Lecture 17: Labor and Capital Market

Labour is by far the most important factor of production, both in terms of the total quantities used in production relative to other inputs and also as a source of personal incomes. Most people derive some, if not all, their income from selling labour services. Only a minority derive significant earnings from selling producers the right to use land or capital. Even in the developed, industrial nations relatively few people own significant amounts of property.

The determination of wages and other factor earnings in a market economy is analytically identical to the determination of product prices. The task here is to identify the peculiarities of factor markets, the most basic of which is that producers have a demand for factor inputs because of what they can produce. The demand for factors of production is a derived demand. The other side of the market, on which the supply of productive factors is determined, is governed by the choices made by individuals with respect to the terms and conditions on which they are willing to make the services of their productive factors available to employers.

Labour

Beginning with the supply side of the labour market, it must be admitted that the concept of a "supply of labour" is abstract in the extreme. Labour services exist in a bewildering variety of types and qualities. The services provided by a brain surgeon and by an unskilled manual labourer are obviously very different. Even leaving aside the problem of "quality", it is difficult to measure the quantity of labour potentially available in an economy. How much labour is available must depend on the size of the population, on the proportion of that population which for reasons of age and inclination is willing to sell labour ("the labour force"), the conventions which determine the length of the working day, the number of working days per year, and the ages at which individuals enter or leave the labour force. There is also the difficult question of the "intensity" with which workers work. One hour of determined effort by a highly motivated person who is enjoying the activity may be several times more "productive" than an hour of labour performed by a person simply killing time on the job. These are all important considerations, some of which will be taken up later, but the first task is simply to identify the influences which will, in general, and given all these background influences, determine the quantity of labour services an individual will supply.

As in product markets, an increase in the price offered for labour would be expected to draw out a larger supply of it. It is consistent with common experience that the amount of labour individuals will offer varies with the wage rate offered. It is not difficult to imagine, even in the absence of a social welfare system, that there could be a wage rate below which some individuals simply would not bother to seek a job. When the rate rises above such a level, whatever it may be, people begin to supply labour, exchanging leisure time, freedom and independence, for the income which can be gained. If work and leisure are thought of as two alternative uses of time, a change in the remuneration for work will result in work being substituted for leisure. It is also possible, however, that when rates of pay reach high levels, the incomes of such fortunate individuals may become so large that they may choose to reduce the amount of work they do rather than increase it. This is analogous to the "income effect" of a price change in product markets. As income rises, the amount of leisure a person desires may also rise. Putting the two effects together means that once wage rates rise above some minimum level an individual will supply more and more labour when offered yet higher rates, but at some point may reverse this behaviour when the income effect overwhelms the substitution effect. Graphically the concept may be shown as a "backward sloping supply curve for labour".

Just as market supply in product markets could be determined by summing the quantities individual firms would supply at various prices, the supply of labour offered in a particular market is the sum of the amounts individual workers will offer at various wage rates. Because any negative effect an increase in wages might have on the amount of labour offered by some individuals in the market would likely be offset in most situations by other workers being attracted to the market by higher wages, it is usually assumed that the overall relationship between wage levels and the supply of labour in a market is positive — higher wages will be associated with more labour being supplied, lower wages with less.

What will the supply of labour look like from the perspective of a single employer in a particular labour market? Here again an analogy with product markets presents itself. The answer depends on whether or not the particular employer is a significant user of labour in the market as a whole. If a firm is a relatively small employer in a large labour market, it is unlikely to have any effect on the price of labour in that market. Consequently the firm can hire as many workers as it wants to at the going wage rate. Just as a perfectly competitive firm in a product market has no effect on the price of the product and can produce as large an output as it chooses without causing the product price to fall, so can a firm employing labour in a perfectly competitive situation simply take the existing wage rate as "given" and employ as many workers as it chooses to. 

