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The microeconomics studies the economic actions and behavior of individual units and small 

groups of individual units. In microeconomics theory we discuss how the various cells of 

economic organism, that is, the various units of the economy such as thousands of consumers, 

thousands of producers or firms, thousands of workers and resources suppliers in the economy 

do their economic activities and reach their equilibrium states. 

In other words, in microeconomics we make a microscopic study of the economy. But is should 

be remembered that microeconomics does not study the economy in its totality. Instead, in 

microeconomics we discuss equilibrium of innumerable units of the economy piece-meal and 

their interrelationship to each other. 

Professor Lamer rightly says, “Microeconomics consists of looking at the economy through a 

microscope, as it were, to see how the millions of cells in the body economic—the individuals or 

households as consumers, and the individuals or firms as producers—play their part in the 

working of the whole economic organism.” For instance, in microeconomic analysis we study 

the demand of an individual consumer for a goods and from there go on to derive the market 

demand for the goods (that is demand of a group of individuals consuming a particular goods). 

Likewise, microeconomic theory studies the behavior of the individual firms in regard to the 

fixation of price and output and their reactions to the changes in the demand and supply 

conditions. From there we go on to establish price-output fixation by an industry (Industry means 

a group of firms producing the same product). 

Thus, microeconomic theory seeks to determine the mechanism by which the different economic 

units attain the position of equilibrium, proceeding from the individual units to a narrowly 

defined group. Microeconomic analysis concerns itself with narrowly defined groups; since it 

does not study the totality of behavior of all units in the economy for any particular economic 

activity. In other words, the study of economic system or economy as a whole lies outside the 

domain of microeconomic analysis. 

Microeconomic theory takes the total quantity of resources as given and seeks to explain how 

they are allocated to the production of particular goods. It is the allocation of resources that 

determines what goods shall be produced and how they shall be produced. 

The allocation of resources to the production of various goods in a free market economy depends 

upon the prices of the various goods and the prices of the various resources or factors of 

production. Therefore, to explain how the allocation of resources is determined, microeconomics 
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proceeds to analyze how the relative prices of goods and factors are determined. Thus, the theory 

of product pricing and the theory of factor pricing (or the theory of distribution) falls within the 

domain of microeconomics. 

The theory of product pricing explains how the relative prices of cotton cloth, food-grains, jute, 

kerosene oil, Banaspati Ghee and thousands of other goods are determined. The theory of 

distribution explains how wages (price for the use of labor), rent (payment for the use of land), 

interest (price for the use of capital) and profits (the reward for the entrepreneur) are determined. 

Thus, the theory of product pricing and the theory of factor pricing are the branches of 

microeconomics theory. 

Prices of the products depend upon the forces of demand and supply. The demand for goods 

depends upon the consumers’ behavior pattern, and the supply of goods depends upon the 

conditions of production and cost and the behavior pattern of the firms or entrepreneurs. 

Thus, the demand and supply sides have to be analyzed in order to explain the determination of 

prices of goods and factors. Thus, the theory of demand and the theory of production are two 

subdivisions of the theory of pricing. 

Besides analyzing the pricing of products and factors and the allocation of resources based upon 

the price mechanism, microeconomics also seeks to explain whether the allocation of resources 

determined in efficient. Efficiency in the allocation of resources is attained when the resources 

are so allocated that maximizes the satisfaction of the people. 

Economic efficiency involves three efficiencies—efficiency in production, efficiency in 

distribution of goods among the people (This is also called efficiency in consumption), and 

overall economic efficiency, that is, efficiency in the direction of production. Microeconomic 

theory shows under what conditions these efficiencies are achieved. Microeconomics also shows 

what factors cause departure from these efficiencies and result in the decline of satisfaction from 

the maximum possible level. 

Efficiency in production involves producing a maximum possible amount of various goods from 

the given available amount of resources. When such productive efficiency is attained, then it is 

no longer possible by any reallocation of the productive resources or factors among the 

production of various goods and services to increase the output of any goods without a reduction 

in the output of some other goods. 
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Efficiency in consumption consists of distributing the given amount of produced goods and 

services among millions of the people for consumption in such a way as to maximize the total 

satisfaction of the society. When such efficiency is achieved it is no longer possible—by any 

redistribution of goods among the people—to make some people better off without making some 

other ones worse off. Overall economic efficiency or optimum direction of production consists of 

producing those goods which are most desired by the people, that is, when the direction of 

production is such that maximizes the satisfaction of the people. 

