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Chapter 1



• By paying price goods are available to us

• But who made them available?

• There is a long chain from the producer of good to its retailer. 

• Some value is added to the product at every stage and so does the 
cost too. 

• Lots of effort and time by people, technology and money is involved 
in production. 

• This is the cost of making products available to the customer for 
satisfaction of needs and wants. 

• Customer pays price for the product which is revenue for producers. 

Introduction









COST

Cost= f(Q,T,P)

Where 

F = Function

Q= output

T= Technology

P= Price of Input







Explicit vs. Implicit cost



Incremental 
vs. Sunk cost













Short run AC and MC curve



Relationship between AC, MC and TC in short run

• One or two factor are variable, rest of the factors are fixed.
• Plant curve
• Duration is less than one or two year
• Relationship of AC, MC and TC
- TFC is parallel to X axis
- TVC begin from origin, increase at decreasing rate initially and at one point 

it will increase at increasing rate
- When AC falls with an increase in the output, MC is lower than AC.
- At level of optimum output, AC is minimum and AC=MC
- When AC rises with increase in an output, MC is higher than AC i.e. MC 

curve lies above the AC curve



Long run cost analysis

• In the long run, no cost is fixed. We can determine our 
production level and adjust plant sizes, investment in capital 
and labour accordingly. ... When average cost is decreasing 
with each additional investment, we are enjoying economies of 
scale, but not yet working at maximum efficiency.

• this gives us unlimited options. Depending on the scale we 
choose to implement, each level of production will be 
associated to new, short run cost curves. When we exhaust the 
infrastructure these provide us, we can upgrade to a new 
production level and so forth. The actual long run cost curve is 
made up of all of these individual scenarios, built up year 
after year.

https://www.policonomics.com/cost-analysis


Cost Analysis in long run

• All factors are variable in long run

• Planning curve

• Duration is more than atleast 2 years

• Long run consists of all possible short run situations among which the 
entreprenure choose.

• In the short run the plant size is fixed, in long run firm can move from one 
plant to another. Firm can go to larger plant if it has to increase its output.

• TC will be lower in the long run with increase in output because of 
divisibility of work and specialization of work.

• Envelope curve: it supports the family of SAC curve from below 









Revenue

• revenue is the income that a business has from its normal business 
activities, usually from the sale of goods and services to 
customers. Revenue is also referred to as sales or turnover.

• TR=Q*P suppose if company has sold 250 units of shirts for price of 
rs. 100 per shirt then TR= 250*100=25000 Rs.

• AR= TR/Q = 25000/100=250

• P=TR/Q = 25000/100=250

• If sales increase, TR will also increase



AR & MR under Perfect 
Competion

AR & MR under 
Monopoly



Perfect competition and monopoly

Perfect competition

• Large no. of buyers and sellers

• Homogeneous product

• In perfect competition price is 
determined by industry by 
intersection of market demand 
and market supply. Firm has to 
sell their product by that price.

• In perfect competition, 
AR=MR=P. 

monopoly

• Only one seller and large no. of 
buyers

• Monopoly firm has control over 
price

• Unique or different product







Revenue Analysis of Perfect competition 
market

• A firm, under perfect competition, behaves as a ‘price-
taker’ in the sense that no single firm can influence the price of 
the product.







Perfect Competition



Interrelation between AR, MR and TR under perfect market competition
• (a) Total Revenue (TR):

• Total revenue is the amount of money that a firm receives for the offer of goods and services in the 
market. A firm’s total revenue can be calculated as the quantity of goods sold multiplied by the 
price. The total revenue includes the product of the quantity sold and the price.

• (b) Average Revenue (AR):

• Average revenue is used as price in a perfectly competitive market. This can be found by the ratio of 
the firm’s total revenue and the number of goods sold.

• AR = Total Revenue/ Total Output Sold

• (c) Marginal Revenue (MR):

• Marginal revenue refers to the extra money received by selling one more additional unit of the 
commodity. It is an addition to the total revenue of a firm as new additional units are sold. By selling 
an additional unit, a firm earns additional revenue that adds to the total revenue and this addition to 
revenue is called marginal revenue.

• Under perfect competition, the demand curve facing an individual firm is perfectly elastic and the 
price is beyond the control of a firm, average revenue remains constant. If the price or average 
revenue remains the same when extra units of a product are sold, the marginal revenue will be equal 
to average revenue. This is so because if one extra unit is sold and the price does not fall, addition 
made to the total revenue by that unit will be equal to the price at which it is sold, because no loss 
in revenue is incurred on the previous units in this case.



