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ECS 1501 Summary 

Learning Unit 10: The factor markets: The labour market  
 

The labour market vs. the goods market: 

The labour market is concerned with human beings rather than objects. 

Most important differences between the labour market and the goods market: 

 Non-monetary (working conditions) factors important in labour markets: not so much in 

market for other factors of production.  

 Labour services not transferable to other people: goods, on the other hand, are fully 

transferable between buyer and seller. 

 Labour is rented rather than sold in labour market: goods are sold in the goods market. 

 Non-economic considerations (equality, fairness, discrimination etc.) in labour markets. 

 Labour markets: trade unions, employees` associations, collective bargaining, government 

intervention etc. 

 Long term contracts in labour market: labour not traded at the best price on a daily basis. 

 Labour is heterogeneous, cannot be standardised / classified like goods. 

 Labour market is a segmented market: variety of different labour markets with different 

features. Different markets for different occupations, geographic locations, skills etc. Workers 

cannot freely move between different segments in the short run, in general. Thus surpluses 

and shortages of labour can occur simultaneously in different segments of the market. 

 Remuneration of labour may include non-wage benefits (housing, medical, pension etc.). 

 Remuneration affected by factors not directly linked to the labour market (taxes etc). 

Nominal (money) wages vs. real wages: 

The price of labour is usually called the wage rate, the amount of money to be paid to a worker for 

working for a specified period or for performing a specified number of tasks. 

Nominal (money) wage: the amount of money actually received by a worker per hour, day, week, 

month or year. 

Real wage:  the quantity of goods and services that can be purchased with the nominal wage. Real 

wage refers to the purchasing power of the nominal wage. Real wage is determined by the nominal 

wage and the prices of goods and services purchased by the worker.  

For example, when your nominal wage increases by 5% while prices of goods and services increase 

by 10%, real wage declines by 5% and material standard of living decreases, while real income 

(standard of living) increases when the percentage increase in your nominal income is greater than the 

percentage increase in the prices of goods and services. 
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Requirements for a perfectly competitive labour market: 

 Large number of buyers and sellers of labour. So that individual participants cannot 

influence the wage rate (price of labour). All participants must be price (wage) takers. 

 Labour must be homogeneous: all workers must have identical skills. No reason should exist 

for an employer to prefer one worker to another. 

 Complete mobility of workers to move between different employers, markets, regions etc. 

Completely free entry and exit. 

 No government intervention, influencing workers. 

 Perfect knowledge / information for all participants about available jobs, wage rates etc. 

 Perfect competition in the goods market so that all firms are price takers in the goods 

market. 

Equilibrium in the labour market: 

Equilibrium is determined by supply and demand of labour. Equilibrium occurs when the quantity 

demanded of labour is equal to the quantity of labour supplied. 

 

The equilibrium wage (price of labour) is w* and the equilibrium quantity ( level of employment) is 

N*. 

Market supply of labour: 

The market labour supply curve has a positive slope. The quantity of labour supplied (N) increases as 

the wage rate (w) increases. 
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Factors that will lead to a shift of the market labour supply curve: 

(the market supply of labour will change when  any of the non-wage determinants of the quantity of 

labour supplied changes) 

 New workers enter the market: market labour supply increases and shifts to the right. 

 As a result of HIV/Aids the number of workers decreases: market labour supply decreases 

and shifts to the left. 

 The wages earned in other occupations changes: changes the attractiveness of the particular 

occupation.  

 Non-monetary aspects of the occupation change: for example, new safety measures which 

leads to a less dangerous work environment might lead to an increase in the market labour 

supply and a rightward shift of the curve. 

An individual firm`s demand for labour: 

Derived demand: 

The most important aspect of the demand for labour is that it is a derived demand. This means that 

labour is not demanded for its own sake, but rather for the value of the goods and services that can be 

produced when it is combined with other factors of production. Firms will only demand labour if there 

is a demand for the goods and services produced by labour and if it is profitable for them to do so. 

All participants are price takers: 

The equilibrium wage rate is determined by supply and demand in the market, all participants are 

wage takers (no individual participant can influence the wage rate). 

This implies that firm can employ any quantity of labour at the wage rate determined in the labour 

market. Thus the supply of labour to the firm is perfectly elastic at the equilibrium wage rate and is 

illustrated by a horizontal line (Sf). 

The equilibrium wage (We) is equal to the supply of labour to the firm (Sf), the marginal cost of 

labour (MCL) and the average cost of labour (ACL). We = Sf = MCL = ACL   
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How much labour will the firm employ at the given wage rate (We)? 

 When marginal benefit > marginal cost (MB > MC): the firm will employ more workers 

 When marginal benefit < marginal cost (MB < MC): the firm will employ less workers 

 When marginal benefit = marginal cost (MB = MC): equilibrium is achieved 

Marginal cost of labour (MCL) is equal to the equilibrium wage rate (We) 

Marginal benefit of labour, called Marginal Revenue Product (MRP) depends on: 

 The physical productivity of labour: marginal physical product of labour (MPP) 

 Marginal revenue: equal to the price (P) of the product because the market is perfectly 

competitive. 

