
what is marginal efficiency of capital
what is marginal efficiency of capital is a fundamental concept in economics that plays
a crucial role in investment decisions and capital allocation. It refers to the expected rate of
return on an additional unit of capital, guiding firms and investors in determining whether
to undertake new investments. Understanding the marginal efficiency of capital helps
explain how businesses decide to expand production, invest in new technology, or acquire
assets. This concept is closely linked to interest rates, profitability, and economic growth.
This article provides a comprehensive explanation of the marginal efficiency of capital,
explores its calculation, significance, and practical applications, and examines its impact on
economic policies and investment behavior. The following sections will break down these
aspects in detail to enhance understanding.

Definition and Explanation of Marginal Efficiency of Capital

Calculation and Determinants

Role in Investment Decision Making

Relationship with Interest Rates and Economic Growth

Implications for Economic Policy and Business Strategy

Definition and Explanation of Marginal Efficiency
of Capital
The marginal efficiency of capital (MEC) is an economic measure that represents the
expected profitability or yield from investing in an additional unit of capital. It is essentially
the rate of return anticipated from the investment in new capital assets, such as
machinery, buildings, or technology, after accounting for costs and depreciation. The
concept was popularized by economist John Maynard Keynes, who used it to explain
investment behavior in his General Theory of Employment, Interest, and Money.

MEC is a critical factor in determining whether a firm will invest in new capital goods. If the
marginal efficiency of capital exceeds the cost of borrowing or the prevailing interest rate,
the investment is considered profitable and is likely to be undertaken. Conversely, if MEC
falls below the interest rate, investment tends to decline. This relationship reflects how
capital efficiency influences economic activity and growth, linking investment decisions
closely to financial market conditions.

Understanding the Concept
The term “marginal” implies that the efficiency is measured at the margin, meaning it
pertains to the additional or incremental capital investment rather than the total capital



stock. The “efficiency” component refers to the expected yield or return that the capital is
expected to generate over its useful life. Thus, marginal efficiency of capital can be
described as the expected internal rate of return on the next unit of capital investment.

Importance in Economics
Marginal efficiency of capital serves as a bridge between microeconomic investment
decisions and macroeconomic outcomes. It helps explain fluctuations in investment levels
during economic cycles and sheds light on how changes in interest rates or expectations
about future profitability influence capital formation. Consequently, MEC is a vital concept
for economists, policymakers, and business leaders alike.

Calculation and Determinants
Calculating the marginal efficiency of capital involves estimating the expected returns from
an investment and comparing them against the cost of acquiring and maintaining the
capital. The MEC is typically expressed as a percentage rate that signifies the expected
profitability of the capital asset.

Formula for Marginal Efficiency of Capital
The marginal efficiency of capital can be mathematically represented as:

MEC = (Expected Annual Returns / Initial Cost of Capital) × 100%1.

Alternatively, it can be calculated as the discount rate that equates the present value2.
of expected returns to the initial investment cost.

This calculation requires estimating future cash flows generated by the capital asset and
discounting them to their present value. The MEC is the rate that makes the net present
value (NPV) of the investment zero.

Key Determinants of MEC
Several factors influence the marginal efficiency of capital, including:

Expected Future Profits: Higher anticipated earnings increase MEC.

Costs of Capital Goods: The purchase price and installation costs impact the initial
investment.

Depreciation and Maintenance: Ongoing costs reduce the net returns.

Technological Advances: Innovations can increase productivity, raising MEC.



Economic Conditions: Demand outlook and market stability affect expected returns.

Interest Rates: While not a direct determinant, prevailing interest rates influence
investment decisions relative to MEC.

Role in Investment Decision Making
The marginal efficiency of capital serves as a benchmark for firms when evaluating
potential investments. It helps determine whether new projects are financially viable and
worth pursuing.

Investment Criteria Based on MEC
Investment decisions typically follow this rule:

If MEC > Interest Rate, the investment is profitable and likely to be undertaken.

If MEC < Interest Rate, the investment is not profitable and is generally avoided.

This criterion ensures that firms allocate resources efficiently, investing only when the
expected returns exceed the opportunity cost of capital. MEC, therefore, acts as a hurdle
rate that every investment must surpass.

Impact on Capital Formation
When the marginal efficiency of capital is high, businesses are motivated to invest more,
leading to capital accumulation and economic expansion. Conversely, a low MEC
discourages investment, slowing down capital formation and potentially leading to
economic stagnation. This dynamic explains why shifts in MEC can significantly affect
economic cycles.

Relationship with Interest Rates and Economic
Growth
Interest rates and the marginal efficiency of capital are interconnected variables that jointly
influence investment and economic growth.

Interaction between MEC and Interest Rates
Interest rates represent the cost of borrowing funds. When interest rates are low, more
investment projects can meet the profitability criterion of MEC > interest rate, thereby



increasing investment demand. Conversely, high-interest rates raise borrowing costs,
making fewer investment opportunities viable.

This relationship means that monetary policy, which affects interest rates, indirectly
influences the level of investment through its impact on the MEC threshold.