• Interrelationship between AR, MR and TR under imperfect competition

• TR curve at the beginning phase rises at a diminishing rate with the increase in output, at one level of 
output it will be stagnant which is a highest point of TR where MR will be 0

• AR Curve falls with the rise in output but can never be 0 as AR=P and price can never be zero

• MR curve falls more than AR curve and become 0 when TR is highest. After this point MR will be negative



conclusion



Unit2
Pricing under perfect market conditions



What is perfect market condition?



Perfect competition is defined as a market situation where there are a large 
number of sellers of a homogeneous product. An individual firm supplies a 
very small portion of the total output and is not powerful enough to exert 
an influence on the market price.

A single buyer, is not in a position to influence the market price. Market 
price in a perfectly competitive market is determined by the interaction of 
the forces of market demand and market supply. Market demand means 
the sum of the quantity demanded by individual buyers at different prices.

Similarly, market supply is the sum of quantity supplied by the individual 
firms in the industry. Each seller and buyer takes the price as determined.
Therefore, in a perfectly competitive market, the main problem for a profit-
maximizing firm is not to determine the price of its product but to adjust 
its output to the market price so that profit is maximized.



Features or characteristic of Perfect 
competition
• A perfect market has the following conditions:

• 1. Free and Perfect Competition:

• In a perfect market, there are no checks either on the buyers or 
sellers. They are free to buy or to sell to any person. It means there 
are no monopolies.

• 2. Cheap and Efficient Transport and Communication:

• Uniform price for the commodity would not be possible if the 
changes in the prices are not quickly adjusted or the commodity 
cannot be quickly transported. Thus cheap and efficient means of 
transport and communication are must.



Contd….features of perfect competition

• 3. Large number of firms:

• In this market, a product is produced and sold by large number of firms. Since there are 
large number of firms, therefore each firm is supplying only a small part of the total supply 
in the market, thus no one firm has any market power. It implies that no firm can influence 
the price of the product rather each must accept the price set by the forces of market 
demand and supply. The firms are price-takers instead of price-makers.

4. Large number of buyers:

• In a perfectly competitive market, there are large numbers of buyers each demanding a 
small part of the total market supply of the product. As a result, no single buyer is in a 
position to influence the market price determined by the forces of market demand and 
supply.

5. Homogeneous Product:

• In a perfectly competitive market, all the firms produce and supply the identical products. 
It means that the products of all the firms are perfect substitutes of each other. As a result 
of this, the price elasticity of demand for a firm’s product is infinite.



Contd….features of perfect competition

• 6. Free entry and exit of firm:
• In a perfectly competitive market, there are no restrictions on the entry 

of new firms into market or on the exit of existing firms from the 
market.

• 8. Perfect knowledge:
• In a perfectly competitive market, the firms and the buyers possess 

perfect information about the market. It implies that no buyer or firm is 
ignorant about the price prevailing in the market.

• 9. Perfect mobility of factors of production:
• In a perfectly competitive market, the factors of production are 

completely mobile leading to factor-price equalization throughout the 
market.



Movement is due to price change and shift in 
demand curve is due to other factors



Price is determined at industry level in perfect 
competition







Perfect Competition



Price and output determination under perfect 
market condition

Short run

• In the short run:

• Firm can earn normal profit

• Firm can earn super normal 
profit

• Firm can incur losses

Long run

• In the long run:

• Firm will earn normal profit



RULES TO REMEMBER(for perfect market condition)

1. TR curve in perfect competition will always be a straight line from left to right upward

2. Price of the product of perfect competition firm is determined by industry. And firm will be 
price taker and will sell their product at the price determined by industry

3. And that is why price of the product for all the firm will be same.

4. And that is why price curve or demand curve for perfect competition firm is straight line

5. As price is fixed, AR and MR will also remain same.  So in perfect competition P=AR=MR

6. In the short run Perfect competition firm can either make normal, super normal profit or can 
make losses

7. In the long run perfect competition firm can make only normal profit

8. Equilbrium of the firm where MC curve intersects MR curve from below(at this equilibrium 
point Q or output is determined.

9. To find out wether firm is making normal profit, supernormal profit or losses, first find out 
equilibrium point where MR=MC, then from that point draw one line to reach to AC and AR(in 
the case of perfect competition AR will be there where MR is there because it is always 
P=AR=MR)

10.Now after that if AR=AC it is normal profit, if AR>AC it is supernormal profit, if AR<AC it is a 
case of loss





Reference to understand the concept well

EXTRA SLIDES



Equilibrium condition



Short run cases



Unit 3-
Pricing under imperfect market conditions



What is monopoly



Features or characteristic of Monopoly



Features of Monopoly
• 1. One Seller and Large Number of Buyers:

• The monopolist’s firm is the only firm; it is an industry. But the number of buyers is 
assumed to be large.

