ }’l‘;ll. I" Casg 'h" l |]r; 1f W)iﬂ'lk‘ d.c OLF[ ('.if
. . . ' " q i | =1 X - o
wnlg-:u (sw) s positive, total profits will fall by the amount ¢ CrsS savp g

ol investment |

D

Macro-Theories of Dl'srribun'
On

ind L‘il|1ilil|isl consumption, e p- L

.Tp f
the consumption of entrepreney rai

ant. In this “special case’ (Where
{ by the propensity to invest an
hrrmﬁu a kind of pnior Charge:

W =
d C&ph

of

words, d\es, real

as output per man incre

- e ——

y g
' . . ! Y i,
(A When the workers” savings are reduced, total profits nise hy d greater amoyp

than the chanve i omvestment. and the
declhine On the other hand. when the work

a greater amount than the change i investment and there 1s a rise in the share

income poing 10 workers,

share of income gomng to workers will
crs’ savings increase, total profits fall by

of

However i the short-run, the shares of profits and wages tend to be Constant
duc to the downturn inflexibility of the profit-income ratio and rthc real wage rate
as a comequence of the constancy of the investment income ratio (//Y). But a rise

in the investment-income ratio leads toat
the share of profits in national income.

Its Criticisms
Naldors theory of income distribution

lowing grounds:
I

truc under certam conditions

tall below a minimum subs
below

caccording to

“the nisk premium rate™
inducing capitalists to mmvest.
gree of monopoly rate™,

which 15

tion, collusive agreements, ete. The SC
the higher of the two will apply.
dent of the rate of profit. If the
rato (17) will itself be de

2. Unrealist
the assumption

L‘und
Fourth. the

of full employment.
explain the functionyl

In this context, |’L‘tcr:~.m
even though hay fr
3 Weak Theor

Increases. the

amework s that of mode

~Jan Pen has argucd that
. entreprencurs become ophnus
Given swand sp, the entreprencurs reimyest
further, and so do Profits. In this w
cconomy. Hut thiy IS not possible 1

vestment-income ratig J/Y i« hikely to |e

[} Hrt']]'l'”l!t'"f upon P/Y Naldor assumes that the share
arce dependent upon the investment-income

ence rate. Second, the shar

Fhird, the sh
o mintmum rate

se conditions
pendent upon the ¢

Assumption of Full Employ

This 1 unre
distnibution of INCome
vopimes that “Kaldor s

ay, there may be
dCtuahity. R
ad to oversp

allin the share of wages and of a rise jp

has been severely criticised on the fol-

of profits and wages
ratio //Y. But this assumption 1s itself

Kaldor. First, the real wa ge rate cannot

¢ of profit cannot fall
minimum profit rate necessary for
arc of profit cannot be below the “de-
of turnover due
and third be
capit

he

to imperfect competi-
g alternative limitations,
al-output ratio should be indepen-
4re not satistied, investment-income
ate of profit(P/y).

ment. Kaldor has based his theory on

thistic because the theory ftails to
below the Tevel of full employment.
analysis has a distinet classical flavour,
M employment theory.”

when the Investment-income ratio /Y
Ubecause the share of profits increases.

thewr profus. As a result, 7Y incrgases

aninfinite expansion of the

ather, g continuing rise of the -

ending, wage inflation, and

i
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 The Assumptions

\facro-Theories of Distributio

* : : 5%9
acc-price spiral which in £ -
wage- CNINfact detoare: .
" weak in that it docs not g1 determine Meomedistribution T
1 b rkers® Qo : HISCuUss these conge 0 10n.The Kaldorian theory
4. Workers ‘S{““'”Hﬁ‘ do not Catquences of an inc

theory 18 that it attributey

¥ canss . C Ci A1t
workers' savings are totally transferred Capitahists and 1n thys way 1t implies that
_ N : Aas a gift to the canitals i ‘
. Or un h o sandie BHLTO the capit: ™
absurd, f der such g condition no ndividual wodld ipit IIIHII.';, Fhis 15 clearly
‘ Save at all,

5. Neglects 7{'1:11!15(*(1! Progress. The Kaldor the

nical progress onincome distribution .. 'cory neglects the impact of tech-
Fwages (sw = 0). it is stribution. l:ycn assuming that workers do not save out

(: o e am[‘\ l liml pusmhlc.m raise the total profits of entreprencurs by an

Y "5 unt through *Widow's Cruse’. 1t 1s, in fact, technical progress

which helps in increasing profits. | ek

STeod PeTal £ > L |
thet;;:\/::ii'[; i:df;:l:};"&i(li’:;g; Thc _Kuldﬂrlun theory is weak in that it neglects
apital in the form of rent and interest.

- Qt’m(md determines Relative Shares and not Prices. Prices are so taken in
Kaldor S theory that they cover costs and yield a uniform rate of profit. But the rate
of profit cannot be known without determining the profit share. Relative shares
are, therefore, determined by demand on the part of labour. If wages are given,
prices are determined by a uniform rate of profit. Thus the forces of demand deter-
mine relative shares rather than priges.

8. Neglects the Role of Human Capital. Kaldor’s theory of distribution is unre-
alistic because it does not take into consideration human capital which plays an
important role in determining distributive shares in national income. The theory
states that with the rise in //Y, the share of profit in nationat income increases but
the share of wages falls. As a result of the decline in the share of labour, the condi-
tion of the wage carners will deteriorate. This will, in turn, rcdu_ce theﬂemnmmy's
real income and output. Thus, in the words of McCu_rmik, “the failure of the theory
to incorporate human capital leaves the theory too simple to explain the complexi-

ties of the real world.™" | | o
'1?0 conclude with Jan Pen, the Kaldorian theory of income distribution “is highly

misleading. The algebra 18 in order, but the structure of the reasoning 1s false.”

