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Chapter 6  The Labour Market
1 The role and operation of the labour market
What is the labour market?
The labour market is where the supply of labour offered by households interacts with the demand for labour by 
firms. This interaction gives us the price of labour (in other words the wage rate).

The demand for labour is said to be ‘derived’.  This means that the demand for labour is dependent on the 
demand for the products and services for which the labour is required.

The Labour market is where workers sell their labour and employers buy their labour.  The market is made up of 
household’s supply of labour and firms demand for labour.

How are wages determined?
In a free market economy wages are determined by the interaction of demand and supply. However, in reality the 
government and trade unions will exert influence on the actual wage level.

The labour market offers a meeting place for workers and employers to determine pay and the number of 
workers who will be employed. A shortage of workers leads to higher pay; this in turn sends a signal to the 
labour market that more workers are needed. 

Activity 1

Sam is 17 and works at his father’s fish and chip shop. He is working part-time for eight hours  
a week. The money he earns is used to run his second-hand car.  
He doesn’t expect to work in his current job for long as he is going to university in September.  
Why does Sam choose to work only 8 hours per week?
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2 How are workers paid?
Some workers are paid a salary where their annual pay is divided into 12 equal parts and paid monthly. Other 
workers are paid an hourly rate and this is known as their wage.  Economists often use the term ’wage’ to cover 
both salary and wages.

There are some factors that may cause the labour market to not operate perfectly. These could include:

Workers lacking the skills required;

 u Workers are unwilling to move to another part of the country or indeed to another country. We often use 
the term ‘geographical immobility’ to describe this feature of the labour market.

 u Personal factors such as family ties may be an issue

 u Information failure is a form of market failure where economic agents lack full information. Some people 
will be unaware of all of the job opportunities that exist.

Activity 2

There are a number of labour markets which depend on location and nature of skills involved. 
Can you list three of each type?

Location

Skills involved

Activity 3

Using the internet or local newspapers find a job that you would like to do for work experience.  
What are the pay and conditions for this job?

What are the best and worst aspects of the job that you have chosen?



Copyright Tutor2u Limited  /  All Rights Reserved. NOT TO BE PHOTOCOPIEDwww.tutor2u.net/economics

Page 61 AQA GCSE Economics topic companion: How Markets Work

How can we use demand and supply to determine wages?

Previously, we have used demand and supply diagrams to show how price and quantity is determined in the 
market place. We can use a similar process in the labour market.

The factors affecting the demand and supply of labour

Demand factors
 u The performance of the economy – if the economy is performing well and demand is growing, 
businesses are more likely to demand labour to make products or provide services.

 u Changing demand in specific markets – if a particular market is growing, businesses within that market 
are likely to demand more labour

 u Wage rates – if wage demands are relatively low, businesses are more likely to demand more labour

 u Productivity of labour – the more efficient an individual is, the more likely to they are to be employed.  
However, as workers become more and more efficient, fewer people will be needed to perform a task

 u Profitability of  firms – the more profit a firm is making the more likely they are to increase employment.

Supply factors
 u Wage rate – the higher the wages offered, the more likely people are to offer their services to employers

 u Other monetary benefits – these could include bonuses or pension contributions from employers.  
Offering these means an individual is more likely to seek employment

 u Structure of the population – if the population is aging (i.e. the proportion of older people is growing and 
the proportion of younger people is falling) there is a smaller supply of labour.

 u Fringe benefits – these could include company cars, healthcare insurance or extended holidays.  
The more fringe benefits offered the more likely people are to seek employment with a particular business.

 u Education and training – the more educated and trained people are the more likely they are to offer their 
services.

We can use a modified demand and supply diagram to illustrate the impact of changing conditions to the supply 
and demand of labour.



Copyright Tutor2u Limited  /  All Rights Reserved. NOT TO BE PHOTOCOPIED www.tutor2u.net/economics

AQA GCSE Economics topic companion: How Markets Work Page 62

For example, what happens to the supply and demand for labour if the economy sees growth?

Note: the different labels for the axes and curves compared to demand and supply diagrams we used before.
Here, the improvement in the economy has resulted in an increase in demand for labour. This causes a rightward 
shift in the Labour demand curve.

What if there is a decrease in the cost of nursery or creche facilities?

Here, as childcare facilities have become cheaper, more people are willing to supply their labour.
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How big will the above changes in the labour market be?

At this stage, it is worth recapping your knowledge of Price Elasticities of Demand and Supply.  Both of these will 
have an impact on the size of any change.

It is the interaction of the two that is important. For example, when demand is low and elastic and the supply is 
high and inelastic, the wage will be low e.g. cleaners.

There are cases where supply may be perfectly inelastic, for example a footballer with very rare talents, such as 
Premier League footballer will receive very high wages.

Activity 4
Draw a demand and supply of labour diagram to show what might happen to the wages  

of a Premier League Footballer after they have got their first call up for their international team.

Quanitiy of labour

Wages


