
6.5. WORK AND WAGES: THE LABOUR DISCIPLINE MODEL: 
A firms can increase the cost of a job loss (employment rent), and therefore the effort exerted by its 
employees (since they don’t want to lose their jobs), by raising wages.  
 
In a firm, there are also games where the 2 players are the employer and the employee.  
Employer chooses a wage based on their knowledge of how employees will respond to higher or lower 
wages and informs employees that she/he will be employed in subsequent periods at the same wage if 
they work hard enough. 
The employee chooses a level of work effort in response to the wage offered taking into account 
employment rent. 
 
The 2 players’ strategies are a Nash equilibrium 
Nash equilibrium A set of strategies, one for each player in the game, such that each player’s strategy is a 
best response to the strategies chosen by everyone else. 
 
EMPLOYEE’S BEST REPSONSE: 
Effort level vary between 0 and 1 (proportion of each hour that she spends working diligently).  
Effort has a cost (DISUTILITY OF WORK) and a benefit (INCREASES LIKELIHOOD OF KEEPING HER JOB).  
 
worker’s best response function (to wage) The optimal amount of work that a worker chooses to perform 
for each wage that the employer may offer. 

 
At a low wage (J), a small increase in wage 
leads to a big increase in effort 
At a high wage (K), a small increase in 
wage leads to a small increase in effort  
 
Best response curve is the frontier of the 
employer’s feasible set of combinations of 
wages and effort that is gets from its 
employees.  
Slope of best response curve is the 
employer’s MRT of higher wage into more 
worker effort.  

 
As level of effort approaches the maximum possible level, the disutility of effort becomes greater. Takes a 
larger employment rent to get effort from the employee.  
The higher the initial wage, the smaller the increase in effort and output the employer gets from an extra 
$1 per hour in wages.  
 
6.7. WAGES, EFFORT, AND PROFITS IN THE LABOUR DISCIPLINE MODEL: 
Employers want to reduce costs as much as possible  
To maximize profits, the employer should find a feasible combination of effort and wage that minimizes 
the cost per unit of effort (w/e), or maximize the number of units of effort per wage (e/w) 



 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
Employer wants steepest isocost line but he/she can’t control the employee’s effort, he/she has to pick 
some point on the employee’s best response curve.  
Best employer can do is where the isocost line is just touching (tangent to the worker’s best response 
curve) 
Here MRS=MRT 

 
B would be there more cost 
efficiently option but since it 
doesn’t intersect with the best 
response curve, it is not feasible.  
 
Wages set in this way are known as 
efficiency wages.  
 
Balances the trade-off employer is 
willing to make between wages and 
effort, against the trade-off he is 
constrained to make by the 
employee’s response.  

 
efficiency wages The payment an employer makes that is higher than an employee’s reservation wage, so 
as to motivate the employee to provide more effort on the job than he or she would otherwise choose to 
make.  
labour discipline model A model that explains how employers set wages so that employees receive an 
economic rent (called employment rent), which provides workers an incentive to work hard in order to 
avoid job termination.  
 


