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T H E O R I E S  O F  WA G E S

In 2007, U.S. workers produced $95,000 worth of goods and services per
worker.1 If each of them, whether CEO or worker on the shop floor,
whether in the financial industry or in agriculture, earned this wage, all
families could live not only well but also in affluence. But this is, of
course, not the case. Nationwide, 25 percent of workers earn wages that
with full-time work put them below the poverty line.2 In New York City,
24 percent of retail workers must rely on some form of welfare payments
while they are working full-time.3 What workers do not get, executives
do. In 2007, average CEO compensation for S&P 500 CEOs was $10.5
million, 344 times the pay of the average worker.4

Should the government intervene to reduce wage inequality? The an-
swer depends on what the consequences of such intervention would be,
and different economists have vastly different theories about the impact.
According to today’s textbook theory of wages, first developed by neo-
classical economist John Bates Clark (1847–1938), the free market en-
sures that each member of the workforce is naturally paid the value of
what she has produced. Any interference will create an artificial level of
remuneration that will result in lost jobs. Thus a worker who earns
$25,000 per year produces $25,000 per year worth of goods. If the gov-
ernment were to pass a law forcing that worker’s employer to pay her
more, it might as well print her pink slip at the same time: no employer
could pay more than $25,000 for $25,000 worth of output and expect to
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stay in business. The same holds also for highly paid executives, but in re-
verse. An executive who is paid tens of millions of dollars a year in com-
pensation produces tens of millions of dollars per year for the company.
If the government were to break the link between her “compensation”
and her productivity by placing a cap on her pay, she would choose either
to work in a less demanding job or work less diligently.

Logical as the neo-classical theory of wages is, the classical economist
David Ricardo (1772–1823) had dismissed it even before it was put
forth. Knowing what each worker produces is usually impossible, he
pointed out. And from this it follows that any system based on assessing
productivity is fundamentally flawed. To take a current-day example, a
taxi in a metropolitan city produces a total income of $100,000 a year, of
which the driver receives $25,000 and the owner of the taxi receives the
rest. Did the driver produce one-quarter of the total product of the taxi?
Without the taxi (means of production in some economic theories),
the driver (the worker) would have produced no fares, but without the
driver the taxi would have produced no fares either. Taxi and driver to-
gether produced $100,000, but how much of the total each produced is
impossible to tell. How then is the income of the taxi divided between
them? Adam Smith (1723–90), the world’s most famous economist, ex-
plained that the division of the product between the members of the
team that produced it is determined by the relative bargaining power of
each member (not, as contemporary economists would have it, by an ob-
jective measure of output). When the member is a capital good, such as a
taxi, the bargaining is done, of course, by its owner.

If according to modern economists the consequences of govern-
ment intervention to increase pay equality would be job losses, what
would they be according to the classical theory of wages? If the govern-
ment were to mandate that taxi drivers be paid $101,000 a year, taxi driv-
ers would lose their jobs. But if, instead of determining the exact pay of
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drivers, the government were to set a ratio between the pay of the driver
and the pay of the taxi owner, the classical theory of wages predicts 
that the only consequence of government intervention to increase 
pay equality would be to increase pay equality . . . without any loss of
jobs.

The following chapters trace the development of these two competing
theories of wages, describe their roles in policy debates and labor con-
flicts, review the empirical evidence regarding their validity, and show
how fundamental they are to the question of whether a market system is
self-regulating. These theories mark the dividing line between the “clas-
sical” and “neo-classical” economists. David Ricardo is generally re-
garded as the last of the former, while John Bates Clark is the first of the
latter.
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9 .

T H E  C L A S S I C A L  T H E O RY  O F  WA G E S

A DA M  S M I T H

Adam Smith’s The Wealth of Nations, published in 1776, is perhaps the
most important economics book of all time, though a more accurate title
would have included a subtitle,“The Wealth of Nations: How Did It End
Up in the Hands of So Few?”According to Smith, workers in the “original
state” owned all that they produced:

The produce of labour constitutes the natural recompence or wages of

labour. In that original state of things which precedes both the appro-

priation of land and the accumulation of stock, the whole produce of

labour belongs to the labourer. He has neither landlord nor master to

share with him.1

But then private property intervened, and since then workers have been
forced to give part of their product to landlords and capitalists, because
they don’t own the land or the capital that they work with:

But this original state of things, in which the labourer enjoyed the whole

produce of his own labour, could not last beyond the first introduction of

the appropriation of land and the accumulation of stock. . . . As soon as
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land becomes private property, the landlord demands a share of almost 

all the produce which the labourer can either raise or collect from it. . . .

