Eco- 337 Problem Set 4

1. From the Text Book

4.

Answer: The proposal to reduce the average DI benefit may cause recipients to seek work or it may not, depending on their preferences and the extent of the cut. Compare, for example, cases a, b, and c below.
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The proposal to allow DI recipients to keep their benefits until a certain earnings level is reached will induce some of those now not working to work at least a little (case d). Others may have preferences that preclude work (case e). However, some of those who medically qualify for DI but would now work may decide to cut their hours of work (case f). Thus, it is not clear from theory which proposal would have the stronger work incentives.
8.

Answer: Reducing the marginal tax rate has the effect of increasing the wage rate because workers are allowed to keep more from any extra hours worked. Keeping tax revenues constant suggests that workers' after-tax incomes also remain constant. Thus, the Tax Reform Act tended to increase the wage while keeping workers' incomes constant, creating a pure substitution effect that tended to increase hours of work.
2. Essay Question

Answer:  This quotation is correct because for labor force participation decisions, the substitution effect dominates the income effect.  The strength of the income effect is relatively weaker when the initial hours of work are smaller.  When initial hours of work are zero – as is the case when a person is out of the labor force – then the income effect is zero if leisure is a normal good (increased resources cannot induce one to increase the consumption of leisure, since leisure hours are already at their maximum).
3 Group Question: Remember to work in groups but hand in your answers individually.

As you probably know since it has been all over the news and we have discussed in class the ENRON fiasco left many workers without a job and without their retirement savings. In the last months, many of those that lost their jobs have been hired by other firms in the U.S. and around the world. Some anecdotal evidence seems to indicate that most people have had to accept lower wages in their new jobs. Analyze how this shock to wealth (retirement savings) and the decrease in wages is likely to affect the labor supply of these individuals. Use the theory we have covered in this chapter. Be as formal and precise as possible. (Notice that retirement savings can be considered expected wealth, but they increase or decrease can affect current behavior.)

Suggested Answer: Here you really just had to follow very closely what we have discussed in class. The likely decrease in wages that ex-Enron employees are facing has both an income effect (which increases their labor supply), and a substitution effect (which decreases their labor supply), you basically had to motivate these two effects. With respect to the effect of the disappearing retirement savings, the issue is a bit more complex. It is a fairly pure income (wealth) effect, but we are not talking about current wealth but about future wealth. People do not value wealth today in the same way they value wealth tomorrow, but it is reasonable to effect a kind of wealth effect that in this case would push labor supply up. However, we can expect a wealth effect smaller than if it were a wealth loss today. Whether at the end the income would dominate the substitution effect or not it is an empirical question. We would need information about the preferences (static and intertemporal) and the constraints to fully answer this question. 

4. Multiple Choice

A. b

B. c

C. d

D. a

E. b

F. b

G. b

H. c