2585 of the Kaldor

7. THE SRAFFA MODEL

Qe . his book Production of Commodities by Means qf'Cummuc:ﬁ{fe.s' (1960)
ralta i hl*b o duction. Sraffa demonstrates that when commodities are pro-

oo Dfp‘r?J u‘tn'cs in a system of subsistence production, relative prices

duczdtby h?p:{;a;?;eul;asis of the conditions of production alone.

are determin

. - i . i s a .:t J.m bascd
| is 1n terms of a Ricardian long-run equilibrium syste
Sraffa’s analysis

. “ e umptions: (1) Labour is homogeneous ;{_mj th¢ Un.l‘}’“p;“l?ﬂﬂrfﬁ
on the following s>t ¢ the system. (2) Fixed input-coefficients prevail in ai
non-reproducible imnpu Inﬂf Cghlmuditics obeys the conditions ol constant Fctu‘r::
S—— {35) Pmdil::;:f:ry pfoduceﬁ a single commodity by a single technique.
to scale. (4) bvery

' Jan Pen, op. cif
s B J. McCormik, #ages 1969.
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r, The Concept of Equih‘bnum
T8

FIG. 6.3

equilibrium. o :
In case the market is dynamic, an increase in demand leads to a rse in _thc price
to OP, (= Ob) which induces the producers to increase the supply to OQ, 1n Figure
| 6.4 But the demand price O d being less than the supply price Q,¢, the producgr
tends to reduce the supply to OQ. But ‘he demand is more than the supply at this
level; price will. therefore, again rise to Qb (= OP)). In this way, the prices and
quantities will move ina circle with oscillations of constant amplitude around the
equilibrium point €.
It may be noted here that of the three equilibnia—stable, unstable and neutral—
it is only the stable equilibrium which is of use to economists for analysing com-
plex economic problems. The unstable and neutral equilibrium are, however, of

academic interest only.

6. PARTIAL EQUILIBRIUM

Partial or particular equilibrium analysis, also known as microeconomic analysis,
is the study of the equilibrium position of an individual, a firm, an industry or a
group of industries, viewed mn isolation. [t 1s a market process for the determina-
tion of product prices and factor prices In which one or two vanables are dis-
cussed. other things remaining equal (ceteris paribus). In the words of Prof. Stigler:
“A partial equilibrium is one which 1s based on only a restricted range of data, a
standard example is price of a single product, the prices of all other products being
held fixed during the analysis.” The Marshallian economics 1s mostly a study in
partial equilibrium analysis.

Partfal equilibium analysis 1s concerned with two types of economic ;f:rob-
lems. First, those pertaining to only particular aspects of the economic behaviour
of a certain individual, firm or industry. For instance, it may limit itself to the
ma:iket for a smg?e product where its price, the techmque of production, and the
amo nt of factors used in its production are taken into consideration, while all
other {mctors affecting 1t are assumed to be constant. Second, it studies only the

- _
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The Concepl Of Eqm'ﬁbrium 79

rst-order consequences of the cconomic events its analyses. It ignores the effects
an the prices of other commodities brought about by the product being analyzed
\nd i turn secondary influences of the former on the product,

we may brietly study the equilibrium conditions of an individual, a firm, an
mndustry and a i;IL‘t(ﬁr.T

A consumer is in equilibrium when he spends his money income on the differ-
ent poods and services in such a way that he gets the maximum satisfaction. The
conditions are: (1) the marginal utility of cach good is equal to 1ts price (P), 1 e.,

ﬁ.{(fd B M['!B L MUN

i R Py
come (Y) on the purchase of goods, ie., ¥ = P A2, TP+ ot PO T is 8-
sumed that his tastes and preferences, money income and the prices of the goods
he wants to buy are given and constant. |

A firm 1s m equilibrium when it has no tendency to change its output. In the
short run, 1t equalizes its marginal revenue with marginal cost and in the long run
it satisfies the conditions of full equilibrium, MC = MR = LAC as its minimum.
Thus, 1t earns only normal profits and has no tendency to leave the industry. In the
analysis of the firm, the given data are the techniques of production. the prices of
its products and of the factors.

An industry 18 1n equilibrium when all its firms are earning normal profits and
there 1s no tendency for the existing firms to leave or for new firms to enter it. In
the market for a single product only one price rules at a time, at which the quantity
which the consumers wish to buy exactly equals the quantity being produced by
the different firms. Each firm in the industry sells its product at the ruling market
price and produces that level of output where its marginal cost equals marginal
‘evenue. In the short run, 1t can produce even at a price less than its average costs
of production, but in the long run the price must equal its minimum average costs
of production.

A tactor of production (land, labour, capital or organization) is in equilibrium
when it g employed in its highest paid employment so that its income 1s maxi-
Mized 1115 a position where its price equals its marginal revenue product. At this
PTICe, 1thas no incentive to offer more or less of its service and not to seck employ-
"ent elsewhere. Thus, there is one price for the factor which rules throughout the
::a:rkct 4l any time. Morcover, the quantity of the factor which its owners are will-
"'E10sell at the ruling price must equal the quantity which the entrepreneurs are
“iling 10 hire.

I

, and (2) the consumer must spend his entire in-

As?‘.""'P'iOns r

WDJ:’*‘* Partial equilibrium anu!ysis of the market assumes that the price of the
{”‘-'ff:rtul 'S given and constant for consumers. Their incomes, tastes, habits and
th.lurtf'f‘fﬂ‘s also remain constant. For the firms, the prices of the productive re-
2Ol the product and of other related products are known, and constant.

" O production are easily available to the industry at known and constant

ik
L

These €an be explained diagrammatically after reading Chapters 8, 22 and 37 respectively
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o f production, the producer-consume,
mmmt'mmmmmgi - porn
:: ::'nwd and ogumibriam 1 re-esuablished. though at 2

that the prices of the pr,.
g A et for a factor assuUMmes O,

The analyss of the ma
ik the fuctor B 3% P en and constant Moreover, fact,,
quantitiey of all Aher factors are zlwo given 2 ~ ; .

\duction are perfectty mokale between occupations and places. In the short -
':;m rr;z‘-' he earming less than its margmal revenue product, but in the lon g-

ta price must equal the margmal revenue product at all places and in all emp!

ment B
ﬂzcmiymdlmudzbmcrdaeSmapcrfaalyaﬂnpcmwcmarkﬁwh

can zlvo be entended to monopoly, monopolistic competition, oligopoly, :-
MONOPIOTTY markets g

fts Merits

Partial egushibnum analyss possesses certam advantages. Firstly. it helps us
anaiywng he czuses of a change m the price of a product or service Similarly t-
cause of 3 Cange i the behaviour of an individual. 2 firm or an industry can als
be underwond Secondl, vhi method helps n predicting the consequences -
Changey W the tebirviogy ard prams of the market parts cipants. The consequenc:
of merferences by the wats in the » orkimg of the market system can also be ar .
Wzed For erample. whaa are the effects of an excise duty on the prices, outpL
sales. and prof s ec om cotton textiies fall within the ambit of the partial equili--
ey, aalyvs. Thudly. #t v an mdispersable too] of analysis for the solution

