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Spring 2010

Date : 5/20 (Thu.)
I. Multiple Choice (45 points)

1) Suppose labor supply can be described as ES = 0.1w – 1,000 where w is yearly salary.  How many more workers are willing to work at a yearly salary of $40,000 than were willing to work at a yearly salary of $35,000?
A.  50

B.  100

C.  500

D.  1,000

E.  5,000

Ans:  C

2) What is the difference between normative and positive economics?

A.  Normative economics concerns the how and why of economic activity while positive economics concerns what should be.

B.  Positive economics concerns what is while normative economics concerns what should be.

C.  Both concern the how and why of economic activity while only positive economics also concerns what should be.

D.  Neither deals with the how and why of economic activity, but normative economics concerns what should be.

E.  Positive economics is used in Microeconomics while normative economics is used in Macroeconomics.

Ans:  B

3) Assuming that consumption and leisure are normal goods, then hours worked will fall when the wage increases if:

A.  The income effect dominates the substitution effect.

B.  The substitution effect dominates the income effect.

C.  If the income and substitution effect move in the same direction (i.e., if they are of the same sign).

D.  If the income and substitution effect move in the opposite direction (i.e., if they are of the opposite sign).

E.  The wage increase is accompanied by an increase in prices.

Ans:  A

4) All of the following represent an increase in non-labor income except for:

A.  A decrease in the income tax rate.

B.  Receiving higher dividends from a stock portfolio.

C.  An increase in a spouse’s wage.

D.  Receiving an inheritance from a long-lost uncle who recently passed away.

E.  The government reducing the cost of tolls on some highways.

Ans:  A

5) Labor demand is more elastic the greater the elasticity of substitution between labor and capital because

A.  workers supply more labor when their wage increases.

B.  the firm’s output price falls when the firm produces more output.

C.  a firm is less willing to pay higher labor costs if it is easy for the firm to substitute capital for labor.

D.  firms always have the option of substituting capital for labor.

E.  a firm’s technology is slow to change.

Ans:  C

6) Why is the short-run labor demand curve less elastic relative to the long-run labor demand curve?

A.  Because firms care about changes in wages in the short-run but not in the long-run.

B.  Because firms are better able to substitute capital for labor in the long run compared to the short run.

C.  Because labor is a normal good.

D.  Because the firm’s product demand curve is more elastic in the long run compared to the short run.

E.  Because isocost curves get shallower when the wage increases.

Ans:  B

7) Compared to the labor market outcome when there are no payroll taxes, imposing a payroll tax on labor will typically

A.  result in firms paying a higher wage.

B.  result in workers receiving a lower wage.

C.  decrease overall employment.

D.  increase dead weight loss.

E.  All of the above are true.

Ans:  E

8) If labor is supplied perfectly inelastically, then the imposition of a payroll tax will do all of the following except:

A.  reduce the wage rate by exactly the amount of the tax.

B.  leave employment levels unchanged.

C.  leave firm profits unchanged.

D.  reduce total output.

E.  generate tax revenue paid to the government.

Ans:  D

9) What does not enter into the present value calculation of a college degree?

A.  The cost of college tuition.

B.  The cost of books.

C.  Wages of college graduates.

D.  Lifetime wages of non-college graduates.

E.  The value of one’s scholarships.

Ans:  D

10) People decide how much schooling to receive based on:

A.  Their discount rate.

B.  The marginal rate of return to schooling.

C.  The present value of expected future earnings.

D.  Their ability to succeed in education programs.

E.  All of the above factors influence how much schooling one receives.

Ans:  E

11) A hedonic wage function could be applied to which of the following job characteristics?

A.  The probability of being injured on the job.

B.  The degree to which a job involves monotonous work.

C.  The degree to which the area surrounding the job location is safe.

D.  The degree to which a job involves strenuous work.

E.  All of the above can be represented with a hedonic wage function.

Ans:  E

12) The value of life is calculated by comparing

A.  wages to risk levels.

B.  risk levels to the number of children in a worker’s household.

C.  wages to the number of children in a worker’s household.

D.  average life expectancy by occupation to average risk levels by industry.

E.  life insurance policies to hours worked.

Ans:  A

13) Piece rates would work best for which of the following occupations?

A.  Workers on a factory assembly line.

B.  Firemen.

C.  Body guards.

D.  Taxicab drivers.

E.  Senators.

Ans:  D 

14) One disadvantage of using a tournament is:

A.  No one will apply for tournament-style jobs.

B.  Tournaments are more expensive than time rates or piece rates.

C.  Workers who view themselves as losing the tournament will quit providing effort.

D.  The winners of tournaments are typically over-paid.

E.  Tournaments are not able to identify the most productive workers.

Ans:  C

15) When considering the running of a corporation, there is a principle-agent problem between share holders and the CEO because:

A.  Share holders want the firm to maximize the firm’s share price while the CEO wants to maximize profits.

B.  The CEO has more objectives than just maximizing firm profit.

C.  The share holders cannot observe all of the CEO’s decisions.

D.  Both (B) and (C) apply.

E.  All of (A), (B), and (C) apply.

Ans:  D

II. True or False (25 points)

Respond to each statement True, False or Uncertain and then justify your response. The justification of your response is the most important part of your answer.

