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Marginal Productivity Theory: (Clark’s and Marshall-Hicks’ Versions) 

What determines the prices of factors of production? A theory which tries to answer this question 

and which has been fairly widely held by professional economists is known as marginal 

productivity theory of distribution. 

It may, however, be pointed out that in recent years its popularity has somewhat declined due to 

bitter criticisms leveled against it. The essence of this theory is that price of a factor of 

production depends upon its marginal productivity. It also seems to be very fair and just that 

price of a factor of production should get its reward according to the contribution it makes to the 

total output, i.e., its marginal productivity. 

Marginal productivity theory was first put forward to explain the determination of wages, i.e., 

reward for labour but later on prices of other factors of production such as land, capital etc. also 

were explained with marginal productivity. 

The origin of the concept of marginal productivity can be traced to Ricardo and West. But both 

Ricardo and West applied the marginal productivity doctrine only to land. The concept of 

marginal productivity is implicit in the Ricardian theory of rent. 

But the idea of marginal productivity did not gain much popularity till the last quarter of 19th 

century, when it was re-discovered by economists like J.B. Clark. Jevons, Wicksteed, Walrus 

and later Marshall and J.R. Hicks popularized the doctrine of marginal productivity. 

Since marginal productivity theory has been mainly evolved for the determination of reward for 

labour, we shall discuss below its application to wage determination. But it should be understood 

to apply equally to the rewards of other factors of production. 

Clark’s Version of Marginal Productivity Theory: 

J.B. Clark, an American economist who developed marginal productivity theory of distribution 

in a number of articles and later on presented it in a complete form as an explanation for “The 

Distribution of Wealth”. In order to bring out the fundamental factors at work in the mechanics 

of income distribution Clark assumed a completely static society, free from the disturbances 

caused by economic growth or change. In other words, assumed a constant population, a constant 

amount of capital and unchanging techniques of production. Besides the assumption of a static 

economy, he also assumed perfect competition in the factor market and perfect mobility on the 

part of both labour and capital. 
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Further, it was assumed by him that the total stock of capital remains constant. Clark also 

supposed that the form of capital can be varied at will. In other words, physical instruments of 

production can be adapted to varying quantities and abilities of available labour. Further, he 

treats labour as a homogeneous factor by taking identical labour units and discusses how the 

wage rate of labour is determined. 

Every rational employer or entrepreneur will try to utilise his fixed amount of capital so as to 

maximise his profits. For this he will hire as many labourers (labour units) as can be profitably 

put to work with a given amount of capital. For an individual firm or industry, marginal 

productivity of labour will decline as more and more workers are added to the fixed quantity of 

capital. 

He will go on hiring more and more labour units as long as the addition made to the total product 

by an extra labour unit is greater than the wage rate he has to pay for it. The employer will reach 

equilibrium position when the wage rate is just equal to the marginal product of labour. 

 

 

Just consider above Fig. where units of labour are represented on the X-axis and the marginal 

product of labour on the X-axis. Then the MP curve shows the diminishing marginal product of 

labour. If the prevailing wage rate which an employer must pay is equal to OW, then it will be 

profitable for the employer to go on employing additional workers until the marginal product of 

labour becomes equal to the prevailing wage rate OW. 

It will be evident from above Fig. that if the prevailing wage rate is OW, then the employer will 

employ OL units of labour since the marginal product of labour is equal to OW at OL 

employment of labour. He would not employ more than OL amount of labour as the marginal 

http://cdn.yourarticlelibrary.com/wp-content/uploads/2014/04/clip_image002511.jpg
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product of labour falls below the wage rate OW and he would therefore be incurring losses on 

the employment of additional workers beyond OL. 

Thus, an employer would be maximising his profits by equalising the marginal product of labour 

with the wage rate OW. Since perfect competition is assumed to be prevailing in the labour 

market, an individual firm or industry will have got no control over the wage rate. 

An individual firm or industry has therefore, to determine only the number of factor units (labour 

in the present case) to which it has to give employment at the prevailing wage rate. Thus at micro 

level (i.e. for individual firm or industry) marginal productivity theory is the theory of 

employment. 

A marginal-product schedule or curve shows a particular wage-employment relationship. Since 

Clark has assumed a stationary state, he takes the total supply of labour available for 

employment in the whole economy as given and constant. In other words, in Clarkian analysis, 

aggregate supply curve of labour has been assumed to be perfectly inelastic. Given the total 

supply of labour in the economy, the wage rate will be determined by the marginal product of the 

available amount of labour assuming that all labour get employment. 

Given the aggregate amount of labour that is seeking employment, the wage rate that the 

labourers will get will be equal to the addition made to the total product by the employment of 

the marginal unit of labour. In other words, if the total labour seeking employment is ‘n’ units 

then each unit of labour which will be equal to the difference between the total production when 

n labour units were employed and that when n- 1 labour units were employed. In other words, in 

the competitive labour market the wage rate is determined by the marginal product of a given 

quantity of labour force. 

If the labourers compete with each other for obtaining jobs, they will bid down the wage rate if 

some of them find themselves unemployed. The employers will bid the wage rate up if the 

prevailing wage rate is smaller than the marginal product of available labour force. 