• 2. No Close Substitutes:

• There shall not be any close substitutes for the product sold by the monopolist. The cross 
elasticity of demand between the product of the monopolist and others must be negligible 
or zero.

• 3. Difficulty of Entry of New Firms:

• There are either natural or artificial restrictions on the entry of firms into the industry, 
even when the firm is making abnormal profits.

• 4. Monopoly is also an Industry:

• Under monopoly there is only one firm which constitutes the industry. Difference between 
firm and industry comes to an end.

• 5. Price Maker:

• Under monopoly, monopolist has full control over the supply of the commodity. But due to 
large number of buyers, demand of any one buyer constitutes an infinitely small part of 
the total demand. Therefore, buyers have to pay the price fixed by the monopolist.



Types of Monopoly
• Private monopoly:

The monopoly firm owned and operate by private individuals is 
called the private monopoly. Their main motive is to make profit.

• Public monopoly:
The monopoly firm owned and operated by public or state 
government is called public monopoly. It is also known as social 
monopoly. The entire operation is controlled either by central or 
state government. Their main motive is to provide welfare to the 
public.

• Absolute monopoly:
It is a type of monopoly, where a single seller controls the entire 
supply of market without facing competition. It is also known as 
pure monopoly. His product does not have even any remote 
substitute also.



Contd..types of monopoly

• Simple or single monopoly:
It is a type of monopoly in which a single seller controls the entire market, by 
selling the commodity at a single price for all the consumer. There is no price 
discrimination in the market.

• Discriminative monopoly:
When a monopoly firm changes different prices for the same goods or services 
to different consumers it is known as discriminative monopoly.

• Legal monopoly:

When a firms enjoys rights like trade mark, copy right, patent right, etc. then             
it is known as legal monopoly. Such monopoly rights are approved by the 
government.



Contd..types of monopoly

• Natural monopoly:

When a firms enjoys monopoly right due to natural factors like location 
reputation earned etc, it is called as natural monopoly. Natural talent, skill of 
the producer also makes him to enjoy this right.

• Technological monopoly:

When a firm enjoys monopoly power due to technical superiority over other 
products in the market, then it is called as technological monopoly. For 
example products produced by L & T, Godrej etc. are technological monopoly.





Discriminating monopoly or price 
discrimination
• “Price discrimination is charging different prices for the same product 

or same price for the differentiated product.”

• “Discriminatory monopoly means charging different rates from 
different customers for the same good or service.”



Forms of price discrimination



RULES TO REMEMBER(for monopoly market condition)

1. At initial stage, TR increases then remains constant after certain output  and decreases at increasing 
after that

2. AR curve of Monoply is nothing but it’s a demand curve or price curve of a firm (TR=p*Q) and AR=  TR/Q)

3. That is why P=AR in monopoly

4. AR and MR curve is downward sloping curve in monopoly

5. MR < AR so MR curve always starts from left of AR curve

6. AR can never be zero (as AR = Price and price can never be zero)

7. MR can be zero and negative also. 

8. TR is maximum when MR is zero

9. In the short run firm can make Supernormal, normal profit or loss

10.In the long run monopoly firm will always incure super normal profit.

11.Equilbrium of the firm where MC curve intersects MR curve from below(at this 
equilibrium point Q or output is determined.

12.To find out wether firm is making normal profit, supernormal profit or losses, first 
find out equilibrium point where MR=MC, then from that point draw one line to reach 
to AC and AR

13.Now after that if AR=AC it is normal profit, if AR>AC it is supernormal profit, if 
AR<AC it is a case of loss



Price and output determination under 
monopoly 



Monopolistic market 



Examples of Monopolistic competition



Difference between perfect competition and 
monopoly



Product differentiation



Pricing under monopolistic market short run 



Price and output determination under 
monopoly 



oligopoly





Features of oligopoly



Duopoly

•a situation in which two suppliers dominate 
the market for a commodity or service.



Examples of duopoly



Features of duopoly

• Two sellers

• Each seller is fully aware of his rival's motive and actions.

• Both sellers may collude (they agree on all matters regarding the 
sale of the commodity).

• They may enter into cut-throat competition.