In other words, overall economic efficiency implies that pattern of production (i.e., amounts of 

the various goods and services produced) should correspond to the desired pattern of 

consumption of the people. Even if efficiencies in consumption and production of goods are 

present, it may be that the goods which are produced and distributed for consumption may not be 

those preferred by the people. 

There may be some goods which are more preferred by the people but which have not been 

produced and vice versa. To sum up, overall efficiency (optimum direction of production) is 

achieved when the resources are so allocated to the production of various goods that the 

maximum possible satisfaction of the people is obtained. Once this is achieved ten by producing 

some goods more and others less by any rearrangement of the resources will mean loss of 

satisfaction or efficiency. 

The question of economic efficiency is the subject-matter of theoretical welfare economics 

which is an important branch of microeconomic theory. That microeconomic theory is intimately 

concerned with the question of efficiency and welfare is evident from the following remarks of 

A. P. Lerner, a noted American economist. 

In microeconomics we are more concerned with the avoidance or elimination of waste, or with 

inefficiency arising from the fact that production is not organized in the most efficient possible 

manner. Such inefficiency means that it is possible, by rearranging the different ways in which 

products are being produced and consumed, to get more of something that is scarce without 

giving up any part of any other scarce item, or to replace something by something else that is 

preferred. 

Microeconomic theory spells out the conditions of efficiency (i.e., for the elimination of all kinds 

of inefficiency) and suggests how they might be achieved. These conditions (called Pareto-

optimal, conditions) can be of the greatest help in raising the standard of living of the population. 
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explained how all the economic units, various product markets, various factor markets, money 

and capital markets are inter-related and interdependent to each other and how through various 

adjustments and readjustments to the changes in them, they reach a general equilibrium, that is, 

equilibrium of each of them individually as well as collectively to each other. 

Professor A.P. Lerner rightly points out, “Actually microeconomics is much more intimately 

concerned with the economy as a whole than is macroeconomics, and can even be said to 

examine the whole economy microscopically. We have seen how economic efficiency is 

obtained when the “cells” of the economic organism, the households and firms, have adjusted 

their behavior to the prices of what they buy and sell. 

Each cell is then said to be ‘in equilibrium.’ But these adjustments, in turn, affect the quantities 

supplied and demanded and therefore also their prices. This means that the adjusted cells then 

have to readjust themselves. This, in turn, upsets the adjustment of others again and so on. An 

important part of microeconomics in examining whether and how all the different cells get 

adjusted at the same time. 

This is called general equilibrium analysis in contrast with particular equilibrium or partial 

equilibrium analysis. General equilibrium analysis is the microscopic examination of the inter-

relationships of parts within the economy as a whole. Overall economic efficiency is only a 

special aspect of this analysis. 

 

According to the neo-classical theory, under conditions of perfect competition in the factor and 

product markets, it is both demand for and supply of factors which determine their prices. It is 

therefore essential to understand first the nature of demand for factors of production. Demand for 

a factor differs in certain respects from the demand for consumer goods or products. 

Products or consumer goods are demanded because they satisfy the wants of the people directly. 

People demand food to satisfy the pangs of their hunger, they demand clothes to satisfy their 

want of providing a cover to their bodies and so forth. These products possess utility which 

directly satisfy the desires of the people and who are therefore willing to pay price for these 

products. 
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Derived Demand: 

But unlike the products, the factors of production do not satisfy the wants of the people directly. 

The factors of production are demanded not because they directly satisfy the wants of the people 

who wish to buy them. Instead, they are demanded because they can be used to produce 

consumer goods which then directly satisfy human wants. 

Therefore, demand for factors of production is called derived demand. It is derived from the 

demand for the product they help to make. Thus, the demand for a factor ultimately depends 

upon the demands for goods it helps to produce. 

The greater the demand for goods a particular types of factor helps to make, the greater the 

demand for that type of factor. Just as demand for a consumer good depends upon its utility, the 

demand for a factor depends upon the marginal revenue productivity of the factor. The marginal 

revenue productivity curve of the factor is the demand curve for that factor. The entrepreneur’s 

demand for a factor of production is governed by the marginal productivity of the factor. 

Determination of a Factor Price: 

According to Marshall-Hicks version of marginal productivity theory of distribution, price of a 

factor is determined by demand and supply of a factor. Marshall and Hicks held that the price of 

a factor of production is determined by both the demand for and supply of the factor, but is be 

equal to the marginal revenue product of the factor. 

Thus, in their view, price of the factor is not determined by the marginal revenue product but is, 

in equilibrium, equal to the marginal revenue product of the factor. We will discuss below the 

various determinants of the demand for a factor of production. 

