ECO-337 Problem Set 3

1. From the Textbook

Review Questions

2.

This question can be answered in two ways. The first would note that a firm should seek to minimize its total cost of labor, not just its wage costs. The former includes the costs of hiring and training individuals to replace workers who have quit. If the costs of hiring and training replacements are high and a firm's quit rate is sensitive to the wage rate it pays, it may make sense for the firm to pay above-average wages in the hope of discouraging quits. This would make sense as long as the marginal costs the firm incurs in paying higher wages are less than the marginal benefits associated with reduced hiring and training costs. (The student would then have to discuss whether hiring and training costs are likely to be high for the Postal Service and whether the quit rate of Postal Service workers is likely to be sensitive to their wage rate.)
A second, more formal, type of answer would stress the distinction between specific and general training. Only if training is specific will firms bear any of the cost of training, and only in this situation will they pay above-market wages to discourage quits. As a result, if specific training is required in the Postal Service, Postal Service workers would get paid more than people of the same age and education bear only a share of the costs and thus reap only a share of the benefits.
4.

Most full-time workers earn more than $7,000 to $12,000 per year, so the unemployment insurance tax becomes a fixed cost per employee (it is the same for both skilled and unskilled workers). Relative to their marginal productivities, this equal "fixed charge" raises the costs of unskilled labor more than skilled labor, and it will tend to induce the substitution of skilled for unskilled workers. (It will also cause firms to increase hours per worker and reduce the number of employees. This substitution effect will be stronger for unskilled workers because their percentage cost increases are greatest.)
6.
This policy clearly increases the expected cost of employing women of childbearing age by imposing on employers a quasi-fixed cost (equal to 4 months of normal earnings). This increased cost, other things equal, will reduce the employment of younger women; the quasi-fixed nature of the cost implies that their employment will fall more than their average hours of work.
For older women, for whom the costs of employment are unaffected, there will be both scale and substitution effects. The former will tend to reduce demand for their services, while the 23 latter will tend to increase it. The overall effects of this policy on the demand for older women cannot be predicted from theory alone (however, the four factors affecting the elasticity of demand for labor can be used to analyze when the substitution effect will be large relative to the scale effect).
Problems
2.

The firm will undertake the training if the discounted net benefits from the post-training period exceed the net expense from the training period, i.e., if W0 + Z - MP0 < (MP1 - W1)/(1 + r).  Plug in the values to solve for W1 at the breakeven point.  $100 + $50 - $100 = ($200 - W1)/1.1, or $50x1.1 = $200 - W1, so W1 = $145.  If the post-training wage is less than $145, the firm will make a profit.
2. Essay Questions

2.1

In the short-run (that is, when training investments have already been concluded, so all that is variable is the employment levels of trained workers), marginal revenue product still exceeds wages by $3 per hour, so it is advantageous for the company to continue employing workers it has already trained.  The company is not making back enough to make the training be a good investment, but making back $3 per hour is better than laying off the workers and making back nothing!  Thus, workers will not be laid off.

In the long-run (that is, when the company is deciding about investing in new workers), the $3 payback per hour is not sufficient to justify the training investment if wages remain as they are.  Thus, the firm will not hire and train new workers under the current circumstances.  Employment will fall as the firm fails to replace those who leave, and the decline in employment will eventually serve to raise the marginal productivity of labor.  The decline in employment will stop when the marginal revenue product of labor is once again $5 greater than the wage rate.

3. Group Question

You have to realize that this question is the mirror image of the discussion we had in class regarding the effects of a possible increase in the overtime pay premium. In this case the suggestion is to eliminate the overtime premium, effectively making much cheaper to ask people to work beyond their regular schedules. The economists suggesting this are the ones likely to be correct. It is true that it might exist a substitution effect (prefer to ask workers to work more hours than hiring more workers, or even fire some workers and ask the remaining ones to work more) that could potentially reduce employment, but the scale effect coming from eliminating the constraint imposed by the pay premium might actually more than compensate and lead to an increase in overall employment. This is especially true because the usage of overtime work has a limit, especially if you are not rewarding individuals very well.

4. Multiple Choices

A.  c.

B.  c

C.  c

D.  c

E.  c

F.  b

G.  a

H. c
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