. Preticas proviems. By concengra

g P Sy o 4 hmited and narrow, range of econom .
. L - Fe s It tJ- Faedirt r )
gEE O NY ey e es, it makes tr

i3l of enquiry W one or two vanabl
S 2 wmpie and imtelhgible Finally for an understanding of the
- BERCTZ worksng of he ELmEmTIC syem whach IO ves the interdtpend:ncc C.

pal 1“,-..‘.‘_----:---.,‘Ill__.Illl"'*)'--"}r._l.-l--'I-!-*i i:-..-il ML arte 2 -
- M:Hﬂl-dwﬂcppmgstom_w i

fer partis e analyws has
Uular redd may 1 be an sndey dua)

Wual. 2 furm of a0 inducsr
oms, Which separate the seudy of Adustr

W Brmmnd rrarvend oo g , Om the rest of ¢ |

w,r: ;m*? patial equlsibnram amabyys breaks down The . nseq hcmecome,.
e 5 4.4.:‘_..-;},. - s o I - &UTLS U e

he Sorm of sgmpy o o AR BeTeTate the forces of equilibnam WF:LEI'

’ 3 15 PRI f Wy = C . ;
& s o v 3 wfim ;f’;j,fjgﬁ m'ff’fflg fr ’ e
e Mtiating ser/md Gurd and beo '
Y &, Bl 2 ETs GBS -

54
tfii‘-t_g i
oA the ¢ LTIy Fey
- Ey i 3 ;' 3 _H ‘-r} B

roess a8 2 whole, the s,

of :
"fg'!":Mij C{%,”-fmmi m}} %S 3¢ m[m cCconom!
{" ;

Lo

oducing are known and constant and the price- )

"
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s anterrelations -
o \rq!t'mu " and interdependences for understand;
L ACOITOMIIC MY as . o rstanc y . .
e avon \ a whole It brings together the cause anglgf;'hctwnrkmg of
| ect sequences

e o changes 1 poces and quantities of commodities and services i .

LBe SEONOMY. An cConomy can be in L cql‘uiib services n relation to the
3|l frms, all wmdustnies and g tactor-services are in J‘lurj;lgqu Ifﬂ." “ORSumers,
and they are Hlt‘fl;llllkcd through commodity and fa‘lcmrqlrlil ~l- : un:l SOmmitaneously
“The th..-;.,mrx ot Lmncrftl EQuilibrium 1s the theory of i:?tc::f].: ?h S,tll]g]clr has said:
\ aarts Of the economy.™ Thus, partial equiibnum analysis e enan P AMONE il

soneral squihibriym analysis. YSIS 18 encompassed in the
o - general equilibnium exasts when all prices are in equilibrium: each consumer
X ,.?a.:n-.tb htT th: :;1 ::::tt‘ﬂ?w 'n @ manner tha! yields him the maximum satisfaction: all
firms 1n _hh N ry ﬂl“*«‘ in equihibrium at all prices and outputs; and the supply
ind dJemand for productive resources are cqual at equilibrium prices.

Its Assumptions

I ] h ?:cncml cqu‘illbnum an_nl_yms 1s based on the following assumptions:
(1) Thereas pertect competition both in the commodity and factor markets.

:., (2) Tastes and habits of consumers are given and constant.

‘ 3) Incomes of consumers are given and constant.

. (4) Factors of production are perfectly mobile between different occupations
‘ and places )

= =1 (S) There are constant returns to scale.

't (6) All firms operate under identical cost conditions.

R (7) All units of a productive service are homogeneous.

o (8) There are no changes in the techmiques of production.

R (9) There 1s full employment of labour and other resources.

1

t 1 Working of the General Equilibrium System ey )

Given these assumptions the economy isinad state of general equili rium W ,f"
the demand for every commodity and service 1S equal to the supply fgr it. It 17ii-
pires perfect harmony of the decisions made by all the ma_rkct pqrtlc:pums. "l:hﬁc
decisions of ..;un::um::rs for the purchase of each comr}wdlty. n:ntust b: ‘m‘i;:eie:f
& xoord with the decisions of producers for }hc prqducnon and hd]F 0 ‘::aL L;ll;e
. decisions of owners for selling each factor service mu:»ﬂﬁ
f their employers. It1s cnly_ u'fhen the deci-
erfectly with the decisions of sellers

odity Simularly, the o
1 perfect harmony with the decisions Of ¢
‘ 4 Y97 of buvers gfgugd?i and services fitinp
' the market is in genera t-thbr;ur_f‘tr of the consumfers in the economy, the
Oive . 1actec preferences and aims P . |
Jiven the tastes, prefervnees ¢ s not only on its own price but also

¥ Suans . e s P
g Uity of each ¢ Jdity demanded depe | | . each con-
§ nthe b o I ommodity Jvailable in the market. Thus, each <o

¢ pnce of cach other ¢ ' he prices ruling the market. For him,
e maximizes his satisfaction relative to the price

- | . *Jqu : S
| Cach co < assumed to spend his entire
. - CLONSUMET 1S AN )

.nends on the prices at which
.L l_f'\i-nkjEIUTLu ‘auals hl"i income. “15 income, 1n turn, deLndh: on 12”15 b)_, SE“lng
L1 5ol "}“1 als l- tve services. In other words, a consumer Lf s s
s '_ ]T\IT ® --I.E- o, # “ ‘ ) ‘- 0!"_ :

% Brod }':" US procis he owns. Thus, the demand of consumers
SUUUCTIVE services e >.

| ces of service:.
Mmo -es and the prices of s
Modities depends upon their price

i

L
e L L

== e ——
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y, B

| ot us take the supply side. Given the market structure, the state oftechnohm
and the aims of firms, the pnce at which a mmmndlty sells dt‘pcn(‘js‘ on its C(}Shi |
roduction The costs of production, 1n turn, dcpcnd on the quantities of the Vu{-ll
sus productive services employed and the prices paid for lhen‘L Assuming o

Flric e

roduce 11 that qu; |
;\dq\tman%{j“ﬁl that quantity of output at which the demand price for the con
Ty equals both the minimum dverage cost and the marg:nal cost. The equilil::

v:_“t I qctcrmmm OP pnice at which OQ,, quantity of the ;
pro:ji::h: rzd:ﬁi ;:irfn‘t:emﬁ identical cost congﬁons, eairl??"?riz Iisn}i?]:gnll];fl? L:
AC = MR and AC - ..4£'::t ::;1 E}’ at the given price OP. It is in equilibrium wheen
n Panel B }f_say. there arg ! F‘*"':fd”fmg OQ units of the commodity, as show
commodity, the total roduc Iﬂﬁb]nthe Market each producing 6() Ujm't L f .
e ¢ “mn}; td uction will be 6000 (= 100 x 60) units. Th -SD the