• There is no product differentiation.

• They fix the price for their product with a view to maximising their 
profit.



Unit 4:
Factor pricing









Circular flow of economics



Mainly in this chapter we will discuss about marginal 
productivity theory of distribution and theory of factor 
pricing. 

Theory of Marginal productivity explains distribution of 
National income among four factors of production

And

Theory of factor pricing deals with determination of 
prices of services of 4 factors of production

Price of factors governed by its productivity



Marginal productivity theory of distribution

• According to this theory, the price (or the earnings) of a factor tends to 
equal the value of its marginal product. Thus, rent is equal to the value 
of the marginal product (VMP) of land; wages are equal to the VMP of 
labour and so on. The neo-classical economists have applied the same 
principle of profit maximisation (MC = MR) to determine the factor 
price. Just as an entrepreneur maximises his total profits by equating 
MC and MR, he also maximises profits by equating the marginal 
product of each factor with its marginal cost.



Marginal productivity theory of distribution

• An employer will employ a particular factor of production upto that unit for 
which the remuneration paid is equal to the contribution made by that unit to 
the total production, for which the marginal factor cost equals the marginal factor 
productivity



Assumptions of Marginal productivity 
theory
• 1. Perfect competition in both product and factor markets:
Firstly, the theory assumes the perfect competition in both 
product and factor markets. It means that both the price of the 
product and the price of the factor (say, labour) remains 
unchanged.
• 2. Operation of the law of diminishing returns:
Secondly, the theory assumes that the marginal product of a 
factor would diminish as additional units of the factor are 
employed while keeping other factors constant.
• 3. factors are homogeneous
Thirdly, all the units of a factor are assumed to be homogeneous. 
It means that a factor can be divided into small units and each 
unit of it will be of the same kind and of the same quality.



Assumptions of Marginal productivity 
theory
• 4. Operation of the law of substitution:

Fourthly, the theory assumes the possibility of the substitution of 
different factors. It means that the factors like labour, capital and 
others can be freely and easily substituted for one another. For 
example, land can be substituted by labour and labour by 
capital.

• 5. Profit maximisation:

Fifthly, the employer is assumed to employ the different factors 
in such a way and in such a proportion that he gets the 
maximum profits. This can be achieved by employing each factor 
up to that level at which the price of each is equal to the value of 
its marginal product.



Assumptions of Marginal productivity 
theory
• 6. Full employment of factors:

Sixthly, the theory assumes full employment for factors. 
Otherwise each factor cannot be paid in accordance with its 
marginal product. If some units of a particular factor remain 
unemployed, they would be then willing to accept the 
employment at a price less than the value of their marginal 
product.

7. No technological changes



Productivity of Factor

• Productivity of a factor can be expressed in two ways

1)Physical productivity

2)Revenue productivity

Physical productivity: 

1) APP (Average physical productivity=

Total product/no. of units of labour

2) MPP ( Marginal physical productivity=

Increase in total productions a result of employment of an additional unit of 
factor



• Revenue productivity:

1)ARP(average revenue productivity)

APP*price

2) MRP(marginal revenue productivity)

MPP*Price



concept of Marginal productivity theory 
can be explained by following table

From the above table it is clear that when MRP is greater than wage rate, firm can increase its profit by 
employing more and more unit of labours. MRP will decline and eventually become equal to wage rate 
when firm employ 5th unit of labour. After that firm will incur loss as MRP is less than wage rate









Long run equilibrium in factor market under 
marginal productivity theory



Explanation of long equilibrium graph

• Given these assumptions, first we explain the determination of the 
price of a factor in an industry in terms of its demand and supply. In 
Fig. 4(A), the demand curve D of industry intersects its supply curve S 
at point E which determines OP price and OQ quantity demanded and 
supplied. Thus all units of the factor (say, labour) in the industry are 
paid the same price (wage), OP.

• There being perfect competition, a firm will pay the same price (wage) 
to each unit of the factor (labour) as paid by the industry. Therefore, 
for the firm, the supply of this factor at that price will be perfectly 
elastic. It means that the supply curve of this factor at the given price 
OP is horizontal curve, shown as AFC = MFC in Panel (B) of the figure. 
AFC and MFC are the average and marginal factor costs of the firm at 
which it employs the factor units.

• Find out a point where your MFC=MRP(MR=MC point) from that point 
see what is your ARP and your AFC. 



Criticism of Marginal productivity theory 

The marginal productivity theory of distribution has been one of the most 
criticised theories in economics due to its unrealistic assumptions.