A firm has a demand for labour because of the contribution that labour can make to the firm’s revenues. The latter is determined by two things: the quantity of additional output a unit of labour input can produce and the price the firm can sell that output for. Consider a simple example. Suppose a college student sets up a business mowing lawns during the summer break. The student manages the business and hires others to do the lawn mowing work. The question is, how much labour should be hired? Obviously this will depend on a number of things, including the demand for such services in the community where the business is located. Because it is not difficult to set up small businesses like this, it may be assumed that there will be plenty of competition. In fact, it may be reasonable to assume that conditions will approximate perfect competition in product markets. The quantity of labour employed by our student entrepreneur will be determined by the physical productivity of the workers, the revenue generated from their physical output, and the costs which must be incurred to hire them.
Output, measured in terms of the number of lawns mowed per day, depends on the number of workers hired. The more workers, the more output. But, as the work force increases, the increase in output is unlikely to change in the same proportion as the increase in the number of workers employed. If this seems familiar, it should. The reason has to do with the principle of diminishing marginal physical productivity. Because of this effect, total revenue increases as workers are added, but at a diminishing rate. If this enterprise was not operating in a perfectly competitive product market the rate at which total revenue increased would be even less than this, because then it would be affected not only by the diminishing marginal physical productivity of labour, but each additional unit of output would be sold at a lower price than the preceding one. 

The relevant values involved in such a situation are the average revenue product (total revenue divided by the number of workers) and this will decline as more labour is employed. The marginal revenue product (the change in total revenue divided by the change in the number of workers) will also decline. 

Now consider what the firm will have to pay its employees. Assuming that it is operating under conditions of perfect competition in the labour market as well as in the product market, the business will simply have to pay the "going rate" for the type of labour it requires. Suppose this is $60 per day. The decision rule for determining the optimum number of workers to hire under these conditions is intuitively appealing and similar to the decision rule whereby a firm determined its best level of output. In this case the firm should hire an additional worker if that worker would add more to revenues than to costs. In general, the point is to hire additional labour until the marginal revenue product (what the labour is producing for the employer) is just equal to marginal resource (in this case, labour) cost, the cost of hiring an additional unit of it.

Now the firm’s demand for labour can be defined. It is, in fact, identical to the marginal revenue product values. Not surprisingly, the firm’s demand for labour shows an inverse relationship to price: the lower the price of labour (the wage rate) the larger the quantity of labour demanded. If the demand for labour of all the firms in the market were to be summed the result would be the market demand for labour. Combine that with the supply of labour to the market and it is possible to determine the "going rate" of wages and the equilibrium quantity of labour demanded and supplied at that rate. 

Given the demand and supply conditions, the equilibrium price of labour in this market is determined and the equilibrium quantity of labour demanded by a typical firm hiring workers in that market  is also determined. If there are many such firms and no one of them has any significant influence on the market, the firm determines the quantity of the factor to employ by equating the going wage rate (its "marginal resource cost") with its marginal revenue products as shown here.

This equilibrium will change, of course, if anything happens to alter the supply or demand conditions in the market. An increase in the supply of labour, resulting perhaps from a change in social attitudes with respect to gender roles, would cause an increase in the supply of labour and (ceteris paribus) this would cause the equilibrium price to fall and more labour would be employed. A decrease in labour supply, perhaps as a result of a successful attempt to unionize workers in a particular market, would cause the equilibrium wage rate to rise and the quantity of labour demanded to fall.

It is also possible to infer from this analysis something of the general effect an "artificial" wage level would have on such a labour market. Suppose a law was enacted making it illegal for employers to pay a wage less than the equilibrium wage. This would result in an excess quantity of labour being offered relative to the quantity which would be demanded at that price as shown here. Similarly, it should be easy to see what the effect would be if a price was set below the equilibrium market rate. Would there now be a shortage or a surplus of labour in this market? (Policy  issue: Minimum wage legislation.)

The labour market considered here is the simplest of a number of possible (and more realistic) situations. It has been assumed that the typical firm is operating in a perfectly competitive labour market and a perfectly competitive product market. More realistic situations would include combinations of perfect and imperfect markets: a monopsonistic firm (the only buyer in a factor market) selling in a competitive product market, a monopsonist selling in a monopolised product market, etc. The effects of shifts in labour demand and supply in such markets may be different than in the perfectly competitive case, as may the impact of unions and minimum wage laws. Even so, the competitive case provides much of what is needed to explain how labour markets determine people’s incomes and also, as the next section will show, why such incomes are as unequal as they are.