The produce of almost all other labour is liable to the like deduction of

profit.

Thus, according to Smith, profits are nothing but a deduction from
the fruits of labor. But didn’t he see that capitalists introduce improve-
ments in production methods? Surely these entitle them to profits? Ac-
cording to Smith, had workers owned the total product that they
produced, they would have used part of this product to introduce the
improvements in productivity themselves:

Had this state [workers owning the product they produce] continued, the

wages of labour would have augmented with all those improvements in its

productive powers, to which the division of labour gives occasion. All

things would gradually have become cheaper. They would have been pro-

duced by a smaller quantity of labour.

The introduction of private property was not what spurred these im-
provements, according to Smith; private property came about long be-
fore any significant improvements were ever introduced:

But this original state of things, in which the labourer enjoyed the whole

produce of his own labour, could not last beyond the first introduction of

the appropriation of land and the accumulation of stock. It was at an end,

therefore, long before the most considerable improvements were made in

the productive powers of labour.

If profits are just a deduction from the product that labor produces,
what determines how large the deduction is? This, according to Smith,
is determined by the bargaining power of the two parties. Usually the
capitalist is the stronger party, because he has more holding power—an
ability to bide his time before being paid:
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The workmen desire to get as much, the masters to give as little, as pos-

sible. . . . It is not, however, difficult to foresee which of the two parties

must, upon all ordinary occasions, have the advantage in the dispute,

and force the other into a compliance with their terms. . . . In all such 

disputes, the masters can hold out much longer [because they are 

wealthier].

But even if capitalists generally have more bargaining power, that power
is not always overwhelming. Smith pointed out that wages were different
in different places, and that these differences were not due to differences
in the cost of living:

The way in which the labouring poor buy all things, are generally fully as

cheap, or cheaper, in great towns than in the remoter parts of the country.

. . . But the wages of labour in a great town and its neighbourhood, are

frequently a fourth or a fifth part, twenty or five-and-twenty per cent

higher than at a few miles distance.

The reason that the employers do not always win to the same degree is
that wealth is only one of the factors that determine bargaining power.
The other factors include: (i) the ability of workers to form unions; (ii)
the ability of employers to form their own unions, and, the most impor-
tant factor of all, (iii) the ability of employers to use the power of the gov-
ernment to break the workers’ unions:

[Workmen] are disposed to combine in order to raise, . . . [masters] in

order to lower, the wages of labour. . . . The masters, upon these occasions

[strikes and other labor actions] . . . never cease to call aloud for the assis-

tance of the civil magistrate, and the rigorous execution of those laws

which have been enacted with so much severity against the combination

[union] of servants, labourers, and journeymen.
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If workers succeed in getting higher wages, is this a good thing for the
“wealth of nations”? According to Smith it is, because the well-being of
workers is itself the “wealth of nations”:

Is this improvement in the circumstances of the lower ranks of the people

to be regarded as an advantage or as an inconveniency to the society? The

answer seems at first sight abundantly plain. Servants, labourers, and

workmen of different kinds, make up the far greater part of every great

political society. But what improves the circumstances of the greater part

can never be regarded as an inconveniency to the whole. No society can

surely be flourishing and happy, of which the far greater part of the mem-

bers are poor and miserable. It is but equity, besides, that they who feed,

cloath, and lodge the whole body of the people, should have such a share

of the produce of their own labour as to be themselves tolerably well fed,

cloathed, and lodged.

