
Economic Efficiency And Its 
Measurement 

INDUSTRY is seeking to be con
tinuously 'efficient,' and if effi

ciency is the goal, then ways and 
means of registering the score must 
be found. But what is economic 
efficiency? Economic efficiency im
plies the avoidance of waste of pro
ductive resources; it involves the 
production. of an article, or the 
provision of a service, that can be 
sold, to meet a public demand, at 
a price the consumer or user is pre
pared to pay, and one which should 
yield a profit to the producer when 
all his costs have been met. A l l 
these things are reflected in eco
nomic efficiency. 

The order of economic efficiency 
in any country at a given time is, 
however, determined firstly, by her 
technical qualities, i.e., capital cost 
of plant and equipment in relation 
to its effective life and output, 
secondly by her personal factors 
such as human relationship in 
industry, a common sense of pur
pose, departmental harmony and 
personal responsibility; and thirdly, 
by the type of her organization and 
administration of the supervisory 
function. It is the task of economic 
efficiency audits to measure, in eco
nomic terms, the efficiency wi th 
which human, physical and techni
cal resources are employed for pro
ductive purposes. 

1. The Margin Of Profit 
It is claimed that the margin of 

profit, expressed in ratio to capital 
employed, is a useful index of eco
nomic efficiency. It is true in as 
much, as there is production 'to 
meet a public demand at a remu
nerative pr ice/ But the following 
test question must be asked: Was 
the production at a minimum cost? 
The significance of this question 
w i l l be realized when it is remem
bered that favourable purchase 
prices of raw materials might have 
obscured inefficiency in the manu
facturing processes. Or, the selling 
prices were controlled—the scope 
for free competition was thus 
limited—and profits were made or 
were even higher, notwithstanding 
inefficiency in producion. Con
versely, even though the manufac
turing operations were efficient, the 
profit margin was non-existent or 
small because of some abnormal 
market or economic conditions 
which were outside the control of 
the producer. Thus, while the 
profit margin supplies important 
materials for studying the efficiency 

of industrial production we must 
apply certain correctives to it as a 
measure of efficiency. 

2. Piece-wages 
The earnings of piece-rate work

ers are also regarded as a measure 
(if productivity in an industry. 
The method of industrial remune
ration based on piece-rates does 
provide an indication of changes 
in industrial output. This conclu
sion again wi l l be reliable so long 
as the basis of the rates is not 
changed, nor is there a change in 
the make-up of the output or in the 
distribution of the labour force be-
tween differently paid employees. 

3. Budgetary System 
A business budget is sometimes 

drawn up on the basis of past 
results. Non-recurrent influences 
which affected those results are 
excluded and corrections made for 
the anticipations of the future. In 
this way, a business forecast is 
made of what should happen in the 
future, and a standard is set 
against which future results can be 
measured. The budgetary system 
thus provides a means of financial 
control and enforces a review of 
policy and a definition of objectives. 
It is a good long-term audit of 
economic efficiency and is parti
cularly useful in large-scale eco
nomic planning extending over a 
long period. But for the day to 
day measure of efficiency, we must 
have a method which wi l l easily 
and quickly bring into focus finan
cial and statistical reflexes of what 
is happening in all the different 
activities that make up the parti
cular business. 

4. Measurement in Physical 
Terms 

This requires measurement em
bracing both cost and output, 
deduced by dividing the units of 
output into the cost of obtaining i t . 
Indices that relate costs to units of 
work done, or to units of output, 
automatically take care of two cru
cial questions, viz. , what was spent 
and what was obtained for the ex
penditure. They are probably the 
form of measurement most com
monly applied to the efficiency of 
industrial operations. They are 
simple to understand and usually 
easy to compute. But for compa
risons between different undertak
ings or between different branches 
of the same trade, they have their 
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limitations and, indeed,, can be 
definitely misleading. So much 
depends upon the productive re
sources that are available in the 
different factories, and upon the 
bases upon which the costs are 
compiled. These things must be 
allowed for before the relative 
costs per unit of output .can be 
used as a measure of comparative 
efficiency in different businesses. 

The concept of productivity is 
familiar to most of us these days. 
We are informed continually that 
our economic recovery depends 
upon an expansion of output per 
head. The primary sense of pro
ductivity is the output (quantity or 
value) per head in a given period 
of time. In recent discussions of 
productivity it has also been used 
in the sense of intensity of labour 
effort. Rostas has measured effi
ciency in selected British industries 
in four different ways, high physical 
output per head, low prime costs 
per unit of physical output, high 
value of net output per head and 
high value of gross output per head 
for homogenous trades and by the 
last two methods for non-homoge
nous trades.* He has found that 
efficiency generally increases wi th 
the size of the business unit. I n 
vestigations in US industries also 
reveal that there is a clear-cut and 
perhaps even more obvious relation 
between increasing size of plant and 
increasing efficiency than in B r i 
tain. It is also interesting to note 
from these investigations that earn
ings per worker arc not closely co-
related to size. But there is a closer 
relationship between earnings per 
worker and efficiency. 

