ECO-337: Problem Set 1

1. From the Textbook

1.1 Chapter 1

Review Questions

2.

(a) normative (b) positive (c) positive (d) normative (e) positive
6.

Laws preventing women from working more than 40 hours per week essentially blocked mutually beneficial transactions. There were women who wanted to work more than 40 hours a week, and there were employers who wanted to employ them for more than 40 hours a week. The restrictions upon their employment prevented these transactions from occurring and therefore made both the women and their potential employers worse off.
Problems
2.

a. W = -1 + .3x20 = 5 dollars per hour.
b. W = 3 + .3x20 - .01x20x20 = 3 + 6 - 4 = 5 dollars per hour.
1.2 Chapter 2

Review Questions

2.

(a) A fall in the danger of the occupation, other things being equal, should increase the attractiveness of that occupation, shifting the supply curve to the right and causing employment to rise and wages to fall.
(b) An increase in product demand will shift the demand for labor curve to the right causing both wages and employment to increase.
(c) Increased wages in other occupations will render them relatively more attractive than they were before and cause the supply curve to the occupation in question to shift to the left. This will cause employment in this market to fall and wages to rise.
4.

Starting from the position of equilibrium, a labor market could experience a fall in the equilibrium wage if either the demand curve shifts to the left or the supply curve shifts to the right. While market wages are usually stated in nominal terms, their relationship to the prices of both consumer and producer products is of ultimate importance. Therefore, both parties to the employment relationship are, in the last analysis, concerned with the real wage rate. The real wage rate can fall when the nominal wage rate is rising if prices of consumer and producer products rise even more quickly.
10.

The initial response to a leftward shift in the labor demand curve in the context of fixed wages is for there to be a relatively large decline in employment. This decline in employment is larger than the ultimate decline in employment. The initial disequilibrium between demand and supply in the labor market should force wages down in the long-run, and as wages decline firms will move downward along their labor demand curves and will begin to employ more labor. However, employment in the region would recover to its prior level (assuming no subsequent shifts in demand or supply curves) only if the supply curve was vertical; if supply curves are upward-sloping, the declining wage will cause some withdrawal of labor from the market and employment will not recover to its prior level.
Problems
2.

a. See the figure.  Plot the Ld and Ls curves by solving for desired employment at given wage rates.  If W = 500, for example, employers desire 25,000 workers (Ld = 100,000 – 150x500); if W = 400, they would desire 40,000.  Since the equation above is for a straight line, drawing a line using these two points gives us the demand curve.  Use the same procedure for the labor supply curve.
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b. To find the equilibrium, solve for the wage at which the quantity of labor supplied equals the quantity of labor demanded:  Ls = 20,000 + 350W = 100,000 – 150W = Ld.  Solve for W by adding 150W to both sides and subtracting 20,000 from both sides to yield 500W = 80,000.  Dividing both sides by 500 reveals that W = $160 per day.  Plugging W = $160 into both the labor demand and supply equations shows that L = 76,000 schoolteachers. 

c. The new labor supply curve is Ls' = 40,000 + 350W.  Setting this equal to Ld and solving shows that W = $120 per day; L = 82,000 school teachers.  Employment doesn't grow by 20,000 because the shift in the supply curve causes the wage to fall, which induces some teachers to drop out of the market.
1.3 Chapter 3

Review Questions

2.

Consider a simple competitive labor market in which the demand and supply of women are both expressed in terms of the wage received by women (which, in the absence of any subsidy, is assumed to be equal to the wage paid by employers). Given the demand curve, D0, and the supply curve, S0, market clearing wage and employment levels will be W0 and E0, respectively.
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Suppose the government now subsidizes employers by paying them 50 cents for every hour women work. Viewed in terms of the wage received by women, the employers' demand curve will shift up by exactly 50 cents (reflecting the fact that this amount will be paid by the government). At the old market clearing wage received by women, W0, the number of women employers want to hire, E2, exceeds the number who are willing to work, E0. This puts upward pressure on the wage received by women, and this wage rises until the excess demand for labor is eliminated. This equilibrium occurs at the wage rate W1, and the employment level E1.
It is clear from the figure that the wage received by women increases by less than 50 cents as long as the supply of labor curve is not vertical (i.e., as long as labor supply is responsive to wages). Indeed, the more responsive labor supply is to the wage rate, the less the women's wage will rise. Since the wage paid by employers now equals the wage women receive less the 50-cent subsidy, it is also clear that the wage paid by employers declines (by 50 cents minus the increase in the wage women receive).
It is important to stress to students that one would reach identical conclusions if one analyzed the subsidy in terms of the wage employers pay. If supply and demand curves are drawn in terms of this variable, a 50-cent-an-hour subsidy for women would shift the female labor supply curve down by 50 cents. At the old wage paid by employers, the supply of female labor would now exceed the demand. Downward pressure would be placed on the wage paid by employers and it would fall by less than 50 cents (as long as labor supply was responsive to the wage). As a result, the wage received by women would rise by 50 cents less the fall in the wage paid by employers.
6.

