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Wage determination 
 
Wages are determ ined in the free m arket by the interaction of supply of labour and 
dem and for labour. 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
 
 
Dem and for labour is a derived dem and, derived from  the dem and for the good or service 
the labour is involved in the production of. 
 
 

 
D emand for labour and M RP theory 
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The M PP, the m arginal physical product, is the additional output gained by em ploying one 
m ore w orker. The APP, average physical product, is the m ean output at any given level of 
em ploym ent. The law  of dim inishing returns m eans that the M PP curve decreases after a 
given level of output. As w ith the AC and M C cost curves the M PP curve cuts the APP curve 
at the highest point on the APP curve. 
 
The m arginal revenue product is the revenue a firm  gains by em ploying one additional 
w orker. It is calculated by M PP x M R, the additional physical product created by the 
additional w orker m ultiplied by the revenue gained from  those additional units of output. 
 
The VM P, the value of the m arginal product is calculated as M PP x P, the additional 
physical product created by the price the units are sold for. 
 
If the m arket is perfectly com petitive P = M R as the firm s are price takers, taking the m arket 
price. Therefore under perfect com petition M RP = M PP x P, m eaning M RP = VM P. 
 
If the m arket is im perfect, then P > M R w hich m eans that VM P > M RP. 
 
The profit maximising level of employment for a firm 
 

At a given w age rate under 
perfect com petition the M RP 
gives the firm  its profit 
m axim ising em ploym ent level. At 
a higher level of em ploym ent 
som e w orkers w ill contribute less 
to TR than their cost of 
em ploym ent, the w age rate. At a 
low er level of em ploym ent 
further w orkers can be em ployed 
w ho w ill add m ore to TR than 
their cost of em ploym ent. 
 
 

At a w age rate We there are tw o levels of em ploym ent L1 and L2 w hich correspond to We. 
The firm  w ill em ploy L2 w orkers and operate at B as here the w orkers w ill add m ore to total 
revenue than their w age rate so give profits to the firm , show n by the shaded area. 
 
The dow nw ard sloping section of the M RP curve therefore represents the dem and for 
labour, and show s that at a low er w age rate m ore w orkers w ill be em ployed. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
These notes are from  a lesson on 07/12/2004. 
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