Further, we have seen above how the demand for a factor of production depends upon its 

marginal revenue product. We have also derived the demand curve for a factor of production of 

an industry. The supply curve of a productive factor is given by the curve showing the amounts 

of factor offered by the owners of the factor at various factor prices and it slopes upward to the 

right. 

The supply curve of a factor for an industry depends upon the transfer earnings of the various 

units of the factor. The price of a factor is determined by the intersection of these demand and 

supply curves of the factor. 

In other words, given the demand and supply curves of a factor, the price of the factor will adjust 

to the level at which the amount of the factor supplied is equal to the amount demanded. This is 
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This is so because in order to maximise its profits, the firm will equalise the price of the factor 

with the MRP of the factor, and at OM, the price of the factor is equal to the marginal revenue 

product of the factor. If the firm employs fewer than OM units of the factor, then the MRP of the 

factor will be greater than the price of the factor which will imply that there is still a scope for 

earning more profits by increasing the use of the factor. 

If, on the other hand the, firm employs more than OM units of the factor, MRP of the factor will 

be less than the price paid for it. As a result, the firm will incur losses on the marginal units and 

it will therefore be to the advantage of the firm to reduce the employment of the factor. 

Thus, the firm maximises its profits and is in equilibrium when it is employing OM amount of 

the factor at which MRP of the factor is equal to the price of the factor. To sum up, price of a 

factor is determined by the demand for and supply of the factor and is equal to the marginal 

revenue product of the factor. 

As is evident from 2, at price OP, the firm is earning super-normal profits, since in equilibrium 

ARP of the factor is greater than the price of factor. This can happen in the short run, but not in 

the long run. If firms are earning super-normal profits, more entrepreneurs will enter the market 

in the long run to purchase that particular factor to produce the products made by that particular 

type of the factor. 

Entry of more entrepreneurs to the factor market will compete away the super-normal profits. As 

a result, the demand for factors will rise and the demand curve for the factor in Fig. 2 (a) will 

shift outward to the right. This shift in demand curve due to rise in demand for the factor is 

shown in Fig. 3. With this increase in demand, the price of the factor will rise to OP’. 

It is evident from Figure 3 that with factor price OP’, the firm will be in equilibrium at H when it 

is employing OM’ amount of the factor. At OM’ amount of the factor the price of the factor is 

equal to MRP as well as ARP of the factor. Since at OM’ the price of the factor OP’ is equal to 

ARP of the factor, the firm is neither making super-normal profits, nor having losses. It is 

earning only normal profits. 



M.COM

Dr. Mr

If, in th

the fact

downw

earn on

price of

 

To sum

establis

factor a

We hav

curve o

creases,

M.                S

riganka D

he short run

tor. As a re

ard and to t

nly normal p

f the factor i

m up, in the

shed at the l

and thus the 

ve seen abo

of the factor

, given the d

SEMESTER I

De Sarkar

n, firms are 

esult, the d

the left so th

profits. Thu

is equal to b

e long run, 

level where

firms earn 

ove that wh

r, the factor 

demand cur

I                   

r Asso

having los

demand for 

hat the price

us, in the lo

both MRP a

the equilib

e the price 

only norma

hen demand

price will r

rve of the fa

Figu

Figu

MANAGER

ociate Prof

sses, some e

the factor 

e of the fact

ong run, und

and ARP of 

brium betw

of the facto

al profits. 

d for a facto

rise. Now, w

actor. 

re 2 

ure 3 

RIAL ECONO

fessor  Con

entrepreneu

will decrea

tor will fall 

der perfect 

f the factor.

een deman

or is equal t

or of produ

what happen

OMICS

ntact: et_m

urs will leav

ase. The de

to a level a

competition

d for and s

to both the 

uction incre

ns when the

FACTOR P

mit@yaho

 

ve and stop 

emand curv

at which pric

n in the fac

 

supply of th

MRP and 

ases, given

e supply of 

PRICING 

oo.co.in 

purchasing

ve will shift

ce the firms

ctor market

he factor is

ARP of the

n the supply

f a factor in-

g 

ft 

s 

, 

s 

e 

y 

-



M.COM.                SEMESTER II                   MANAGERIAL ECONOMICS  FACTOR PRICING 

Dr. Mriganka De Sarkar Associate Professor  Contact: et_mit@yahoo.co.in 

When the supply of a factor increases, the supply curve will shift to the right. This new supply 

curve will intersect the given demand curve at a lower price. Thus, with the increase in the 

supply of a factor, its price will tend to fall. On the other hand, when the supply of a factor 

decreases, the supply curve will shift to the left and, given the demand curve, the price of the 

factor will rise. 