(1) Units of a Factor not Homogeneous:

The assumption that all units of a factor are homogeneous is unrealistic. We 
know that efficiency of labour differs from worker to worker. Similarly, one 
piece of land differs from the other in fertility. It is, therefore, not correct to 
assume that the different factor-units of the same are homogeneous. In fact, 
heterogeneity and not homogeneity is the rule.

(2) Factors not perfectly Mobile:

The theory assumes perfect mobility of factors as between different 
employments and places. But, in reality, factors are mostly immobile, 
particularly labour.



(3) No Perfect Competition:

The theory is based on another unrealistic assumption of perfect competition 
which is to be found neither in the factor market nor in the product market. Perfect 
competition is not a reality but a myth. Rather imperfect competition or 
monopolistic competition is the rule.

(4) Factors not fully employed:

The theory assumes the existence of full employment in the economy. This 
assumption of full employment makes the theory static. According to Keynes, 
under-employment rather than full employment is found in an economy.

(5) All Factors not Divisible:

The assumption that factor-units are divisible and therefore can be increased by 
small quantities does not hold true. It is not possible to vary an individual, large or 
lumpy factor. For example how can the entrepreneur of a firm be increased or 
decreased by small units? Thus the equality between marginal productivity and 
price of a factor cannot be brought about by varying its quantities a little less or 
more.

(6) Production not the Result of One Factor:

According to Taussig and Devonport production of a commodity cannot be 
attributed to any one factor- land, labour or capital. Rather, it is always the result of 
factors and their units working together. It is, therefore, not possible to calculate 
the marginal productivity of each factor unit separately.



(7) Profit not the Main Motive:

The theory assumes that the entrepreneurs are motivated by maximization 
of profits. But as pointed out by Schumpeter, the entrepreneurial action is 
guided by the desire to found a commercial kingdom, the will to conquer, the 
joy of creating and getting things done. It is, therefore, not true to say that 
the entrepreneur is guided by the profit motive.

(8) Not Applicable in the Short-Run:

The theory is applicable only in the long-run, when the reward of a factor 
tends to equal its marginal revenue product. But, in reality, we are concerned 
with short-run problems. As remarked by Keynes, “In the long-run we are all 
dead.” This assumption makes the factor pricing unrealistic.

(9) Nested of Technical Progress:

According to Hicks, this theory fails to throw light on the determination of 
relative shares by neglecting the influence of technical change. Hicks have 
shown that a labour-saving innovation tends to raise the marginal product of 
capital relative to that of labour.

The opposite may happen in the case of capital-saving innovation. 
Sometimes a technical change requires the use of cooperating factors in fixed 
proportions say two workers for one machine. Thus the marginal productivity 
theory fails to analyse the problems of technical Change.



(10) Supply of Factors not fixed:

This Theory assumes the supply of factors to be perfectly inelastic. The supply of factors is fixed 
during the short period and not in the long-run. Therefore, the theory is self-contradictory. For it 
assumes the supply of factors to be fixed in the long-run to which it applies.

(11) Only Demand Theory:

According to Samuelson, being a theory solely of the demand for factors, this theory cannot be 
applied to the factor market as a whole which requires a theory of both the demand for and supply 
of factors. Thus it is a one-side theory.

(12) No Justification for Inequalities in Income:

The marginal productivity theory is often used to justify the existing inequalities in the distribution 
of income. The theory states that the price of each factor equals its marginal revenue product which 
makes the reward inevitably what it is. Apparently, a person gets what he produces.

The basic postulate rests on the proposition that an individual gets what is produced by the 
resources he possesses and that all persons have equal opportunities. But no two persons possess 
the same resources and have equal opportunities. Thus the existing distribution of income cannot 
be justified on the basis of the principle of marginal productivity.

(13) Reward determines Productivity:

According to this theory, the reward of a factor-unit is determined by its MRP. But according to 
Sydney Webb, when a worker is paid a higher reward (wage), his efficiency and productivity 
increase. Thus, reward is the cause and not the result of MRP.



Rent

• Recardian theory of rent

• Modern theory of rent

• Quasi rent



Recardian theory of rent/classical theory of 
rent





















Rent

•Modern theory of rent



Modern theory of rent
Is based on :

• Rent arise due to scarcity of land

here the determination of rent is explained in terms of the 
interaction of demand and supply forces. Rent is based on the scarcity of 
the availability of the land and it is immaterial wether it is of superior or 
inferior or any other quality.