 MRP is the firm`s demand for labour 

Marginal revenue product (MRP) = MPP × P 

MPP decreases as the number of workers increases as a result of the law of diminishing returns of 

labour. Thus MRP also decreases as the number of workers increases. This implies that MPP and 

MRP, which is the firm`s demand for labour, slopes downwards.  

How much labour will the firm employ at the given wage rate (We)? 

 Compare MRP (marginal benefit of labour) to the equilibrium wage rate, We (marginal cost 

of labour) 

 Whem MRP > We: the firm will employ more workers 

 Whem MRP < We: the firm will employ less workers 

 Whem MRP = We: equilibrium is achieved, at Ne. 

Thus, equilibrium condition: MRP = We 

Profit maximizing number of workers is Ne, because at this level of employment MRP = We 
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The market demand for labour: 

Summation of all the individual firms` labour demand curves. 

Changes in market demand for labour (leading to a shift in the demand for labour curve): 

(when any of the non-wage determinants of the quantity of labour demanded changes) 

 The number of firms (employers) changes: more firms → demand for labour increases (shifts 

to the right). 

 The price of the product changes: when the price of the product increases, MRP also 

increases, because MRP = MPP × P, thus demand for labour increases (shifts to the right). 

 The productivity of labour changes: when the productivity of labour increases, MPP 

increases, MRP increases, because MRP = MPP × P, thus demand for labour increases (shifts 

to the right). 

 A substitute for labour becomes available: decrease in demand for labour (shifts to the left). 

 The price of a substitute factor of production changes: for example, if the price of capital 

(machines) decreases, demand for labour will decrease (shifts to the left).  

 The price of a complement factor of production changes: for example, if the price of trucks 

decreases, the quantity demanded of trucks increases, thus the number of truck drivers will 

also increase. 

Imperfect labour markets: 

Reasons why labour markets may be imperfect: 

 Trade unions which act as monopolistic suppliers of labour. 

 Monopsony: when there is only one buyer of labour (one major employer or employer 

organization). 

 Labour is heterogeneous, not homogeneous. Education level, abilities, experience etc. differ. 

 Labour is not completely mobile. Workers cannot move freely between occupations, 

employers, regions etc. The labour market is a segmented market. 

 Government intervention: for example minimum wages. 

 Imperfect knowledge / information: workers are often not aware of available job 

opportunities. This point applies to employees and employers.  

Trade unions: 

Trade unions consist of workers with common aims to serve as a countervailing 

force to the bargaining power of employers. Wages and other conditions (job security, overtime, 

fringe benefits etc.) are then negotiated on a collective basis between employees and employers, 

called collective bargaining.  
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Two broad categories of trade unions: 

 Craft unions: consist of workers with a common set of skills (plumbers, electricians etc.) 

joined together in a common association, irrespective of where, or for whom they work. 

 Industrial unions: try to organize all workers (skilled and unskilled) in a particular industry in 

a single bargaining unit. Membership not restricted to workers with particular skills or 

qualifications. Aim is to achieve complete control of the labour in a specific industry, which 

gives them significant bargaining power. Can severely disrupt industries through strikes. 

Ways in which trade unions can attempt to increase the wage rate: 

 Restrict the labour supply (craft unions) 

 A higher (disequilibrium) wage rate 

 Increase in the demand for the product of the industry 

Restrict the labour supply: 

 When unions (usually craft unions) restrict  

labour supply, the labour supply curve shifts to the left  

(Sc → Su). 

 The wage rate increases (w1 → w2) and the level of  

              employment falls (N1 → N2)  

 

 

A higher (disequilibrium) wage rate: 

 Industrial unions use their bargaining power directly 

to increase wage rates. The equilibrium wage rate is W1 

and the equilibrium employment level is N1. 

 Suppose the union succeed to raise the wage rate to W2 

(through strike action or threat thereof) 

 The effective labour supply becomes the blue line. 

 The level of employment will fall to N2. 
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Increase in the demand for the product of the industry: 

 If trade unions succeed to increase the demand 

for labour, the labour demand curve shifts to the 

right, leading to an increase in the wage rate, to W2  

and an increase in the employment level, to N2. 

 This is a win-win situation for both the firm and 

the workers. 

 How? Increase in labour productivity through  

training, MPP will increase and thus MRP as well. 

Also through lobbying for higher import tariffs / quotas 

to reduce competition from imported goods and increase 

demand for domestically produced goods.  

(P of product will increase → demand for labour will increase) 

 Unions can do this through productivity agreements 

with firms. Workers agree to increase productivity  

in exchange for higher wages. 

 

Minimum wage (example of minimum price fixing): 

 The equilibrium wage rate is W0 and the equilibrium employment level is Ne. 

 A minimum wage set below the equilibrium 

wage rate, W0, will have no effect on the market. 

 A minimum wage, W1, set above the  

equilibrium wage rate, results in an excess supply 

of workers, because the quantity of labour supplied (Ns) 

is greater than the quantity labour demanded (Nm). 

 Thus a minimum wage set above the equilibrium wage 

causes unemployment equal to Ns – Nm. 

 

 

 