Labe ti: casahn m_i‘je;‘;}l(lj L‘:Dmmodmes being produced In th'e ecosnzrr:?

mand and supply " i m:n'wd;;d] ijE;}’;f cuTmftrdlt;cs, the cquality ot:f de-
system The demand for productive Services c;:::?rlﬂiﬁrl;l;epf:;:ral equilibﬁum
Cers and supply

from the co ' )
nsumers. Given the st ;
state of tech
ob o chnology 1
jective of the producers, the quantity of g fdflurb) P i brotit maximisation

& :- '1'..‘ L]
pends on the relationship between the prices of

various factors i
_ . In such propor-
Prices Since there 1s ) ) recvenuye PmdUCIn L is e P :
S tull employment In the economy, the n::llrﬁl'\b ;irlf:‘ equal to their
: dIKets for factor are in

emploved ; actors
Ployed are equal s offered and the total quantities

MT;f“f‘quﬂlhnum of the factor markes i |
{ | Cpnce of 3 fdf[ﬂr UP Eiﬂd Is ' : % FIgUT‘C 66 where in Pi:lncl

T
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The Concep

specti at point £
raction of its demand and supply curves D and S respectively atp

| ‘ | irm 1S per-
ws that the supply curve of this factor to an individual firm 1S p

the 1Nt€ : r
‘ Irm
1d is the same as the marginal cost of that factor, MFC. The

anCI (B) S_hﬂ
fccll}' elastic @

|
|
|
|

Price
A
Revenue and Cost

@

o N
Quantity

l - C — 1!RJ and
. ' f‘. ‘tor rice 0 Whe e I oA " i A

AFC= ARP to the firm. Sueh o w cost firms and each employs. 100 units

units of the factor. If there are 1) — ply of this factor will be 1000 units

; d and sup
of the factor, thetotal market deman |
in the market. This analysis can be extended to the economy as a whole

S ._ : ces >ach

Thus the economy is in general equilibrium when CTmIS D;iﬁf I;{c::beglik?;::tor

demand equal to its suppjy and ol s mal\i If]t:to:: markets are simulta-

cqual 1o its supply so that all preduct ma‘rlfﬂﬁ - a}: cterised by rwo condi-

neously in equilibrium. Such a general s dmkets i;s such that' (1) all
lons)in which the set of prices in all product and factor mar ‘

consumers maximise their
satisfactions and all produc-
°rs maximise their profits;
and (2) all markets are
Cleared which means that
'he tota] amount demanded
“4uals the total amount sup-
Dhm at a positive price in
0th the product and tactor
:“urk”‘"- To explain at, we
e ith a sim; e hypo-
'i-t;iL.H_I economy ‘'vhere
lhe }h_dfe only two sectors,
legy i-u;’“h”'d and *lie busi-
ke e economic activity

* the form of flow of P

. -
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cONOT welfare of the community 1s maximised. Thus it helps in understanding
jetermnants of the pattern of an economy

" 7, Understand the Working of Economic System. Even otherwise, the theory is
, chematic point of departure from which, by removing certain unwarranted as-
QmptIons. the actual working of an economic system can be understood. We can
ow whether the economy 1s working efficiently, or whether there 1s any discor-
4ancy M 1S smooth functioning. The problems of disequilibrium and the restora-
wOf of equilibrium can be studied with the help of this analysis.

7, [nderstand the Complex Problems of the Market. The general equilibrium
gnalvsis further helps in predicting the consequences of an autonomous economic
~vent. SUPPOSE the demand for commodity A nises which may lead to a rise in its
snice. This. I turn, reduces the prices of its substitutes and raises the prices of
-omplements. These may thus reduce the dernand for A somewhat. The demand
tor A may be further affected if the prices of productive services also tend to nse.
~hus the general equilibrium analysis aids in understanding the nature of the com-
slex chains of relationships of the market on a step-by-step basis.

To Understand the Working of the Pricing Process. The general equilibrium
analysis 1s also useful in explaining the functions of prices in an economy. As
-latrve prices change three mair decisions are made for the entire economy: what
1o produce and how much to produce, how to produce, and who will buy them
when the commodities are produced. These decisions are made by individual pro-
4gcers and consumers because each commodity and service they want to produce,
sll and buy, has a price that reacts to changes 1n their demand and supply. The
seneral equilibrium analysis helps in integrating a variety of individual decisions
affected by prnice changes. - |

To Understand the Input-Output Analysis The main importance of general equi-
brium analvsis lies 1n its providing the conceptual basis for the input-output analysis
developed by Leontief. In this analysis which is regarded an outstanding vanant of
the general equilibnum analysis, the household and industries are related in an
mvisible interdependent system of inputs and outputs of the economy. This analy-
215 1s being increasingly used for planning the economic development of backward

regions and countries.

Basis of Modern Monetary an
equilibrium analysis has been extended to monetary t
s thereby making them more realistic fields of economic study.

d Welfare Economics>In recent years, genersl
heory and welfare econom-

EXERCISES

| Distinguish between static and dynamic equilibrium. Explain your answer with the

help of diagrams and equations.
L. Define dynamic equilibnum.

tily achieved from time to time. ‘
3. Define equilibrium and show with the help of the Cobweb theorem that under given

“ondiions equilibrium can actually be achieved In practice. | L
4 “The concept of equilibrium is an indispensable tool in modern economic analysis.

DTRU.SE
i > Find out the difference between P_artial and General equil
Getail the general equilibrium analysis.

Prove with suitable diagrams that equilibrium 1s actu-

ibrium analysis and explain

—_—-—-_—-_
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Chapter 4

(;1 LY Bl 11 1 ‘
eneral Equilibrium Theory

I IN'I‘RUIH’('I’I(]N

This chapter studye the Walr,
atrasan theory of penet

X 2 general ¢

“ : mhbrum :
ness of peneral ""»l“llll‘ummh | and the problems of existence «f tbility and un

) [ i i ]‘r -

um. The notons ol partial cquihbrium peneral equ ml:

] € III 1

num and other rel.
tltl‘i’ ! M & |
chapter on ‘The Cor .,,L”"“.“'T“‘ OF equilibrium have alrcady been discussed 1n thie

‘eept ol Equilibrium 1n Part One above L

al equilibrium, the graphic 2 x 2

2. PROBLEMS OF EXISTEN(:
EMS OF l‘.?k‘l.“: | I:N(_I'f. STABILITY AND UNIQUENESS OF
GENERAL EQUILIBRIUM
Th . I'( . N T, T . ' |y
e 1:“[:[,?:‘“1-“ -0|l LIXII!TILI]L-L, stability and umiqueness are involved in the general
q m analysis. They are discussed below in terms of the ' yand umlnwpply

‘urves of the party; br '
curves ot the partial cthhnum analysis and their results can b extended to the
general equilibrium analysis.