Don’t high wages cause an increase in unemployment, as neo-classical
economists argue? Smith did not consider this possibility. He did believe
that there was a relationship between unemployment and wages, but 
he believed it ran in the opposite direction: high unemployment causes
wages to fall and low unemployment causes wages to rise. What causes
changes in the level of unemployment then? Not wages but events that
occur outside the labor market: “It is because the demand for labour 
increases in years of sudden and extraordinary plenty, and diminishes 
in those of sudden and extraordinary scarcity, that the money price of
labour sometimes rises in the one, and sinks in the other.” What could
such events be? Smith cited war as one possibility, but there are numerous
other possibilities, not all man-made, such as weather that results in poor
crops. Had he lived in our times Smith would no doubt have pointed to
the loss in consumer and investor confidence following the subprime
scandal as causes of the increase in unemployment rates.
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Smith probably hoped that his book would convince the government
to side with workers, but this did not happen. In 1800, ten years after his
death, the British Parliament passed a Combination Act that decreed:

Every . . . workman . . . who shall . . . enter into any combination to ob-

tain an advance [increase] of wages, or to lessen or alter the hours or dura-

tion of the time of working, or to decrease the quantity of work, or for any

other purpose . . . shall be committed to . . . gaol for any time not exceed-

ing 3 calendar months; or otherwise be committed to some House of Cor-

rection . . . for any time not exceeding 2 calendar months.2

DAV I D  R I C A R D O  ( 1 7 7 2 – 1 8 2 3 )

The British economist David Ricardo continued Smith’s work.3 In 1815,
English landowners prevailed on Parliament to pass a “Corn Law,” which
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was a tariff on the imports of food. English industrialists opposed the
tariff because they believed that higher food prices would lead to higher
wages and thus lower profits. For Ricardo, a member of the London
Stock Exchange, this situation presented an opportunity to investigate
how prices are determined in general. Two theories resulted: one of
wages and profits, and one of land rent.

Ricardo’s theory of wages and profits was virtually the same as Adam
Smith’s. His theory of land rent broke new ground, however, because it
introduced the concept of “diminishing marginal productivity.” Ricardo
believed that this concept applied only in agriculture, and that even there
it did not apply to individual workers, but only to combinations of work-
ers and the capital goods they work with. As we shall see in the next chap-
ter, Clark would later apply the concept to individual workers and make
it into his own theory of wages.

Ricardo’s Theory of Wages and Profits
According to Ricardo a worker earns a wage that is equal to the value of
the goods that she requires to subsist. He called this wage the “natural
price” of labor. Ricardo emphasized, though, that the “natural price” of
labor is not determined by nature but by “habit and custom”: “It is not to
be understood that the natural price of labour, estimated even in food
and necessaries, is absolutely fixed and constant. It varies at different
times in the same country, and very materially differs in different coun-
tries. It essentially depends on the habits and customs of the people.” 4

But how are the “habit and custom” of a time and a country determined?
And what makes the wage rise when the price of food rises, as it does
when the government passes a “Corn Law”? Ricardo did not say, perhaps
because he expected his readers to be familiar with Smith’s explanation
in The Wealth of Nations that workers and employers haggle over wages,
and that the final result is determined by their relative power.
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Profits are a residue, according to this explanation. A firm sells its
product in a market in which there are many other firms that also sell ex-
actly the same product; the firm cannot raise the price it charges above
the price of its competitors, and the firm is therefore a “price taker.” The
firm sells its product for the “market price” and collects revenue. Out of
this revenue the firm pays for the factors of production: raw materials,
electricity, maintenance, wear and tear on capital goods (machines and
buildings), and labor. The money left over is the firm’s profit. Hence, as-
suming that the price that a firm can charge for a product is constant, a
higher wage means a lower profit, and vice versa.

R I C A R D O ’ S  T H E O RY  O F  L A N D  R E N T

In Ricardo’s model, agricultural production involves three parties: a
landlord who owns a field, workers who sell their labor, and a farmer
who rents the field from its landlord and hires workers to till the field
with capital goods that the farmer owns (a horse and a plow are an exam-
ple of capital goods). The farmer sells the food that is produced and uses
the proceeds to pay rent to the landlord and wages to the workers. The
level of the wage is determined by “habit and custom,” with which we 
are already familiar. The level of the rent is determined by the fertility of
the field, as will be explained below. The residue after the rent and the
wages are paid is the profit of the farmer; it can be regarded as the pay-
ment for the capital goods that she equipped the workers with and for
the farmer’s organizational and managerial work.

