Economics 102

Stephen Marks

Ricardian Rent

So far in our analysis of perfect competition we have assumed that all firms in an industry have identical cost curves.  It is often more realistic to suppose that firms in the industry incur different costs of production.

A basic concept we use in this analysis is economic rent, which is the portion of the income of a factor of production beyond the minimum needed to induce that factor to be supplied for its current use.  For undeveloped land, generally the entire income is viewed as rent, but workers and other factors of production also can earn economic rent.

Suppose now that firms in an industry are differentiated on the basis of their access to some scarce productive resource.  The higher the quality of this resource available to the firm, the lower will be its costs for all other factors of production.  Consider corn production on land of different qualities, fertile land being scarce.  The more fertile is the land, the lower will be other costs, such as fertilizer, labor, and so on.  David Ricardo was the first economist to look at this problem, in his 1815 masterpiece, Principles of Political Economy and Taxation:
If all land had the same properties, if it were unlimited in quantity, and uniform in quality, no charge could be made for its use, unless where it possessed peculiar advantages of situation. It is only, then, because land is not unlimited in quantity and uniform in quality, and because, in the progress of population, land of an inferior quality, or less advantage​ously situated, is called into cultivation, that rent is ever paid for the use of it.  When, in the progress, land of the second degree of fertility is taken into cultivation, rent immediately commences on that of the first quality, and the amount of the rent will depend on the difference in the quality of these two portions of land... When land of the third quality is taken into cultivation, rent immediately commences on the second, and it is regulated as before by the difference in their productive powers. At the same time, the rent on the first quality will rise, for that must always be above the rent of the second by the difference between the produce which they yield with a given quantity of capital and labour.

We can analyze this sort of situation with tools we have developed in this course.  (Ricardo had only his intuition!)  In the analysis that follows, “cost” in all cases means capital, labor, and other costs, but does not include the rent on land.

In the short-run competitive equilibrium, each firm in the corn industry sets quantity such that its own marginal cost equals the price of the good; firms earning revenues less than their variable costs will not produce at all.

In the long-run equilibrium, the highest-cost (“marginal”) firm that is able to remain in the industry will earn zero economic profits.  The other, lower-cost (“inframarginal”) firms in the industry will also earn zero economic profits.  However, the land they use will earn a surplus in the form of economic rent.
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In the diagram below, the lower-cost firm (call it Firm 1) produces output q1.  The economic rent accruing to the land used by Firm 1 is shown by the shaded rectangular area in the diagram.  The highest-cost firm (call it Firm n) produces output qn.  The firm earns zero economic profit and the land it uses earns zero economic rent.

In general, as long as there is land available that is just slightly less fertile than the land used by the marginal firm, then the land used by the marginal firm will earn zero economic rent.  If the next-best land available is much less fertile than that used by the marginal firm, however, the land used by the marginal firm could earn some rent as well.

To conclude, three important points should be made:
· In a competitive land market, if a firm owns the land it uses, it obtains an income from the land, but this income is offset by an opportunity cost, since the firm could simply rent the land to somebody else.  Thus, the income does not enter into the economic profits of the firm.  Alternatively, if the firm does not own the land, but rents it from somebody else, its rent payments would exactly equal the difference between its revenues and its other costs, due to competitive bidding on the land.  Its economic profits remain at zero.
· Industry supply is upward-sloping in the long run because a higher price will induce not only higher output from firms in the industry (found along their long-run marginal cost curves), but will also induce higher-cost firms to enter the industry.

· Because it is derived as a surplus—the difference between revenues and other costs—rent is said to be price-determined, not price-determining.  In other words, this surplus is determined by the price at which the output sells, given the available technology and the prices of other productive factors.  In contrast, a change in the wage rate will change marginal costs and will thus change the equilibrium price of the good (the wage is price-determining).
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