If labor markets work reasonably well in adjusting to incentives, it will make no long-run difference whether employers or employees are legally liable for the tax. If employers are liable for the tax and the supply curve is vertical, the tax is shifted to employees in the form of a wage cut equal to the tax. Hence, in the long run, the employees pay the tax anyway. If employers are liable and the supply curve is horizontal, employer labor costs rise but fewer employees are hired; the response would be the same if employees paid directly (the supply curve would shift up by the amount of the tax). Finally, if the labor supply curve is upward-sloping, the end result of both alternatives for placing the tax liability is for employer labor costs to rise, employee take-home wages to fall, and for employment to fall.
Problems
2.

The mill will hire workers until MRPL = W.    20 - .5L = 10 when L = 20 workers.
4.

The firm needs to compare the marginal cost to the marginal revenue of hiring an additional supervisor.  The marginal cost is always $500 for each extra supervisor.  The marginal revenue is the number of additional units produced times the price of output.  
Number of Supervisors

 MC


           MR
1



$500


$.50 x 3,800 = $1900
2



$500


$.50 x 3,200 = $1600
3



$500


$.50 x 1,500 = $750
4



$500


$.50 x 700   = $350
5



$500


$.50 x 400   = $200
The firm will hire three supervisors since the marginal revenue generated from hiring the third supervisor exceeds $500 but the marginal revenue generated from hiring the fourth supervisor is less than $500.
2. Essay Questions

2.1

The job of the labor market is to promote mutually beneficial transactions, and to work well the market must be characterized by the absence of barriers to the accomplishment of these transactions.  Enslavement implies the lack of ability to transact freely, so slavery is inconsistent with the goal of accomplishing mutually beneficial transactions. While low wages and poor working conditions do characterize slavery, they may be accepted voluntarily by workers whose alternatives (for example, those in their country of origin) are even worse. Thus, low wages and poor working conditions do not necessarily imply the existence of slavery.

2.2

Absent conscription, firms cannot pay below the market wage, because at that wage, demand exceeds supply (supply becomes the constraint on employment).  With wages below equilibrium, the competition for employees among employers will drive the wage up toward the market-clearing level.  Thus, a below-market minimum wage will not be binding (that is, firms will voluntarily pay more than the minimum wage to their workers).  

2.3

To maximize profits requires that the desired level of output be produced at minimum cost.  The cost of producing an extra unit of output using an hour of American labor is 75 cents ($15/20 units), while the cost of using workers in Honduras is 67 cents ($6/9units); therefore, using labor in Honduras is cost-minimizing.  [Note: it is incorrect to conclude that American labor is preferred because the difference between its marginal revenue product and wages ($20 - $15 = $5) is greater than in Honduras ($9 - $6 = $3).  To see this, suppose the firm wants to add 180 units (worth $180) to its total hourly output level.  It can do this by hiring 9 Americans at a cost of $135, and make $45 in profits – or it can add 20 workers in Honduras at a cost of $120 and make profits of $60.]

3. Group Question:

We discussed most of the answers to these questions in class. The proposals from the president range from allowing employees to sell company stock after a relatively short period (3 years), to setting up maximums for the proportion of retirement investments in company stock.

The last question expects you to understand that diversification is one of the most effective ways to hedge risk. Workers face risk from their employment (income risk), and from their investments. The worst case scenario is when these risks are correlated, meaning that if the company at which you work goes down, you lose both your wages and your investments.

4 Multiple Choices

1.d 

2.a

3.a

4.c

5.c

6.c

7.b

8.c

9.b

10.b

11.b

PAGE  
1

