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CM23 FACTOR MARKETS (5/27/15) 
 

1. FACTOR MARKETS. 
 
1. There are “markets” for the four factors of production: labor, capital, 
land/natural resources, and entrepreneurship, although entrepreneurship 
is largely ignored in standard principles courses. Because of limited time I 
will only cover the labor market. 
 
2. Markets for goods and services (outputs) are linked to markets for 
factors of production (inputs). We show the linkage in a “circular flow” 
diagram (Figure 1). The left hand box represents the households who own 
their labor, which they sell to the firms in the right hand box (the dark blue 
arrow represents the flow of labor services). In return the households 
receive payments for the use of their labor (incomes equal wages, salaries 
and benefits). These payments for inputs are part of the variable costs of 
the firms. 
 
  

 
 
The households use their incomes to purchase goods and services from 
the firms, represented by the red arrow. The demand for goods and 
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services generates the firms’ revenues. The firms supply goods and 
services to the households, represented by the orange arrow. 
 
3. Notice that in factor markets it is firms who demand inputs and 
households that supply the inputs. Although there are special features that 
need to be taken into account when discussing different types of factor 
markets we will confine ourselves to the labor market and ignore markets 
for capital and natural resources. 
 
4. While economists often talk about “the” market for labor there are 
many thousands of labor markets that all linked together, some tightly, 
others loosely. There are many markets for labor because there are many 
types of labor – engineers, loggers, baristas – and, because the US is such 
a large country, there are many regional markets – the market for nurses 
in Bellingham is different from the market for nurses in San Francisco and 
the market for firemen is different in California from the market in New York 
state. Labor is relatively immobile geographically (although Americans 
move their place of residence more often than Europeans). There is also 
little mobility between occupations, especially between occupations that 
involve heavy investments in human capital – doctors seldom become 
lawyers and vice versa. 
 
5. Although economists analyze the market(s) for labor using standard 
supply and demand tools, labor is not like a can of beans or a car or a 
haircut. This something that is argued about interminably by academic 
macroeconomists, but my reading of macro says that there is no reason 
for the US labor market to clear at each instant of time (there is involuntary 
unemployment). But the standard microeconomic principles textbook 
analysis of specific labor markets assumes that there is full employment in 
that market because wages always fall when there is excess supply of 
labor. 
 

2. THE DEMAND FOR LABOR. 
 
1. The demand for inputs is a derived demand; it depends on the 
demand for the good or service that the firm is selling. 
 
2. A profit maximizing firm will want to hire labor up to the point at which 
the last unit hired adds to the firm’s revenues an amount that is just equal 
to what that unit adds to the firm’s costs. 
 
(The marginal product of labor is the increase in output produced by the 
last unit of labor employed: MPL =ΔQ/ΔL. If profit is maximized then 
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MR=MC (ΔTR/ΔQ = ΔTC/ΔQ). Multiply both sides of the profit maximization 
equation by the marginal product of labor (multiplying both sides of an 
equality by the same amount means that the new right and left sides are 
still equal 2.3 = 6 and 4(2.3) = 4.6 =24). We get MR.MPL = MC.MPL or 
ΔTR/ΔQ.ΔQ/ΔL = ΔTC/ΔQ.ΔQ/ΔL. Simplifying by canceling the ΔQs we get 
ΔTR/ΔL = ΔTC/ΔL. What this says is that you hire labor to the point at which 
its contribution to revenue is equal to its contribution to costs.) 
 
3. The demand curve for labor is assumed to be negatively sloped 
because the marginal product curve for labor is subject to diminishing 
returns in the short run and so must ultimately be negatively sloped.  
 
4. The big problem with the marginal productivity theory of labor demand 
is that it is not clear how a real firm, one with many employees and 
producing many different products within the same plant, is able to 
calculate the productivity of individual workers. For example, how can the 
university calculate my marginal productivity? I would not be able to 
spend as much time answering your emails (from forty different students 
over the last eight and a half weeks) if I had to print my own exams and 
mark them by hand and register each student for my class and empty the 
garbage and heat the buildings and re-shelve the library books etc.  
 
5. Remember that a major issue in the economics of information was the 
principal agent problem. 

 
3. THE SUPPLY OF LABOR. 
 
1. Economists assume that work generates dis-utility and that we have to 
be compensated by receiving wages and benefits in order to persuade 
us to give up leisure that gives us utility. The theory of the “income (work) – 
leisure trade off” divides the effect of a wage increase into a substitution 
effect and an income effect. Economists assume that over normal ranges 
the supply curve of labor is positively sloped because the substitution 
effect dominates but that it is possible that at sufficiently high wages 
(income = wages x hours) we will choose to work less as the wage rises. 
 
4. LABOR MARKET EQUILIBRIUM. 
 
1. The standard textbook treatment of an isolated labor market is straight 
supply and demand. If the wage (I will use the term wage to stand for 
wages and benefits, both measured in real terms) is above equilibrium, 
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say WH, then there is excess supply (unemployment) and it is assumed that 
the wage will fall until equilibrium is achieved at We. In most real world  
 

 
 
 

 markets wages do not fall (in the economists’ jargon wages are 
“downwardly rigid”) and dis-equilibrium and unemployment may persist 
for months or years. If the wage is too low then there will be excess 
demand and it is assumed, and observed, that wages will rise until 
equilibrium is achieved. 
 
As usual this is a static picture, which seems particularly inappropriate in 
labor markets where there are massive flows into and out of markets and 
what we are really interested in is what happens to wages and 
employment over time. (1,062) 
 
 