As regards the policy of factor owners, two results follow from our analysis. First, if the owners 

of a factor want to raise the price of the service of their factor, they should try to increase the 

demand for their factor service. 

The demand for a factor will rise if demand for and price of the product rise or the price of the 

substitute factor rises, or there are increases in the productivity of the factor due to the 

improvement in technology. Second, if factor owners want to maintain the price of their factor 

service, i.e., to prevent the price from falling, they should not allow their supply to increase. 

The above modern theory of factor pricing under conditions of perfect competition is based upon 

Marshall-Hicks’ version of marginal productivity theory. In this, marginal productivity of a 

factor is an important economic force which determines the price of the factor. 

 

Determination of Factor Price under Imperfect Competition (or Monopoly) 

The price of a factor of production is determined when there prevails perfect competition both in 

the product and factor markets. Before the theories of imperfect competition and monopolistic 

competition were introduced in economic theory no distinction was made between value of 

marginal product (VMP) and marginal revenue product (MRP). 

That when there is imperfect competition (i.e. monopoly, oligopoly or monopolistic competition) 

in the product market, marginal revenue differs from the price of the product. As a result, under 

conditions of imperfect competition in the product market, marginal revenue product (MRP) of 

the factor differs from value of the marginal product (VMP). 

This affects the demand for a factor and the price it will get under conditions of imperfect 

competition Determination of Factor Price when there exists Monopoly (or Imperfect 

Competition in the Product Market but Perfect Competition in the Factor Market or monopoly in 

the product. 
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Determination of Factor Price when there is Imperfect Competition (or Monopoly) in the 

Product Market and Perfect Competition in Factor Market: 

The determination of prices and employment of factors under imperfect competition in the 

product and factor markets in general.  

We will explain below the employment of a factor by a firm and the price it will pay to a factor 

when the firm is working under conditions of imperfect competition or monopoly in the product 

market. However we assume in this section that as far as factor market is concerned perfect 

competition prevails in it. 

Since perfect competition is assumed to be prevailing in the factor market, price of the factor will 

be determined by demand for and supply of the factor of production, as explained above. But 

now the demand for the factor of production is determined not by the value of the marginal 

product (VMP) but by the marginal revenue product (MRP) of the factor. 

As we will see below, in this case price of the factor, which is determined by demand for and 

supply of the factor, will be equal to the marginal revenue product, but will be less than the value 

of the marginal product (VMP) of the factor. 

The conditions of firm’s equilibrium in factor market developed above will also apply in the 

present case. The firm working under perfect competition in factor market but monopoly or 

imperfect competition in the product market would also be in equilibrium position where MRP = 

MFC, and MRP curve cuts MFC curve from above. But there are some differences between this 

case and the case explained above. 

Since in this case, as in the previous, the firm is working under perfect competition in the factor 

market it will not be able to affect the price of the factor and factor-cost line will be a horizontal 

straight line. Therefore, the firm will be in equilibrium, that is, will be maximizing profits when 

MRP = MFC = Price of the factor. 

But because the firm in the present case is working under conditions of monopoly or imperfect 

competition in the product market, it will be able to exercise some influence or control over the 

price of the product. 

AR curve for it will slope downward and MR curve will be below it. Consequently, MRP which 

is equal to MPP x MR will not be equal to VMP which is equal to MPP x price of the product. 

Since MR is less than the price of the product under monopoly or imperfect competition, MRP 

would be less than VMP. 
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According to Joan Robinson a factor is exploited when it is paid less than the value of its 

marginal product (VMP). 

Therefore, according to Joan Robinson, when imperfect competition prevails in the product 

market, labour and other factors, (i.e., factors other than the entrepreneur) are exploited by the 

entrepreneur. But many economists, especially E.H. Chamberlin, do not agree with Robinson’s 

definition of exploitation of labour. 

According to Chamberlin, a factor is exploited only when it is paid less than the marginal 

revenue product (MRP). As explained above, when there prevails imperfect or monopolistic 

competition (including monopoly and oligopoly) with perfect competition in the factor market, 

price of a factor is equal to the marginal revenue product, though it is less than the value of the 

marginal product. 

Therefore, according to Chamberlin, there is no any exploitation of labour or any other factor by 

the entrepreneur when imperfect competition exists in the product market if there is perfect 

competition in the factor market. 

 

 

 