1) Occupation A and B are identical in every respect expect that the jobs in A require being away from home three nights a week. In a competitive market the equilibrium wage in A must be higher than in B. (Assume that all workers dislike being away from home three nights a week.)

Ans:  True 
According to the assumptions of Compensating wage differential theory, workers seeks to 
maximize their utility. They prefer more pleasant job with lower income rather than less 
pleasant job with higher income. In employee side, occupation B is better job than occupation

A (see graph shown as below, workers’ indifference curve for occupation A and B ), In employer side, firms operate at zero profits as well as perfect competition market, and provide ‘bad’ job (such as occupation A) with no compensation wage differential would have trouble recruiting or retaining workers, hence fore it to raise its wage, provide an isoprofit curve like YY’, in order to match worker which is willingness to choose occupation A like indifference curve A. 
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(Ref to PPT-Compensating Wage Differential, pg13-23) 
2) If leisure is a normal good, and increase in the price of goods purchases in the marketplace makes a worker to increase hours of work. (HW#1 的 I-2)
Ans:  Uncertain

Increase in the price of goods purchases in the marketplace can be considered as real wage rate (W/P) decreases. Holding income constant, price of market good increases, the same amount of market good cannot be consumed, therefore real wage rate (W/P) falls. It generates income effect (IE) and substitution effect (SE) when the price of market goods raises as well as real wage rate (W/P) falls. When income effect occurs, a worker increases hours of work (H) and decreases hours of leisure (L) because he/she needs more income to buy same amount of market good in response to a increase in price of market goods. When substitution effect occurs, a worker decreases hours of work leisure is cheaper than before in response to a increase in price of market goods.   (H) and increases hours of leisure (L) because the opportunity costs of 

There are two situations can be explained. 

i) IE>SE : W/P↓→L↓,H↑


[image: image1]
If the income effect (Q(R) dominates the substitution effect (P(Q), the worker decreases hours of leisure as well as increases hours of work in response to a increase the price of market goods. 

ii) SE>IE: W/P↓→L↑, H↓[image: image5.wmf]Dollars
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If the substitution effect (P(Q) dominates the income effect (Q(R), the worker increases hours of leisure as well as decreases hours of work in response to a increase the price of market goods. 

(Refer to PPT—Labor Supply, pg25-26)
3) In almost all data sets we observe a positive relationship between labor earnings and schooling. Therefore, it must be true that schools produce more productive workers. (HW#2 的 I-1)
Ans: Uncertain

We can easily observe the positive relationship between labor earnings and schoolings from almost all kinds of data. However, this may not reflect the true relationship between labor earnings and schoolings from the following points of view. First of all,  since schooling cannot be reflected his/her innate ability, ability difference will be considered as true source for wage differential. However, schooling can play a signaling role in the labor market, indicating to employers that the worker carrying the certificate or diploma is a highly productive worker. The signaling value of education can help firms to distinguish highly productive workers and less productive workers. On the other hand, there are three kinds of bias in the empirical study, (1) The upward bias which is overestimate the contribution from schooling, since we can not separate the contribution from innate ability; (2) The downward bias which is underestimate the contribution from schooling, since we hard to observe the part of total compensation such as fringe benefits; (3) Selection bias which is understate the actual return who able to choose to attend college but stop schooling, and overstate the actual return who are not able to enter a college but they attend college. 

(Ref to PPT-Human capital. pg29-36; Textbook Chap7)
4) There is no difference in the employment outcome between a perfectly discriminating monopsonized labor market and a perfectly competitive labor market, i.e. the perfectly discriminating monopsonist hires the same number of workers as a competitive market.

Ans:  False
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We consider the employment outcome in terms of number of hiring workers and wage rate of hiring workers. A perfectly discriminating monopsonist faces an upward-sloping labor supply curve and can hire different workers at different wages. Therefore the labor supply curve gives the marginal cost of hiring. Profit maximization occurs at point A. The monopsonist hires the same number of workers as a competitive market, but each worker is paid his or her   reservation wage.

(Ref to PPT-Labor market equilibrium, pg32-33)
5) The increase in the price of capital will cause the firm to reduce its (long-run) demand for labor if the scale effect is stronger than the substitution effect.