I. Existence of General Equilibrium

The problem of existence of peneral equilibrium s related to the bechaviour of
buyers and sellers in the market and 1ow it influences their demand and supply
curves. An cquilibrium s said to exist when the demand and supply curves equal
at a positive price. Such a price 1c called the cquiltbrium price The quantity de-
manded and supphed at that pnce s called the equilibrium quanuty. There 1
neither excess demand nor excess supply at the equilibrnum price. The excess de-
mand 1s zero at this price. Symbolically,

Z =0, Q=0

where £ 15 excess demand, (), 1s the quantity demanded and Q_ 1s the quantity
supphed

xcess demand 1s the point where the demand curve cuts the supply curve at a
certain price. For the existence of cquilibrium the two curves should intersect cach

other at a positive price. | o
There are two conditions for the existence of general equilibrium ata posttive

price: | | .
I ¢ therr satishac ' : ers maximise therr
| All consumers maximise their satisfactions and all producers

profits at that price.
2. /01 markets are cleared at | _
equals the total amount supphed in both the commodity

positive price.

o e ed
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Figure 42.1 illustrates the existence of general equilibnum when the
curve intersects the supply curve s g

and OF pnce 1s determined which s
tive price. [t clears the market at OQ
demanded and supphied. This f) gure
presumed to apply to the commodity
as well as the factor market.

According to Arrow and Debrey!. when
there are no discontinuities and NON-Incregs.
Ing returns to scale
markets, there 1s the existence of generg] equi-
librium.

Price

Q
Quantity

2. Stability of General Equilibrium
There 1s stability of general cquihibnum

when the equality between demand and sup.-

2ly is disturbed at 2 given price, and excess demand

demanded

FIG. 42.1

price and, therefore. the quantity
price and quantity. Geometrically, the
equilibrium 1s stable when the demand
curve intersects the supply curve from
above. The stability of equilibrum 1 j1-
lustrated in Figure 42 2 where the de-
mand curve D cuts the supply curve §
from above at point £ which s the equi-
librium point. OP \s the equilibrium price
at which OQ equilibrium quantiry s
bought and sold. If the price falls from
OP to OF,, demand Pd > P.s supply
and s d represents excess demand Since
the demand 1s greater than the supply,
competiion among buyers will raise the
price from OF | to the equilibnum price
OF 1f the price nises from OF 10 QP
the supply P s > P d the demand which

leads to an excess supply of ds quantity n the
than the supply, every seller will try 1o sl
lowenng the pnice a httle Ultimately, competit

the price trom OP to the equilibnum Pnce OF In this way, point £ at OP pnce

fnycts saability of the equilibnum

G the other hand, unstable equilibr,
hbrm.m pnce 1s disturbed 1t can never b

dercand curve cuts the supply curve fro
1s explained 1n Figure 42 3 where the

'K ) Arrow and G Debreu,"Existence
[ conometrica, Vol 22, 1954

“M s a situatren 1in which once the equr
< recstablished Geometnically, when the
m below, the equilibrium 1s unstable This
demand curve s upward sloping and culs

of an Equilibrium for a Competrtive Econom

General Equilibriym n.mr}_

POt p
the Posi-
quantty,
ma} be
Marke

in perfectly competitiye

Or excess supply forces the
and supplied to the equihbnum

Exc oSS
Supply
d ¢ s

— N

E xCess
Demand

Prnce

Pr
P
PJ

0 ,‘
3
Quantity |
FIG 422
market. Since the demand 1s less

quantty of the commodity first by
‘o among sellers will bning down

hh

. il
Scanned by TapScanner



A

General Equilibrium Theory

the supply curve S from below at point £

which deternunes the equiliboium price

QP I the price nses to OF the quantity

demanded 77d = P s the quantty sup /7

plied When the demand s more than the

supply. price will be pushed further up [

wards. and the nise m price will not elimi

nate excess demand. Tt waill only P

aggrevate the problem because the equi

librium position £ will never be attamed

Simularly, thereas instabihity i the down

ward direction. When the price falls to

OP , there 1s excess supply by v, which

further brings down the price and there

1s no possibility of attammng the cquilib- O (/

rium position £, Quantity

Multiple cquilibria also show stable

and unstable cquilibrium positions. F1G. 42.)

Marshall considered a number of stgble

and unstable cquilibnium positions With the help of zigzig demand and supply

curves, as shown in Figure 42 4. He explams the stabihity condittons thus “The
cquihibrium ol demand and supply cor
responding (o the pomt ol intorsection
of the demand and supply curves s stable
or unstable according as the demand
curve lies above or below the supply
curve Just o the right ot the pomnt ™

Stabihity conditions under multiple

cquilibria are illustrated m Frgure 42 4
where on the same demand )/ ) and sup-
ply 5SS, curves, there are three poimts of
cquibibriam A, B and ¢ Pomts A4 and ¢
are ol stable cquilibrium Pomnt 4 1y of

©ostable equilibrium because 1f the Price
nses above OF | supply exceeds demand,
Competition among sellers to sell therr

Pnce

O . A p |
Ouant"y LT‘I‘-LFHH Lllhiillll}’ 'Wl” IIUI'L'L.‘ ”’lL‘ prce LIHWH'
W;IILlH LII'H.I IIIL‘ L‘Llllllll"ht‘!.':f't‘.l p““ hL‘ re
SLOTC } . (% :
FIG. 42.4 tored at OF price. If the price falls be-

low O | d¢ '
- WU demand exceeds supply. (4
petl[]ﬂn ul] 1‘- , - L b 1. t- 5 r = w % II‘
10ng buyers for less supply will raise the price back (o the cquthbriun,

level OP  Simil: 1abi evails ' T
¢l OP . Similarly. stability prevails at poimt C I the Price nsgs above ()
= . _ L i
SUPPIy being more than demand, competition among sellers will brng th Y
OWn to the e I . T T oY e ‘ e G price
S lu. t.‘qulhhllllm level OF 1 the price 1s below or
Gb Ipply. competition among buyers will raise the
. ) In between is the pomt B which 1y of unst
PTCe nises above OP, there 1s excess demand

