No Excel Workbook

Labor Supply Answers

1-A) With U = (24 - H)cGd and c = d = 1, compute the MRS at H = 8, G = 120. Show your work.
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Notice that the MRS is actually positive because the indifference curves slope up (because H is a bad).
We can evaluate the expression for the MRS at the desired point (and with the exponents equal to one) to compute the MRS at that point:


[image: image2.wmf]5

.

7

]

8

24

][

1

[

]

120

][

1

[

)

24

(

=

-

=

-

=

H

d

cG

MRS


1-B) If m = 40, w = 10, p = 1, what will this consumer/worker do at H = 8, G = 120? Why?

Draw a graph to help explain your answer.

Because the MRS = 7.5 is smaller than the real wage (w/p) = 10, we know that the indifference curve is cutting the constraint and, furthermore, the indifference curve is flatter than the budget line when they intersect. The picture would look like this:




The consumer/worker would want to travel up the budget line, working more hours and obtaining more goods to maximize satisfaction.

2-A) Click the "Q&A #2" button in the IndiffCurve sheet (which is displayed when you click the Reveal IndiffCurve button in the YourIndiffCurve sheet).

The button changes the exponents in the utility function and leaves the initial indifference curve on the graph to enable easy comparison.

Take a picture of the chart with the two indifference curves and paste it in your Word document.
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2-B) How would you describe the preferences of these two individuals?

The one with the steeper indifference curve is less willing to trade work for goods. Work is more of a bad for this person and goods mean less (compared with the initial, c = d = 1 person). Compared to this person, the initial person is some kind of workaholic, materialistic personality. Not that there’s anything wrong that (said as if Jerry Seinfeld)—remember, economists do not judge. (
2-C) Click the Reset button in the OptimalChoice sheet (which is displayed when you click the Reveal Optimal Choice button in the YourOptimalChoice sheet).

Enter the new c and d values from the IndiffCurve sheet and run Solver.

Take a picture of the optimal solution and graph and paste it in your Word document.
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2-D) What is the effect on hours worked of the new preferences (compared with the initial values c = d = 1)?

Predictably, the new preferences have resulted in this person working fewer hours (and consuming less), from 10 to just under 8 hours.

3-A) The reduced-form expression (for c = d = 1) for hours worked is:
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The H* = 0 portion is explored in the next question.

Use the top equation (applicable because m = 40) to compute the wage elasticity of demand at w = 10 (and m = 40).

We apply the formula for elasticity at a point:
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We evaluate this expression at the given values of w and m:
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3-B) Explain why the elasticity you computed for part A does not equal 0.1, the elasticity in cell E14 of the CS1 sheet.

Because H* is nonlinear in w. This is easy to see from the fact that w is the denominator of H*. If you take the derivative of H* with respect to w, w appears in the derivative. This means that the slope is not constant and depends on w. Thus, the rate of change in H* depends on the size of the change in w.

4) The reduced form for H* has the condition that if m > 240, then H* = 0, because when c = d = 1, p = $1/unit, w = $10/hr and m = $260, the reduced form says that:
.
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Draw the canonical consumer choice graph (with indifference curves and the budget constraint) that reflects this situation.

Explain what is happening in this case.




This is a corner solution. The consumer/worker cannot choose negative hours of work so H* = 0 is the optimal, corner solution.

The result does make common sense. As unearned income rises, hours of work fall, and at “very high” levels of income, the consumer/worker cannot be enticed to work by the paltry real wage being offered. “But Bill Gates works,” you might argue. True, but not for $10/hr.













H = -1





H* = 0
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