Of course, farmers are free to enter or leave farming at will. If profits
in farming are lower than profits in industry, farmers will become indus-
trialists. This will increase the supply of industrial goods and cause prices
of industrial goods, and therefore industrial profits, to decline, until the
equality between the profits in industry and the profits in agriculture is
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restored. The law of one price that was already introduced in the first
part of the book is thus paralleled by the law of one profit.

To simplify his theory, Ricardo made three assumptions. First, he as-
sumed that each worker uses exactly the same set of tools or capital
goods; the combination of a worker and the tools she works with makes
a unit Ricardo called a “dose.” Second, each field is tilled by exactly one
dose. Third, the doses are interchangeable, with no difference in produc-
tivity between them.

Fields differ in their fertility, and the more fertile the field, the more
productive the dose that tills it. Because of competition between farmers
for fields, the rent for a field fully reflects its fertility. The exact rent on
any given field is calculated by taking the rent on the least fertile field and
adding to it the difference between the value of the crop of this field and
the value of the crop of the least fertile field.

Table 9.1 contains Ricardo’s own figures and can be used to explore
the relationship between the payment to a dose (which consists of the
worker’s wage plus the farmer’s profit), the number of fields brought
into production, and the rent on each field.5 The second column lists 
the product of each field (bushels of wheat) when it is tilled. Ricardo
called this the “marginal product of a dose,” because it shows by how
much the total product increases when that field is added to produc-
tion. The marginal product of the first dose increases the total by 180
bushels, the second by 170, and so on, reflecting the decreasing fertility of
the land. Ricardo could have called it the “marginal product of a dose
and a field,” but he left the field out because the field is always there,
even when it is not being tilled. The last column of the table, the “Value of
Marginal Product,” or VMP, is simply the second column multiplied 
by the price of a bushel, under the assumption that the price of a bushel
is 50¢.
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TABLE 9.1: WHEAT PRODUCTION

DOSES OF INPUT/ MARGINAL TOTAL OUTPUT VALUE OF

FIELD NUMBER PRODUCT OF (BUSHELS) MARGINAL

DOSE (BUSHELS) PRODUCT

(1 BUSHEL = 50¢)
1 180 180 $90
2 170 350 $85
3 160 510 $80
4 150 660 $75

What is the rent on each field? This is determined by subtracting the
remuneration of a dose (the sum of the wage of the worker and the profit
that the farmer collects) from the income produced. Suppose that pre-
vailing remuneration of a dose is $82.50. The farmer who rents the most
fertile field sells $90 worth of food; after paying the dose (i.e., paying the
worker and herself) she has $7.50 left for rent. (She may wish that she
could keep this sum to herself, but she is in competition with other farm-
ers for fields, and this assures that the rent she pays is $7.50.) The same
calculation is repeated for the second field. The farmer who rents that
slightly less fertile field sells $85 worth of food. He must still pay the dose
$82.50, so he pays the difference—$2.50—in rent. But no farmer would
rent the third field, because the value of the crop from that field is $80,
less than the remuneration of the dose. The VMP schedule of the differ-
ent fields is depicted in figure 9.2.

What would happen if the remuneration of a dose rose above $85? In
this case one dose would become unemployed. If, however, the remuner-
ation of a dose declined below $80, one additional dose would be hired.

It is important to note that given the remuneration of doses, the num-
ber of fields in production adjusts itself so that that remuneration is
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roughly equal to the VMP of the dose that tills the least fertile field in
production. In our example the remuneration is $82.50 and the VMP of
the dose that tills the least fertile field is $85. If the remuneration were
only $72.50, two more fields would have been added to production, and
the value of marginal product of the dose that tills the least fertile field
would have been $75. In fact there are many fields, and the change in fer-
tility from one field to the next is probably small. This means that in real-
ity the line in figure 9.2 is smooth instead of stepwise, and that the
remuneration of a dose is either very close, or actually equal to, the VMP
of the dose tilling the least fertile land.