• Rent is a generalised surplus earned by all factors

this means that rent is not only associated with land , it can be earned by 
any factor of production which is scarce in relation to its demand. Scarcity 
means inealasticity of supply and that is not only the case with land but 
with all the factors of production.

• Rent, as surplus earned by a factor, is measured with reference to 
transfer earnings of the factor in its current employment.

Transfer earning is “the price which is necessary to retain a given unit of a 
factor in a certain industry may be called its transfer earning” it is nothing 
but the opportunity cost. i.e. what it could earn elsewhere.



Formula for economic rent under modern theory 
of rent 

Economic rent = Current earning of a factor – transfer earning

this formula we will apply in 3 cases

1) Consider the case of a factor having perfectly inelastic supply

2) Consider the case of a factor having perfectly elastic supply.

3) Consider the case of a factor having supply less than perfectly 
elastic.(relatively inelastic means change in rent is more than 
change in the supply of factor)











Rent

Quasi rent















WAGES

• A wage is monetary compensation paid by an employer to an 
employee in exchange for work done. Payment may be calculated as a 
fixed amount for each task completed, or at an hourly or daily rate, or 
based on an easily measured quantity of work done.

• In economics, the price paid to labour for contribution to the process 
of production is called wages.

• It is a reward to the labourers for service rendered by them.



TYPES OF WAGES

• Minimum Wages

• Money wages

• Real wages

• Subsistence wages

• Fair wages



1) Minimum wages

• The concept of minimum wages are different for different countries . It is 
that wage which provides not only the bare sustenance of life but also the 
preservation of the efficiency of the worker.

• Minimum wage must also provide for some measure of education, medical 
requirements and amenities. 

• Minimum wage is one which could meet the “normal needs of the average 
employee regarded as a human being living in a civilized society”

• It is the standard rate which a trade union attempts to establish by 
collective bargaining.

• Fixation of minimum wages are there in sweated trades as well as non-
sweated trades. These days minimum wages for all types of employments 
has been fixed by law. It is a lower limit set by governments for the wages 
to be paid to different kind of labours.



Minimum WAGE ACT 1948

• workers in developing country like india with a high rate of 
unemployment can be exploited by employers because of their 
existing low bargaining power. In such circumstances workers may 
receive wages that is much below the expected level and can result in 
an inability of the workers to meet his daily needs.

• The minimum wages act 1948 was to secure the welfare of the 
unorganised workers in certain industries by fixing the minimum rates 
of wages.

• In July 2015 the national floor level of minimum wages was raised to 
rs. 160 per day. National floor level minimum wage has been revised 
again to rs. 176 per day from June-17



Objective of minimum wage



Benefits of minimum wages act

• Minimum wage can create an incentive to work: it also creates desire 
to pursue more education or experience because it can lead to a 
higher wage in future.

• A minimum wage promotes stability in the general workforce. Labour
turnover would be less

• Increase in national income; minimum wage act will increase income 
of an individual and income will lead to more and more expenditure 
and that is how national income will increase

• Industrial peace: reduce labour unrest and maintain industrial peace

• Promotes equality throughout society



2)MONEY WAGES

• The amount of money received by the labours in the process of production 
are called the money wages or nominal wages. Money wages is calculated 
in terms of money paid either for mental labour or physical labour to 
workers.

• It can  be per hour, per day, per week or per month and so forth
• In unorganized sector money wages are paid on the basis of per day or per 

week. In organized sectors, money wages are paid on the basis of month. 
• Determined by demand and supply of labour. If supply of labour increases 

the money wage will decrease and vise a versa
• Workers earn higher money wages than workers who lack skills.
• Workers who have unions negotiating on their behalf may earn higher 

money wages than workers who perform similar task but work in an 
industry where unions are scarce.



3) REAL WAGES

• Real wages are wages adjusted for inflation or equivalently, wages in terms of the 
amount of goods and services that can be bought.

• Real wages provide a clearer representation of an individual’s wages in terms of 
what they can afford to buy with those wages.

• For example a worker gets Rs. 20000 per month from his organization in exchange 
of services rendered by him. In this case 20000 is money wage. On the other 
hand real wages can be defined as the amount of goods and services that a 
worker purchases from his money wages.