Ans:  True
To determine how an increase in the price of capital changes the demand for labor, suppose that initially the firm is at point P in the figure, producing 200 units of output. The increase in the price of capital (assuming capital is a normal input) increases the marginal costs of the firm and will reduce the profit-maximizing level of output to say 100 units. The increase in the price of capital also flattens out the isocost curve, moving the firm to point R. The move from point P to point R can be decomposed into a substitution effect (P to Q) which reduce the demand for capital, but increases the demand for labor, and into a scale effect (Q to R) which reduces the demand for both labor and capital. When the scale effect is stronger than the substitution effect, firm will reduce its (long-run) demand for labor if price of capital increases (opposite example of HW1 II-(3)--the 2nd graph).
III. Problems (30%)

1) In the theoretical framework of labor/leisure choice, 

(a) What is the economic interpretation of an interior solution concerning labor supply decision? (Answer in 1 or 2 sentences with graphs.)

Ans: A worker concerns his/her labor supply decision depending on the relative slope of the indifference curves and the budget line, we call it MRS (marginal rate of substitution, when MRS=MUL/MUC=W/P, An interior solution exists when budget constraint is tangent to indifference curve, the optimal allocation between consumption of goods and hours of leisure (hours of work).

[image: image2]
(b) What is the economic interpretation of the slope of the indifference curve at the corner solution (endowment point)? (Answer in 2 or 3 sentences with graphs.) (Quiz1, II. 1)(b)). 
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Ans: The slope of an indifference curve is defined as the marginal rate of substitution which a worker is ready to give up one hour of leisure (hours of labor income) in exchange for one hour of labor income (hour of leisure) while maintaining the same level of satisfaction. To determine the labor supply decision depending on the relationship between market wage and reservation wage(equivalent to MRS=W/P), when market wage is less than reservation wage, it implies that the worker will not work at all(H*=0), and corner solution exists (shown in Figure).  

(c) Would an individual work more hours annually if she gets a raise, other things being equal? Under what condition (concerning two effects) will she work less? (Discuss the two effects following the wage change with graphical expression.) (Quiz1, II. 1)(c)).
Ans: A wage increase generates both income and substitution effects. When income effect occurs, an individual would decrease hours of work (H) as well as increase hours of leisure (L) because more income is received for any given number of hours of work. When substitution effect occurs, an individual would increase hours of work (H) as well as decreases hours of leisure (L) because an increase in wage rate raises the opportunity cost of leisure. When SE>IE(Figure A), work more; when IE>SE(Figure B), work less.  
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Figure B
                      Figure A
2) Suppose there are two inputs in the production function, labor and capital, and that these two inputs are perfect substitutions. The existing technology permits 1 machine to do the work of 3 persons. The firm wants to produce 100 units of output. Suppose now that the price of capital is $750 per machine per week and that the weekly salary of each worker is $300. Which input combination will the firm use? Suppose that a worker’s weekly salary was $225. Which input combination would the firm then use? What is the elasticity of labor demand as the wage fell from $300 to $225?

Ans：
Because labor and capital are perfect substitutes, the isoquants (bold line) are linear and the firm will use only labor or only capital, depending on which is cheaper in producing 100 units of output.

The (absolute value of the) slope of the isoquant (MPE / MPK) is 1/3 because 1 machine does the work of 3 men. When the wage is $900 (left panel), the slope of the isocost is 300/750. The isocost curve, therefore, is steeper than the isoquant, and the firm only hires capital (at point A). When the weekly wage is $225 (right panel), the isoquant is steeper than the isocost and the firm hires only labor (at point B).
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The elasticity of labor demand is defined as the percentage change in labor divided by the percentage change in the wage. Because the demand for labor goes from 0 to a positive quantity when the wage dropped to $225, the (absolute value of the) elasticity of labor demand is infinity.

3) Suppose Firm X is in a competitive product market and pays the market wage rate to its employees. Now assume that X adopts a new policy that prohibits employees from smoking on its premises, either at work or at rest. Analyze the factors that will influence the effects of this new policy on the wages that X must now pay.

Ans：

If nonsmokers were willing to pay to avoid working with those who smoke, this policy might increase the desirability of jobs at firm X, thus increasing its flow of applicants and putting downward pressure on its wages (generating a compensating wage differential for the absence of an undesirable condition at work). At least some smokers at firm X would probably quit working there, but if they could be easily replaced by nonsmokers seeking a smoke-free work environment then the fall in wages might induce employment at firm X to expand.
Suppose, however, that smokers in Firm X’s labor market were in the majority and the firm found that it had to attract them to fill its jobs adequately. Would a positive compensating wage differential arise at firm X in this case? Not necessarily. A firm can only pay higher wages if there are offsetting cost reductions that keep it competitive in the product market. If smoking reduces productivity or customer demand, then a nonsmoking policy, even if it is accompanied by the necessity to pay higher wages, might be tenable. If the no-smoking policy does not enhance productivity or customer demand, a firm that must pay higher wages to have the policy will find that its competitiveness in the product market is harmed; thus, it would have to abandon the policy.[image: image4.png]
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