SUNY-Stony Brook. Economics Department

Economics 337: Spring 2002

Professor Hugo Benítez-Silva

Problem Set 4: Due Wednesday April 10, 2002

Questions refer to the material of chapter 6 in the textbook. Please in your answers always show your work.

1. From the textbook (remember to justify your answers, do not just copy from the book, credit is given mainly for reasoning about the answers):

Chapter 6 (pages 216 to 217): 

Review Questions: 1, 3, 4, 5, and 8



Problem: 1

2. Essay questions (Answer should not be much longer than a paragraph or two, think before you answer)

2.1 Evaluate the following quote: ``Higher take-home wages for any group should increase the labor force participation for that group.’’

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.)

4. Choose the one alternative that best completes the statement or answers the question. There are 8 statements or questions. It is not enough to circle one answer. You have to give a brief but appropriate explanation.

A) If leisure is a normal good then an increase in non-labor income will cause desired hours of work to:

a) increase

b) decrease

c) stay the same

d) either decrease or increase

e) none of the above

B) An increase in the marginal tax rate will cause

a) A pure income effect

b) A pure substitution effect

c) Both an income and a substitution effect

d) Neither and income nor a substitution effect

C) If Alice’s wage increases from $6 per hour to $6.5 per hour, then

a) She will want to work more hours than before her raise.

b) She will want to work fewer hours than before her raise.

c) She will want to work the same number of hours as before her raise.

d) She may want to work more, fewer, or the same number of hours as before her raise.

e) none of the above

D) Indifference Curves drawn with leisure and income on the axes have negative slopes

a) because people are willing to give up income to obtain ore leisure and vice versa.

b) if a person likes leisure more than income.

c) because they cannot cross one another.

d) unless one of the goods is inferior. 

E) On the portion of a worker’s labor supply curve that is backward-bending,

a) the substitution effect outweighs the income effect

b) the income effect outweighs the substitution effect

c) the income effect is negative

d) the substitution effect is negative

F) A decrease in the implicit tax rate on welfare benefits serves as

a) an incentive to work fewer hours

b) an incentive to work more hours

c) a way to decrease the income of welfare recipients

d) a way to decrease spending on benefits

G) Fixed costs of working act like

a) a pure substitution effect

b) a pure income effect

c) a combination of both a substitution and an income effect

d) neither a substitution nor an income effect

H) A subsidy to pay for a portion of child care costs will cause labor force participation rates to

a) remain unchanged

b) change ambiguously

c) increase

d) decrease
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