• Formula: Money wages/general price level*100

• If money wages increased by 5% but inflation was also 5 % this would mean the 
purchasing power of wages had stayed the same. The net effect would be the 
same as a wage freeze. However if money wages increased by 2% and inflation 
rate is 3% in this situation real wages are effectively falling by 1%



Factors affecting real wages

• Nature of job: permanent or temporary. Seasonal 

• Possibilties of extra earning: in some occupation employee receives extra benefits like 
well furnished bunglow, free medical help etc. this can increase his real wages

• Form of payment: real wages are influenced by the form of payment. Generaly workers 
are paid money wages but sometimes in addition to money wages workers receive 
subsidized ration or free lunch, and living quarters, free bus service. All this increase real 
wages

• Working hours and job conditions: in hazardous conditions adversely affect health and in 
that way real wages are less

• Price level: if low real wages are more and if price level is high real wages will be low.

• Money wages: high money wage leads to high real wages in terms of high purchasing 
power. 

• Social status: clerk of government office and private office, salary vise same but real 
wage of government clerk would be high.



4) SUBSISTENCE WAGES

• the lowest wage upon which a worker and his family can survive

• Subsistence means the minimal resources that are necessary for 
survival.

• To maintain bare lively hood



Adam smith’s subsistence wage theory

• Subsistence theory was developed by Adam Smith, who is regarded as the 
father of economics. According to subsistence theory, wages should be at 
the level where a worker can satisfy his/her own needs as well as the needs 
of his/her family. This level of wages is termed as subsistence level.

• In case, the level of wage rises beyond the subsistence level, then the size 
of population would increase as the worker may get married and have 
children. This increase in population would increase the supply of labor. As 
a result, the wage level would again come down to the subsistence level.

• On the other hand, if the wage level falls below the subsistence level, then 
the worker may not think of getting married. This would decrease the labor 
supply. In such a case, the wage level needs to reach back to the 
subsistence level so that the supply of labor can be increased.



Karl marx’s subsistence wage theory

• According to marx, labour does not sale labour but sells his labour
power. The worker does not sell, nor capitalist purchase labour. 
Rather the commodity exchanged is labour power. Marx argues that 
the value of labour power is determined in the same way as any other 
commodity by the number of hours required to produce it. 

• Hence if it requires 6 hours of labour to exchange the necessaries of 
life, physically historically and morally determine, the worker is then 
paid equivalent to 6 hours labour. Remaining hours of labour time is 
considered as surplus labour out of which profits, rents, interests etc
are paid.



5) Fair WAGES

• Fair wages are equal to that received by workers performing work of 
equal skill, difficulty or unpleasantness.

• Whatever is reasonable for the type of work done

• Generally applies to construction, trades and sometimes cleaning and 
security workers



Backward bending supply curve of labour

• Supply of labours is not measure in terms of total number of workeers . The term 
supply of labor is related with total working hours available in a particular period 
of time.

• Supply of labour means the number of hours of a given type of labour which will 
be offered for hire at different wage rates.

• Usually the relationship between the price and labour and the total amount of 
labour supplied is direct one. 

• In initial stage when wage rate are low workers prefer to work more so greater 
quantity of labour

• The supply of labour is affected by social economic and political factor in 
economy. It include size and compostion of population, mobility of labour, 
efficiency of worker

• One more factor in supply of labour is work-leisure ration which in turn is 
affected by changes in wage rates.



The labour supply curve shows how changes in real wage rates might affect the 
number of hours worked by employees.
In economics, a backward-bending supply curve of labour, or backward-bending 
labour supply curve, is a graphical device showing a situation in which as real 
(inflation-corrected) wages increase beyond a certain level, people will substitute 
leisure (non-paid time) for paid worktime and so higher wages lead to a decrease in 
the labour supply and so less labour-time being offered for sale.[1] 
The "labour-leisure" tradeoff is the tradeoff faced by wage-earning human beings 
between the amount of time spent engaged in wage-paying work (assumed to be 
unpleasant) and satisfaction-generating unpaid time, which allows participation in 
"leisure" activities and the use of time to do necessary self-maintenance, such as 
sleep. The key to the tradeoff is a comparison between the wage received from each 
hour of working and the amount of satisfaction generated by the use of unpaid time. 
Such a comparison generally means that a higher wage entices people to spend 
more time working for pay; the substitution effect implies a positively sloped labour
supply curve. However, the backward-bending labour supply curve occurs when an 
even higher wage actually entices people to work less and consume more leisure or 
unpaid time. 







Role of collective bargaining in wage 
determination
• Collective bargaining is the process of negotiation between firm’s and 

worker’s representatives for the purpose of establishing mutually 
agreeable conditions of employment



Perfect competition and role of collective 
bargaining in wage determination



Imperfect competition and role of 
collective bargaining in the wage 
determination

There is a single 
buyer of labour, 
there is only one 
employer provide 
employment to the 
labour class. 
Because of 
collective 
bargaining firm can 
increase the wages 
but can not go 
beyond the point 
where MRP=MW. 



interest

• Interest is the income which goes to the owner of the capital

• Interest is the price paid for the use of lonable funds.