Wages and Income Differentials

The discussion to this point has referred to "the" labour market , but there are in fact many quite separate labour markets in the real world economy. In some of these markets equilibrium wage rates are high, in others they are comparatively low. On the basis of the analysis so far it may be said that if the supply of labour is low and the demand high, wages will be high; if the supply is high and the demand low, wages will be low. But what determines these conditions?

So far as the demand side of labour markets is concerned, it has already been shown that two main influences are involved in the determination of the level of demand. One is the physical productivity of labour, the other the price of the product. The latter depends, of course, on the relationship between demand and supply in the product market. The former, the physical productivity of labour, depends upon a number of things. A particular worker’s health and physical condition will obviously be an important determinant of his or her physical productivity. So will the worker’s innate ability, as measured perhaps by intelligence, motor skills, and motivation. There is not much the worker can do about such natural endowments except adapt to them as best he or she can. Not everyone can have the kind of reflexes necessary to become a successful racing driver or the intelligence needed to break new ground in the field of cosmology or the grace needed to succeed as a diplomat. People fortunate enough to possess such endowments are likely to earn very high incomes indeed. The reason is that the supply of such talents is apparently very small relative to the demand for the services they can produce. This accounts for the astronomical incomes of great sports figures and other entertainers. Indeed, if the person’s talent is "unique" the supply of his or her services may be considered to be completely inelastic.

When supply is completely inelastic the wage rate (if it can be called that in this context) is determined solely by the demand for whatever extraordinary thing it is the supplier of such services possesses. The market for such unique abilities is, however, highly specialised and the person who can supply them may have few alternative employment opportunities. 

Imagine a popular (but otherwise unskilled) performer whose next best alternative employment is as a bus boy in a restaurant. In such a situation the real cost to society of having this person work as a performer is the cost of the foregone alternative, which in this case is the value of his services as a bus boy. The difference between that and what he earns as a high-paid performer is entirely attributable to the unique ability that makes him popular. If such ability is truly unique, it cannot be replicated. For reasons explained later when the pricing of land as a factor or production is discussed, whenever any factor of production is in fixed supply like this, anything it earns in excess of what is needed to make its services available is called "rent." 

The demand for unskilled workers is lower than the demand for more highly trained workers because their marginal productivities are different. Part of this difference may be attributable to differences in the physical productivity of skilled and unskilled workers, but more of it is likely to be the result of differences in the prices paid for the goods they are helping to produce. Physicians are highly paid because the health care services they provide command a high price and the supply of physicians is limited by the cost and other demands associated with the training they are required to have. Counter help in fast food outlets are paid low wages because very little training or experience is required (the supply of such labour is plentiful) and the prices of the products they are producing are low.

Many kinds of abilities can be learned. Most labour markets are differentiated on the basis of the kinds of skills and training required. A glance at the employment opportunities pages of the daily paper will show that, while some employers are seeking persons with certain natural abilities, most specify some level of education, training, experience or combination of these things, all of which can be acquired. There is an interesting controversy over whether such requirements are directly related to the skills needed to perform certain tasks or whether they are simply used to screen prospective workers to select for more general abilities. Any university degree, for example, may meet an employer’s requirement because it is not important what the applicant actually knows, only that he or she has whatever it takes to earn a university degree. 

Evidently acquiring skills is rewarding insofar as it permits higher earnings. But of course there is a corresponding cost. Acquiring skills through apprenticeship and similar kinds of on-the-job training means working for several years at low wages. Acquiring skills through formal education, as in the case of taking university degrees, is also expensive, not just in terms of fees, text-book expenses and the like but, more importantly, the years of income earning foregone. How great the net payoff from such "investment in human capital" is for the individual involved has been controversial, as has the estimated benefit to society at large. The evidence suggests, however, that it is positive in both cases.

The productivity of labour may depend not only on the abilities of workers and their motivation, but also on the materials and equipment they have to work with. Workers using good quality raw materials and assisted by effective machinery will be more productive than workers using low quality materials and primitive tools.

The difference between the most dissimilar characters, between a philosopher and a common street porter, for example, seems to arise not so much from nature, as from habit, custom and education.

—Adam Smith