cdemand bemg more
price to the cquihibrium leyel
able cquihibrium because 1 the

and competition among buyers for
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( ;‘Hi‘f'ﬂ’, f‘,q””‘hr‘um ']h
I‘ur

l("ﬁ\. .
i ll mn / ! -
ol flfl :_\‘ will lead 1o higher poces tarther and tarthey away from the e
+ CLIL
Com N the other hand, 1f the proce talls below OF  there ,L.!Hl”hh”um
» - CCRY win
. PEUION among sellers will force the price down ull the new stab § Upply
s attamne | atpomt ¢ B “quilib
[ he m #
| C above analysis i bfsed on the Marshallian stability Condiignys, 14 !
Case of Walras, stable and unstable fl alions are re " aretlD the
Atabie and unstable cquihiboam posations are reveroe e
;Irnmml v ¢ phesis Whmr '
i Curve cuts the supply conve from above, the equilibrium Will be unstaty.
; o , L UNSab),
nd where st cuts from below, the copuilibrnam will be stable, Thug A 4 the able
) - . N ! ] ) L
\ l IIIINLIhlt tllllllllﬂlltl‘ll hu '\Ruhna. H ||| 'l.llih l't]lllllhlltlill ':lI'HI ( ';1}1-;.]”1 “' Ir” ;“}rm
. ' l.] ij
cquihibrium. 1 his 1 because the Macshallin stubarbity conditions are based o tﬂt
: ) s - Ay » A
pPrice-dependent approach, while the Walrasian stability conditions are bawe :
the quantn-depende oach.” .
fHnnn AL ndont AP h
| However, i the Walrasian peneral equbibrium system, there 1g always stahy)ir
of the market cquiliboium: This is achieved through a repetitive process, If there 1{
unstable equilibrium, cach market will be adjusted to its cquilibrium value, Wher
this quantity - price adjustment process is repeated, the cconomy will attam genery|
cquilibrium through “groping™ or trial and error. Lmpincal venfication of the
Walrasian system by Arrow and Hurwicz' has shown that the Walrasian system is
stable, whercas some other studies have shown 1t to be unstable. According t,
Arrow and Debreu, the Walrasian general equilibrium system 1s stable if returns to
scale are constant or dimimishing, there are no externalitics of consumption and
production, and all goods are gross substitutes, 1.¢., a rise in the price of one good

leads to positive excess demand for others.

3. Uniqueness of General Equilibrium

L quilibrium 1s unique when only one set of prices and quantities satisfies the
equilibrium conditions. For example, cquilibrium at pomnt £ as depicted in Figure
42 1 1s stable and unique because only one price OF and quantity O¢) bring stabil-

; ity of the market cquilibrium which is unique.
The amqueness of equilibnum 1s also ex-
plained in terms of the coneept of excess de-
mand. The excess demand (E) 18 defined as
the difference between quantity demanded
(Q,) and quantity supplied (O)
En N Qu B Qh{.
Geometrically, the excess demand

15 n on
the excess demand curve which 1s draw

. - d
+ E, the basis of the difference between demaell-
y one price) The

FPrice

is shown by

' curves at an
D nd 221 *’[‘]L!’IELYnglquer for Figures 42.2 10 ;2‘;4
ema 5 s fol ‘ 41
Bt are redrawn below in F1gures 42.5 10
« FI1G. 42.5 ok e
Jf the Marshallian and Walrasian stability conditions, |
? For a detailed analysis ol 1ht - Emmmemm

thhrlum' ’ Qeability of the Competitive Equil

" NCe { |
on “The Concepl O s
| 2.6 and Fig. 424

' K Arrow and L. Ht

1958
» Students mus

AY 7T

with F1#
g. 42.5, Fig. 42.3 wath Fig, 4

 draw Fig 422 with I

y
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General Equilibrium Theory 693

Take Figyre 42 2. At the Op price. when
the curve Dreeuts the S curve from above, the

IlWo curves are an equilibrium at point £.
There1s no excess demand or £ - 0 [n the
| region where D exceeds S (P a’u;-* P.s ), the
r 4 : 4 - :
CXCCSS, d_l}'Tndnd IS posttive and t'~.!n.r"hel%£:15 CX-
cccdh_D _(hpr"‘ - P d), the excess demand is
negative.” In the case of the usual D and §
cliy ves, the excess demand curve has a ncga-
twe slopci, '_{1',1__-’ < O:_\f\{hen the excess demand
curve has ancgative slope at the point of its

Price

intersection with the price axis. as at noi
s | ;, point £ Excess Demand
in Figure 42.5, the equilibrium is unique and
stable.
Take Figure 42.3, where the demand FIG. 42.6

i curve cuts thc supply curve from below. Here the excess demand is positive below

the equilibrium price O)_D and 1t 1s negative above 1t. [ herefore, the slope of the
| EXEesS demand curve will be positive, E_ >
|

OwWhen the excess demand curve has a posi™
~ tive slope at the point of its intersection with

the price axis as at point £ in Figure 42.6, the

equilibrium 1s unique and unstable.

Figure 42.7 depicts the case of mnitiple
equilibria when Figure 42 4 is redrawn with
excess demand. The £ curve intersects the
vertical price axis at points P, P, and F
showing multiple equilibna. At points P and
P, where the slope of the £, curve 1s nega

| tive, the two equilibrium positions are unique
and stable. But at point P, the slope of the
E  curve 1s positive which reflects unique and
unstable equilibnum. )

The above analysis of the uniqueness and
stability of equihibrium can be extended to
the general equilibrium by taking the inter-
relationships and interdependencies of the
commodity and factor markets simulta-

neously.

Price

Excess Demand

FIG. 42.7

3. THE WALRASIAN GENERAL EOUILIBRIUM MODEL

The French economist Leon Walras was the first to develop a general equilibrium
model in mathematical form in his book Elements of Pure Economics published in
I874 . “Walras argued that all prnices and quantities in a// markets are determined

* Negative excess demand 1S €XCEss supply. .
* Leon Walras. Elements of Pure Economics, trans. by William Jaffe, 1954.