V M P  I N  I N D U S T RY

Production in industry is often carried out not by workers and capital
goods doses, but by teams made of a large number of workers who per-
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form different tasks with different machines and with different skills.
What does not play a role in industrial production, however, is the fertil-
ity of the land. Therefore, unlike the VMP of doses in agriculture, ac-
cording to Ricardo the VMP curve of teams in industry is flat, as shown
in figure 9-4.6 While in agriculture doubling the number of doses may re-
quire tilling less fertile land, in industry doubling the number of teams
means doubling production.

T H E  V M P  O F  I N D I V I D UA L  WO R K E R S

In agriculture the remuneration of a dose equals the VMP of the dose
that tills the least fertile land, or the “marginal dose.” In industry, the
VMP of all teams is the same, and the remuneration of any team is, there-
fore, equal to its own VMP. Does a similar relationship exist also between
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wages or profits and VMPs? Is a worker’s wage equal to the VMP of work-
ers, and are the profits of the owners of capital goods equal to the VMP of
these goods?

According to Ricardo the division of the product of the dose between
the worker and the farmer (who owns the capital goods that the worker
uses) is determined by “habit and custom.” Why not by VMPs? Because
the product of a worker without capital goods (horse and plow) is zero,
and so is the product of capital goods without the worker. Or, instead of
interpreting the marginal products as zeros, it is possible to regard them
as inseparable from the productivity of the dose to which they belong,
and therefore immeasurable.

The use of capital goods is, of course, not limited to agriculture. We
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have already observed that a driver without a taxi cannot provide a trip
and neither can a taxi without a driver, and that means that the VMP of
each is zero or immeasurable.

It is often the case that the marginal product of any worker or machine,
or even of any group of workers together with their machines, is not
measurable, unless all the workers and all the machines are grouped to-
gether. Thus, all the workers and all the machines that are involved in the
construction of a building—be they the operators of the earth-moving
machines and the machines that they operate, the laborers who pour con-
crete and the concrete pumps that they use, the metal workers who erect
the frame and the cranes that lift the metal to them, the plumbers with
their tools and the electricians with theirs—together form just one team.
The marginal product of the team is a high-rise. But the marginal product
of each of these workers or each of the machines they operate is not meas-
urable. A Russian folktale teaches this lesson best.

T H E  G I A N T  T U R N I P

There once was a farmer who wanted to eat a turnip, so he went to his
field to pull it out of the ground. He pulled and he pulled, but no matter
how hard he pulled, the turnip did not come out of the ground. The
farmer called to his wife for help. “My wife, my wife,” he called, “please
help me. I pulled and I pulled, but the turnip will not come out of the
ground.” So the wife pulled the husband who pulled the turnip, but the
turnip did not come out of the ground. The farmer and his wife then
asked their son for help and, when this did not make a difference, they
also asked their daughter; they kept adding more and more members to
their team until all the humans and all the animals on the farm were
pulling. The cat pulled the dog that pulled the pig that pulled the bull
that pulled the cow that pulled the daughter who pulled the son who
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pulled the wife who pulled the farmer who pulled the turnip, but the
turnip still did not budge. When there was nobody else to call, they called
the last animal on the farm, the tiny mouse. “Little mouse, little mouse,”
they called, “please help us. We pulled and pulled, but the turnip would
not come out.”And it was only when the mouse added her effort that the
turnip did come out.

What was the marginal product of the mouse? The whole turnip, be-
cause without her there would have been no turnip. And what was the
marginal product of any other member of the team? The same whole
turnip, because without any one of them there would have been no
turnip. (The marginal product of each member of the team is also zero,
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because without all the rest of the members of the team the turnip would
have stayed in the ground.) Yet the different members of the team could
not each get paid the value of her marginal product because there was
only one turnip to be had. Obviously, the process of production could
not tell us how the turnip would or should be divided among its produc-
ers. Of course, they could all agree to divide it equally, but a true-to-life
ending would have had somebody earning “the lion’s share,” in line with
Smith’s and Ricardo’s theory of wages.
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