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Investment Criteria 

Types of Investment Criteria: 

1. Social Marginal Productivity Criteria: 

This theory was put forward by Hollis B. 

Chenery. Social Marginal Productivity of 

Investment may be defined as the return to the 

private investor plus the net contribution of the 

investment to the national product. According to 

this criterion, the projects must be ranked 

according to their social value, determine the 

marginal project from the total funds and 

exclude all lower- ranking projects. 

In order to measure social marginal product 

(SMP) Chenery used the following method: 

Let the welfare function be U = f (Y, B, 

D,….)                …(1) 

Where Y = effect on income, 

B, effect on balance of payments, 

D = effect on distribution of income, and 



U = index of social welfare. 

Then increment in U corresponding to a 

given increment in investment can be written 

as: 

 
This implies, the increase in SMP is the sum of 

the effects of a change in income, balance of 

payments portion, distribution of income etc. 

For simple explanation, all other variables are 

ignored excepting Y and B to express SMP. 

Accordingly: 

SMP = ∆U = ∆Y + r∆B … (3) 

Mathematically, “r” represents an amount of 

increase in national income which would be 

equivalent to an improvement of one unit in the 

balance of payments under specified conditions. 

Therefore, r measures the average over-

valuation of the domestic currency, at the 

existing rates of exchange. 

If r=0, balance of payments is in equilibrium, if 

r is positive (>0), the domestic currency is 



overvalued and if r is negative (<0) the domestic 

currency is undervalued. In underdeveloped 

countries r may be appreciably greater than zero 

because of the relative inelasticity of imports 

and exports. 

This follows: 

 
Where all variables (except B1 and K) are 

annual flows: 

SMP = Average annual increment in national 

income from marginal unit of investment in a 

given productive use; 

K = Increment to Capital (Investment), 

X = Increased market value of output, 

E = Added value of output due to external 

economies, 

M1 = Cost of imported materials. 

V = Social value added domestically, i.e., V = 

X+E—Mi 



L = Labour cost, 

Mi = Cost of domestic materials, 

O = Cost of overheads, 

C = Total cost of domestic factors = L + Md + 

O. 

Br = Total balance of payments effect = αB1 + 

B2 

α = current amortization and interest rate on 

current borrowings, 

B1 = Effect of investment on balance of 

payments. 

B2 = Effect of operation on balance of 

payments. 

 