• The price paid for the use of capital in any market



Supply of Loanable Funds:

(1) Savings, Savings done by households and firms out of their incomes are the biggest 
source of loanable funds. Saving = Y-C. 

(2) Dishoarding, Dishoarding means bringing out hoarded money into use and thus 
constitutes a source of supply of loanable funds. Individuals are free to dishoard 
the idle cash balances from a previous period thereby making them active. 
People hoard money to satisfy their desire for liquidity. At a low rate of interest 
there is not much of an inducement to lends more at high rates of interest and 
less at lower rates.

(3) Bank money bank advance loans to the businessman and industrialists through the process of credit creation. The money created by bank 
adds the supply of loanable funds.

(4) Disinvestment. Disinvestment means not providing sufficient funds for depreciation of 
equipment “Disinvestment is encouraged somewhat by a high rate of interest on 





Demand of lonable funds

• Investment Demand: from business frims which borrow money for 
purchasing or making capital goods.at  Higher interest rate demand 
for loanable fund will be less and vis a vis.

• Consumption demand : from consumers to buy necessities, luxuries, 
durable and non durable goods, services etc. more the income more 
demand for consumption. 

• Demand for hoarding: to satisfy the need of liquidity. At higher rate 
of interest people would not like to hold their money;

• Government demand: for social welfare and development of the 
country





Interest rate determination



Liquidity preference theory of interest

• Keynes define, the rate of interest as the reward for parting with 
liquidity for a specified period of time. 

• People out of their income intend to save a part of it. How much of 
their resources will be held in the form of cash and how much will be 
spend depends upon their liquidity preference.



demand for money

money demand is usually explained in 
terms of the three motives for :

the transactions, 
the precautionary, 
the speculative motives. 



Transactions motive
• Transactions motive. The transactions motive for demanding 

money arises from the fact that most transactions involve an 
exchange of money. Because it is necessary to have money available 
for transactions, money will be demanded. The total number of 
transactions made in an economy tends to increase over time as 
income rises. Hence, as income or GDP rises, the transactions 
demand for money also rises.



Money require to buy things: transactions



Precautionary motive

• Precautionary motive. People often demand money as 
a precaution against an uncertain future. Unexpected expenses, such 
as medical or car repair bills, often require immediate payment. The 
need to have money available in such situations is referred to as 
the precautionary motive for demanding money.



Speculative motive
• speculative motive. Money, like other stores of value, is an asset. The 

demand for an asset depends on both its rate of return and 
its opportunity cost. Typically, money holdings provide no rate of 
return and often depreciate in value due to inflation. The opportunity 
cost of holding money is the interest rate that can be earned by 
lending or investing one's money holdings. The speculative motive for 
demanding money arises in situations where holding money is 
perceived to be less risky than the alternative of lending the money or 
investing it in some other asset.

• For example, if a stock market crash seemed imminent, the 
speculative motive for demanding money would come into play; those 
expecting the market to crash would sell their stocks and hold the 
proceeds as money. The presence of a speculative motive for 
demanding money is also affected by expectations of future interest 
rates and inflation. If interest rates are expected to rise, the 
opportunity cost of holding money will become greater, which in turn 
diminishes the speculative motive for demanding money. Similarly, 
expectations of higher inflation presage a greater depreciation in the 
purchasing power of money and therefore lessen the speculative 
motive for demanding money.



Curve for demand for money



Supply curve of money
The supply of money refers to the stock of money in circulation and as a fixed 
quantity at a particular time. It is the sum total of currency and commercial bank 
deposits.



Determination of rate of interest



Profit

Definations:
Profit is the excess of the price of goods over their costs

Profit is the reward for enterprise and innovation

Profit is a reward for uncertainty-bearing, and  to risk bearing

Profit= Revenue- costs

Theories of profit
• Risk and uncertainty theory of profit
• Dynamic theory of profit
• Innovation theory of profit









Dynamic theory of profit



Internal and external environment of business

In business nothing is 
static, internal and 
external environment in 
which business is 
working keeps changing 
dynamically. 
Entreprenures earns 
profit because of 
understanding of  
dynamic economic 
changes and taking the 
benefit of revenue over 
cost.



Innovation theory of profit







conclusion