A R T T en
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o contintionsly charging G

sroducer Smee the :
l ‘ ”H‘ }!l\{‘ll \\llhll‘ilﬂll l'lﬂ"““llllﬂ i
el el b atbsineme il bt

4 movement towards pencral equihibrinm v evel thwi
e, “mrhl”h““l a washtul wleal

mm‘::1:?.'],::::; ::II“:::‘-.; :w.mlnplmnt. cannot he removed lrom the

therr absenee Mhus this o set of sumultaneons rllllslllnl'l'e which | |

! sante: aiid di{Tic II b .”“"lll‘l (hrrves on cgulions which only prnke il inhet

cult This detracts it utility Tot Lho not mathemati gl atudend 1)

theory Tor the
genkn dewn 1n

CCONOMICN.
4.2 X 2X2GRAPHICAL GENFRAL F]I)IIII.IIIIIII!M MODEL
nowlatic per

nernl egquilibroom ol
wir fal

We present be B L
¢ present below a praphieal treatment ol the ge
{un'nmnl ol two consumers, fwo H”"""* el |

fectly competitive cconomy ¢
n model

tors. This 1s known as 2 x 2 X 2 genceral cquilibrou

Its Assumptions .
 The model is based on the following, pssumplions:
illlll HHHIIH I’II;II‘(G!H |

| There 1s perfect competition in both the tactor
"1 .1 = 5. = b r
2 There arc two homogencous and perlectly divisible factors of production,

labour (£) and capital (A). The two arc avalable fixed quantitics
3 Both the factors are always fully employed

4. Only two homogencotis consumption poods X and ¥ are produced in the

economy. These goods are avanlable m fixed quantitics. | he production funchion

does not change. Fach production funchion is tnooth

of each good 1s given and
it returns to ccale. There s dimmmshimy marginal rate of techni
It means that the isoguants ar

and shows constal
cal substitution (MRTS) along any isoquant.

vex to the ongin.
alities of production.

§  There are no extern
6. There arc (WO consumers, A and B, the
q sct of smool

all quantities ol v and Y. Each consumcr has
linal preference functions

convex to the ongin which shows consistent ort
7. There arc no ~xternalities of consumption
ibyect 1o his given

&  Fach consumct aims at the maximisation of his utihty s

¢ Ccon-

cconomy who lnprl’hcr coONsUIme

h indhffercnce curves

actors of production.

subject to a grven production func-

income.
Q The consumers own the two I
at profit maximisation

10. Fach firm A1MS

tion.
Given these 4ssumMpLons, the e«
yetor markets

goods markets and two 1
ancously 1n cquihbrium
of this general ¢

vidually and simult

three propertics {or the zolution

equilibrium of exchangc. (11) LIL‘IIL‘I'H| vqtnhhru:plp ol
¢quihbrium n both pruduuliun and exchange. ['hey

under:
(1) General Equf!.v/:nu.rn (

of exchange requires (hat the marg
must be the same for cach consun

neral equilibrium when the two

and two consumers and two firms arce ind

1t a set of equilibrium prices There are
quilibrium nodel: () General
production; and (1) general

are discussed graphically as

onomy 15 1N g€

(( onsumption) sl he peneral cquilibrium
ptution hetween any | WO l*umi*—.

f Exchange
It means (that the mar:

inal rate of subst

wer who cOnsumes bhoth,
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et T 'l'heﬂ’y
- 4 | 1
ginal rate of substitution (MRS) between two consumer goods mu

“ 1) ach consumer
their price ratio. Since under perfect competition each co
his utility,

s CQual ¢,
SIS at may ;g
he will equate his MRS for the goods X and Y to therr pric

Cratig (P/p 8
nsumers A and B, two goods X"and Y and the price ratio p‘/}, o
eneral equilibrium 1s attained when A'choosc;s X
/P, and B chooses X and Y such that his yMRS = p/p

Given the two Co
this model. the g
his _‘MRS“ =2
condition of ge

The box dia
Tak

In
and Y such ¢
L

: y X : _'p' Thus lhc
neral equilibrium of both consumers is MRS = MRS

gram Figure 42.8 explains the equilibrium condition of
€ two consumers A and B who possess two goods X and Y in xed

respectively, O is the orig; :
sumer A and O, the origin for B (turp
the diagram upside down for jts un-
O derstanding). The vertical sides of
b -the two axes. Ou and Om represent
2ood Y and the horizontal sides, goog
y X Theindifference map of A |
b

S
CXChange
quantitje

ny point within this
box represents a possible distribution

of the two g0ods between the two
~onsumers. Take point £ where the
two indifference curves 4 ,and B in-
lersect. At this position, A possesses
O.Y units of ¥ and O X of good X
B receives O.Y of Yand OX of X
FIG. 42.8 Int £ the marginal rate of sub-

and B more of Y. Let them move from
EC€tS more of x while

| fference curve from A, to A.. If, how-
° from £ 1o P, A s ¢ for he remains on the
Curve 4 . B becg ‘ ing moved to a higher
S 2. Aithe rom £ to Q that both
€ Curveg, A,and B_re

same indifference
indifference curve, from B
arc on higher indifferenc  Tespectively

P, Q. and R arc lhus the three congeivahps o ‘cx‘changc. When we join all
such points by the line CC, it s the urve. It is the locus of all points of
tangency of the two Consumers’ setg of indifference curves. General equilibrium
of exchange wil] always occur op (he

, 3 D
contract curve where MRS = MRS, Th
. l -l- . f }la y ) : A 1y . tﬂn
* This can be seen f *nnuﬁn}ég_fiwn On the two curves at point £
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Creneral Equiliby m Theory ('

the contract cupye

i) fllf'” 0w
ﬂi"rfug wh '| i Wrlihrivmy of Poovdiee tian 1 he ;u'llr'lltl i l|lll|i|lllllln 1l I'“"'”' Litary
. CrHey e " /
ot Hy Ml e ol e Ponvne o) mabsstibaabiom bietween babior uned

capital (NTR 1S
| IMRES, D) mthe Moduction of good X equal 1o the MIETS e prres
duction of pood ) ML MRITN. H
Ihe box . UL i
Wapram bipwe 420

g\l\lilillh (he peneral I.‘I|III|I|1| i ol
production 1 heye e bixed ) [

amounts ol two ctony ||||1nu| (1) ’ ’f‘
and caprtal (A avinlable 1 1he
cconomy for the Production ol 1w
poods X and ) () i the Otpn ol
mput labour which gy, IlH‘H!LlLII"[' |
along the hovzontal ax s, and €2 14

ol the mput capital which 1w men

| st pra—— ()

3 = I i - T -‘

/

XI

- S T, T R

i i T e e el o NG

surced along the vertical axis The () ety Labour
honzontal sides ol the two axes, ) '

and 0 represent good X and the Vit 429
vertical sides pood Y.

