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4. Operation of the law of substitution: 

Fourthly, the theory assumes the possibility of the substitution of 

different factors. It means that the factors like labour, capital and 

others can be freely and easily substituted for one another. For 

example, land can be substituted by labour and labour by capital. 

5. Profit maximisation: 

Fifthly, the employer is assumed to employ the different factors in 

such a way and in such a proportion that he gets the maximum 

profits. This can be achieved by employing each factor up to that 

level at which the price of each is equal to the value of its 

marginal product. 

6. Full employment of factors: 

Sixthly, the theory assumes full employment for factors. 

Otherwise each factor cannot be paid in accordance with its 

marginal product. If some units of a particular factor remain 

unemployed, they would be then willing to accept the 



employment at a price less than the value of their marginal 

product. 

7. Exhaustion of the total product: 

Finally, the theory assumes that the payment to each factor 

according to its marginal productivity completely exhausts the 

total product, leaving neither a surplus nor a deficit at the end. 

Some Key Concepts: 

The theory is also based on key certain concepts. 

These are the following: 

1. MPP: 

The first is marginal physical product of a factor. The marginal 

physical product (MPP) of a factor, say, of labour, is the increase 

in the total product of the firm as additional workers are employed 

by it. 

2. VMP: 

The second concept is value of marginal product. If we multiply 

the MPP of a factor by the price of the product, we would get the 

value of the marginal product (VMP) of that factor. 

3. MRP: 



The third concept is marginal revenue product (MRP). Under 

perfect competition, the VMP of the factor is equal to its marginal 

revenue product (MRP), which is the addition to the total revenue 

when more and more units of a factor are added to the fixed 

amount of other factors, or MRP = MPP x MR under perfect 

competition. It is simply MPP multiplied by constant price, as P = 

MR. [VMP of a factor = MPP of the factor x price of the product 

per unit, and MRP of a factor=MPP of the factor x MR under 

perfect competition. So under perfect competition VMP of a factor 

= MRP of that factor.] 

 