The empirical material relating to 
different industries thus enables us 
to study the productivity of labour 
(conveniently measured by output 
per head) in different industries, 
its variation wi th in industries and 
its changes in time and makes it 
possible to assess its effects on 
costs and on the use of labour 
resources. The readers, however, 
should be careful in computing a 
time-series of industrial output (per 
head) and drawing hasty conclu
sions therefrom. For example, 
take the case of cotton spinning 
industry. The following points 
have to be borne in mind in order 
to arrive at reliable estimates of 
output per head: 

* See his Productivity, Prices and 
Distribution in Selected British Indus-
tries, National Institute of Economic 
and Social Research, Occasional Papers, 
X I . 
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(i) The calculation should not be 
based on the total number of 
employees in spinning mills includ
ing many not engaged in actual 
productive work. Nor should the 
total number employed include 
those engaged in ancillary processes 
such as winding and beaming. 
Such workers are not relevant as 
regards the output of yarn. In 
other words, the figures of output 
per head should be based on the 
numbers actually employed in pro
cesses upto spindle point, i.e., the 
directly productive operatives, 

(ii) Should there be any changes 
in the relative outputs of different 
counts, necessary adjustments must 
be made. 

(iii) Likewise, there must be 
allowance for changes in average 
hours worked (or for seasonal vari
ations in certain industries like 
sugar). 

(iv) Finally, the sources of sta
tistics used must be the same for 
all the years. 

Finding such gaps in the esti
mates of changes in output per 
head in the Working Party Report 
on the Cotton Industry the UK 
Cotton Board conducted a survey 
of man power and output in spin
ning mills (excluding waste spin
ning mills)*. In this survey, for 
the first time, allowance is made 
for the change in average count. 
" Labour content " of a given 
count is (Mined to be the number 
of operative hours required to pro
duce it by an ' average ' m i l l in a 
particular year. W i t h this defini
tion the sum of " labour contents 
of several quantities of yarn of dif
ferent counts are calculated by 
using the average count in the 
same way that an individual count 
is used in the definition. To quote 
D. C. Shaw: '' If now we express 
the output of a mil l , or a group of 
mills, in terms of " labour content." 
and divide by the number of opera
tive-, or the number of operative-
hours worked, we have a measure 
of productivity independent of the 
counts spun. Thus we can compare 
the productivity of the industry, or 
of an individual mi l l , at two dates, 
and the comparison wi l l allow for 
any change in the counts spun. We 
can equally well compare the pro
ductivities of two mills at the same 
data regardless of whether they spin 
different counts, and by this means 
we can rank mills in terms of out-

* For the method of analysis and de
tailed results of the survey, see D. C. 
Shaw, " Productivity in the Cotton Spin
ning Industry," the Manchester- School 
of Economic and Social Studies, Vol. 
X V I I I , No. 1, January, 1950, pp. 14-30-

put per operative-hour, (op cit. 
page 18). By using the concept of 
" labour content " further, D. C. 
Shaw tells us, " we could eliminate 
the variation due to different 
amounts of twist, and in theory at 
least we could eliminate the varia
tion due to other differences in qua
l i ty , in so far as these .could be 
measured or classified. In this 
way we could arrive at an ' ideal 
labour content ' for a quantity of 
yarn of given count and given qua-
li ty, and an ' ideal productivity ' 
based on this." (op cit. page 27). 

Having got an ideal measure of 
productivity, can we equate high 
output per head wi th ' efficiency 
in the sense of low costs of pro
duction or avoidance of waste of 
productive resources as we have 
defined it in the beginning? Per
haps not. The reasons are: firstly, 
labour and capital are not the only 
factors of production; and secondly, 
even if they are important ones, 
they are to a certain extent substi-
tutable as factors of production. 
That is, by increased capital ex
penditure over mechanization and 
use of labour saving devices, labour 
may be economised to cause a rise 
in output per head. But to what 
extent there' can be low cost pro
duct if in wil l depend on the amount 
of labour saved by a given expen
diture of capital. Thirdly, the 
shortage of raw materials and 
fancy black-market prices which 
we have experienced in recent 
years may inflate the cost of pro
duction even though the producti
vi ty is high. And finally, assuming 
high productivity and efficiency on 
the manufacturing side, what assur

ance is there that trading profits 
(supposed to have a close connec
tion wi th efficiency) would be con
sistently high? Inefficiency on the 
part of the selling organization may 
be responsible for comparatively 
lower rates of profits. Yet, when 
all these presumptions and hypo
theses have been discussed, there is 
nothing to rule out the possibility 
of close association between pro
ductivity and efficiency. In fact, 
if various correctives are strictly 
applied for abnormal factors such, 
as we have mentioned above, pro
ductivity can be used as a reliable 
index of efficiency. At any rate, in 
the case of cotton spinning indus
try, one would certainly expect 
productivity to be highly correlated 
with efficiency, bearing in mind 
the uniformity of the machinery 
used. 

To sum up, we have briefly 
defined efficiency and summarily 
stated the factors determining the 
order of economic efficiency before 
proceeding to a discussion of the 
different criteria of judging effi
ciency. We have examined the 
merits and limitations of each 
criterion and we have found " pro
ductivi ty " to he the best indicator 
of " efficiency " not only as be
tween one industry to another but 
also as between one unit to -another 
in the same industry. Accord
ingly, we have discussed at some 
length the concept of productivity 
and its accurate and reliable mea
surement for purposes of inter
industry and inter-firm comparison. , 
And our conclusion is that produc
t iv i ty is generally correlated wi th 
efficiency. 

E r r a t u m 

Cost of the Programmes 

(a) including multipurpose projects. 
(b) excluding coal. 

In our issue of December 2, 1950, the table relating to the cost . 
of the Colombo Plan programmes, Table I, p. 1135, was wrongly prints 
ed. It should read as fo l lows: - -