The production function for cach pood s piven by smooth isoguants which are
charactenscd hy constant returns to scale and tlllllllll'--lllllj.{ lll.ll’}-{llhll rates of techs
mcal substitution (MRTS) T hese isoquants arc X, X and X or good A for which
()‘ 1s the ongan, and }"I. }", and Y for good Y for which () 14 the anigan, 1 the
economy were mitially at pomt 22 it would not be maximising its output of X and
Y, because at £ the slope ol X, exceeds that of ¥, ve., MITS - MIETS - By
substituting labour for capital, the firms can move from £ cither to paint £ or P,

In cither of these two cases, the output of one good would remam constant and the

output of the other would increase. In this way, by substituting labour and capital,

the firms can move to pont () and increase the output of both X and ¥ At points
P, Q and R, an isoquant ol good X s tangent to an isoquant of good ¥, and 0
satisfies the condition of general equilibnium of production. MRTS M S

By joinig these tangency points leads to the production contract curve oroko
in the mput space. It shows all combinations of capital and labour that cqualise
MRTS = MRTS along this contract curve, But this general cquilibnium of
production 1s also not unique because 1t can occur anywhere along the contract
curve.

From this production contract curve, we can trace the production possibility
curye (or transformation curve) in the output space from the input space. The
production possibihty curve associated with the contract curve O P () R O of Figure
42.9 15 plotted as 7C m Fgure 42.10. This curve shows the various combinationy
of X and Y that can be produced with fixed amounts ol labour and capital Consider
point ” on the contract curve and the mput space of Figure 42,9 [f the isoquant ¥,
represents 600 units of good ¥, and X! 100 units of X, they are mapped in the output
space as point P in Figure 42"“1 Strmilarly points () and K of Figure 42 9 are
traced in the output space as points ¢J and R respectively in Figure 42 10 By
Jjoining points P, @ and R, we derive the production possibility curve 7 for goods
X and Y. With given amounts of labour and capital and fixed technology, the cconomy
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Good Y

i
L“!‘E_f
) s
N
, P
°
&g Y
g S

et -1
M.

FI1G. 42,1

which its marginal
MC and p

LOSL s equ
.'JC'__ Hence MO

fore, be o, '
O{Xf YJ Ore, Deonthe 7¢ &

X =]
Good- x

al to s markes

(i y Genergl Equilibrium of Excf
Jnultaneous equilibnium of exchan
Jhis requires that the marginal rate ¢
the marginal rate ﬂftrdn-:.fr,:rn"mnun between the

Cannan atizin aly n
curve

the 7¢
urujcrunh:;a!lw

) ¢, f the 1 i
dowrmerns

The e

the outpuyts, OF X
slope o f Y PO Gy the ,
POty curye of § :'f*;rf-”;ium'
flects 1he Marginal ra;;; rJ} r% Ot
RIX, Y jmation (MRT) of o y (oo
words Inidicates
OUpUt of ¥ must be
C fernng en #

A prufit Maximising fy,
periect LOmPeEtition w be
line 4 angent to g1

-~
-

™M Unde,

48 COy;.
s transfory,

in | dljcyr
md_rgm.a. [

. 'ﬁ.!{: Uf fran';f:r-
ralio,1e MR F
(;s‘lRTr_ IS measured o the

lagr; y tl :

agram by the slope of the
tranﬂ-,fu.irmanulla.ur‘-t PP
any points 7p 5 i

i N

Lurve pp and
ISorevenue line 7R are equal
SO that MRT - P'P Thu
€ach firm mﬁ.kim;;(ra ;h Out-
put by Producing and sell-
mng OX of commodity i
ilnd )4 UI"LDrnm::f_Ht;. 4
In fact, the MRT of #for
- ¥'1s equal to the rang of the
marginal cost of product X
(.HC-" to that of produc!
I(MC ) e, MRT = MC
MC = But each firm pro-
duces that-deve] of output a!
PTice. Therefore. for cach firm P =

MC =p p

duction. We now study the si-
'On under perfect compettion
on between [WO goods must equa’
M. Since the price ratios of the twe

|
|

2
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General Equilibrium Theor 701

goods to consumers and
frems are the same under

i ‘u~|lnl compethition the T
MRS of all consumers will
|1¢_'h|L'IIIILJ|HHI MR ol all I
(irrms Consequently, the OB

Is wall be >
1 two poods willbe produced

Jihl t‘\kll.lllj'u't "”HIL'IIH\- E

&

Symbohwcally, MI-I.\“ Iy

Pand MRT ;"-;:' 3

'heretore MRS !\1|{1“It ! |
Lypare 4212 allostrate$

the peneral equlibrium in "

run;umptmn I.nn.l produc- O and O, X ¢

non /C s the transtorma- Good X

non curve (or production
possibility trontier) for the ‘
two poods XN and Y. Any FIG. 42.12 |
point on the 7C curve shows MRT between X and Y_{MRT”) where there will be
general equilibrium of production. Sclect any point (J on the 7C curve so that the
total outputs of X and Y arc X and QY respectively. These outputs, 1n turn, deter-
mimne the dimensions of an Edgeworth box diagram for exchange. Drop perpen-
diculars X and Y from Q on the two axis. Now O becomes the origin Ut‘cmnsumer
A. Letitbe O . Silarly pomt ¢/ becomes the Urlgln‘ul consumer B Letitbe O,.
Since cach consumer has a well-defined preference function, indifference curves
of A and B are drawn in the exchange box. Curves f-!l, A, and A, represent A'S
preference map, and B, B, and B arc B's. Tl_n.:llucux of tangencies of the inditter-
ence curvesof & and B £, F and G. By joming iht‘hﬂ’ points, we get a consump-
LoD contracl Curve {)A}flf‘(;()“. Every point on this cuﬁntruct curve 1s a point of
peneral equilibrium ol exchange where MRS = MRS PIP. | |

he simultancous genceral L‘L’]lll!lh!jlllﬂ'l of exchange and production will occur
where MRS “MRH” M RT, . This happens when the tangent b drawn to the
Yoint of uqlnhiilhl'ﬂ”” at [ 0l uxuhungp 1S parallel to the tangent aa drawn to the
oint () on the 7C curve. But the {*mu_lllmn_ given by the tangents ua ;md bb being
yarallel to each other at pomnt I does not give a unique solution. This 1s because a
ach at point £ o1 (; can also be parallel to the tangent bb.

langent drawn ¢
EXERCISES

| Explain the problems of uniquencess, stability and existence of general equilibrium.
) I ﬁiwll in th Walrasian Geperal Equilibnium Model. Is it determinate?

- L o L JdE b de .

| 2972 x 2 General Equilibrium Model

\ Explaim graphically-the
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