Role in Economic Growth
Investment driven by a favorable marginal efficiency of capital leads to capital
accumulation, increased production capacity, and technological advancement. These
factors contribute to higher productivity and economic growth. Therefore, understanding
MEC is essential for explaining how investment cycles translate into broader economic
trends.

Implications for Economic Policy and Business
Strategy
Recognizing the importance of the marginal efficiency of capital has significant implications
for both policymakers and corporate strategists.

Economic Policy Considerations
Governments and central banks monitor MEC indirectly by observing investment trends and
interest rates. Policies aimed at stimulating investment often focus on lowering borrowing
costs or enhancing business confidence to increase MEC relative to interest rates. Examples
include:

Reducing interest rates through monetary easing.

Providing tax incentives or subsidies for capital investment.

Improving infrastructure and technological environment to boost expected returns.

Business Strategy and Capital Budgeting
For businesses, accurately estimating the marginal efficiency of capital is vital for effective
capital budgeting. Firms must assess the expected returns on new projects in relation to
the cost of capital to optimize resource allocation and maximize shareholder value.
Strategic decisions regarding expansion, innovation, and asset acquisition hinge on a clear
understanding of MEC.



Frequently Asked Questions

What is the marginal efficiency of capital?
The marginal efficiency of capital (MEC) is the expected rate of return over cost from an
additional unit of capital investment.

How is the marginal efficiency of capital calculated?
MEC is calculated as the rate of discount that equates the present value of expected
returns from an investment to its cost, essentially the internal rate of return on the capital
asset.

Why is marginal efficiency of capital important in
economics?
MEC helps businesses decide whether to invest in new capital by comparing the expected
returns to the cost of capital, influencing overall investment levels in an economy.

How does marginal efficiency of capital affect
investment decisions?
When the MEC exceeds the cost of borrowing or interest rate, firms are more likely to
invest, as the investment promises a positive net return.

What factors influence the marginal efficiency of
capital?
Factors include technological advancements, expected future profits, cost of capital,
depreciation rates, and overall economic conditions.

How does the marginal efficiency of capital relate to
interest rates?
Investment occurs when the MEC is greater than the prevailing interest rate; if interest
rates rise above MEC, investment tends to decline.

Is marginal efficiency of capital a fixed value?
No, MEC varies over time due to changes in technology, market conditions, and
expectations about future profitability.

Who introduced the concept of marginal efficiency of
capital?
The concept of marginal efficiency of capital was introduced by economist John Maynard



Keynes in his work on investment theory.

Additional Resources
1. The Theory of Investment Value by John Burr Williams
This classic work introduces the concept of investment value and explores the marginal
efficiency of capital in depth. Williams explains how the expected returns from an
investment influence its value and decision-making. The book lays foundational principles
for understanding capital allocation and investment appraisal.

2. Capital: A Critique of Political Economy by Karl Marx
In this seminal text, Marx discusses the dynamics of capital accumulation and the rate of
profit, closely related to the marginal efficiency of capital. He analyzes how capitalists
decide on investments based on expected returns and the productivity of capital. The book
provides a critical perspective on economic growth and capital utilization.

3. Investment and Economic Growth by Jorgenson and Hall
This book examines the relationship between investment decisions and economic growth,
emphasizing the role of the marginal efficiency of capital. The authors use empirical data to
analyze how changes in capital efficiency affect economic productivity. It is a valuable
resource for understanding macroeconomic investment behavior.

4. Principles of Economics by Alfred Marshall
Marshall’s work is foundational in economic theory, introducing concepts like marginal
productivity and capital efficiency. The book discusses how the marginal efficiency of
capital influences investment choices and market equilibrium. It remains a key reference
for students and scholars in economics.

5. Macroeconomics: Theory and Policy by William H. Branson
This textbook provides a comprehensive overview of macroeconomic principles, including
detailed coverage of investment theory and the marginal efficiency of capital. Branson
explains how interest rates and expected returns determine capital investment. The book is
widely used in economics courses focusing on policy and theory.

6. Investment Science by David G. Luenberger
Luenberger’s book offers a rigorous mathematical approach to investment decision-making,
incorporating the concept of marginal efficiency of capital. It provides tools to analyze how
capital is allocated efficiently to maximize returns. The text is suitable for advanced
students and professionals interested in quantitative finance.

7. Economic Growth by Robert J. Barro and Xavier Sala-i-Martin
This comprehensive text explores factors influencing economic growth, including the role of
capital efficiency and investment. The authors discuss the marginal efficiency of capital in
the context of growth models and policy implications. It is essential reading for
understanding long-term economic development.

8. The Economics of Capital Markets by Roy E. Bailey
Bailey’s book delves into capital market operations, investment appraisal, and the marginal
efficiency of capital. It explains how market expectations and risk assessments guide
investment decisions. The book bridges theory and practice in understanding capital



allocation.

9. Foundations of Economic Analysis by Paul A. Samuelson
Samuelson’s influential work lays down the mathematical foundations of economic theory,
including investment and capital efficiency. The marginal efficiency of capital is treated as a
key concept in optimizing economic outcomes. This book is pivotal for those seeking a deep
theoretical understanding of capital economics.
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