This is so because at the wage rate lower than marginal product the employers’ demand for 

labour force will be more than the available number of labourers. Consider Fig. at next page. In 

this figure DD curve represents the demand curve for labour by all employers and has been 

obtained by summing up horizontally marginal product curves (∑ MP) of all employers 

demanding labour. 
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Marginal product of labour diminishes as more units of labour are employed in the economy, 

assuming the quantities of other factors used as unchanged. Now, if the available supply of 

labour force is OL in the whole economy, the marginal product of OL quantity of labour is LE. 

The wage rate will be determined by this marginal product LE and therefore equilibrium wage 

rate which will settle down in the market will be equal to LE or OW. At a higher wage rate O W’ 

the employers will employ OL’ amount of labour leaving LL’ amount of labour unemployed. 

Unemployed workers in their attempt to get employment will bring the wage rate down to the 

level OW (=LE) at which all are employed. 

 

On the other hand, at a lower wage rate than OW, say OW”, the employers will demand OL” 

amount of labour since at this their profits will be maximum but the available of labour is OL. 

Thus, at a lower wage rate than OW the demand for labour by the employers will be greater than 

the available quantity of labour. In their bid to get more labour, competition among employers 

will push the wage rate up to OW at which the employers’ demand for labour is just the same 

amount of labour which is actually available. 

Thus given the quantity of labour in the country, wage rate is determined by marginal produc-

tivity of labour. One assumption which is implicit in the Clarkian marginal productivity theory as 

applied to the economy as a whole is that of full employment of labour and further that the 

supply curve of labour is perfectly inelastic at this full-employment level. 

In other words, it is assumed that all the existing number of workers in the economy is 

employed. To sum up, in Clark’s presentation, the marginal productivity of a given quantity of 

available labour determines its wage rate when we consider the market as a whole. In the 

http://cdn.yourarticlelibrary.com/wp-content/uploads/2014/04/clip_image004246.jpg
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disaggregated picture, however, where a single employer finds the wage level determined by the 

forces beyond his control the marginal product of labour determines the level of employment. 

Thus, with a given fixed supply of labour in the market the wage rate will be determined by the 

marginal product of labour. 

Marshall-Hicks’ Version of Marginal Productivity Theory: 

Alfred Marshall who was contemporary of J.B. Clark gave a different version of the marginal 

productivity theory. Marshall’s version has been called by many as the marginal productivity 

theory. Marshall differed with those like Clark who held that wage rate (or for that matter, the 

price of any other factor) is determined by the marginal product of labour. 

Marshall said it was wrong to regard the marginal productivity concept with regard to wage 

determination as a wage theory. This is because he believed that wage rate (or any factor price) is 

determined by both demand for and supply of labour. Marginal productivity concept explains 

only the demand side of the problem. 

That is, given the wage rate, a rational employer will employ as many units of labour as will 

equalize the wage rate with the marginal product of labour. At different wage rates, the employer 

will employ different amounts of labour units depending upon the corresponding amount of the 

value of the marginal product. 

Thus, according to Marshall, the relationship between the wage rate and the marginal 

productivity of labour provides us with the demand curve of labour. In a complete theory for an 

explanation of wage determination, the upward-sloping supply curve of labour has also to be 

introduced into the analysis. 

The wage rate at which the supply curve of labour cuts the demand curve of labour (governed by 

the marginal productivity) will be determined. However, the wage tale thus determined by 

demand and supply will be equal to the value of marginal product of a factor 

It is clear from above that Marshall considered marginal productivity principle as one of the two 

forces that determine wages, the other force being the supply of labour. Marshall and Hicks 

believed that wages would tend to be equal to the marginal product, but they emphasised several 

times that the wages are not determined by marginal product, since like all other, marginal 

quantities, marginal product, together with the price (wage) is determined by the interaction of 

demand and supply. Further, they considered the supply curve of labour as upward sloping to the 

right. 
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Furthermore, Marshall pointed out that the marginal productivity doctrine plus the competitive 

conditions in the labour market would in the long run tend to make the wages of labour in 

different industries or uses equal to each other and to the marginal product of labour (assuming 

of course that labour is homogeneous). 

Further, Marshall drew the distinction between the marginal productivity principle which 

determines the demand for a factor and the marginal productivity theory as a complete theory of 

determination of factor prices. Thus, according to Marshall, price of a factor such as wage rate of 

labour, rent of land are determined by demand for and supply of the factor and is equal to the 

marginal productivity of the factor. 

While the marginal productivity principle determines the demand for a factor, namely, how 

much quantity of the factor is demanded at its various prices, the marginal productivity theory 

explains how through the interaction of demand and supply, price of a factor, say wage rate of 

labour, is determined. 

It may however be noted that in our view the difference between Clark’s Version and Marshall- 

Hicks version of marginal productivity theory is not that whereas Clark considered the demand 

side (i.e. marginal productivity) of a factor and ignored the supply of labour, Marshall and Hicks 

considered the roles of both of them as the determinants of wage rate. 

The real difference in our view is that while Clark considered supply curve of labour as perfectly 

inelastic at full-employment level, Marshall and Hicks considered it as upward-sloping to the 

right indicating as wage rate (i.e. price of the factor) rises, its quantity supplied increases. This is 

how we have explained above Clark’s version of marginal productivity theory. 

 

 


