Problem Set #m

Sonoma State University Dr. Cuellar
Economics 421- Seminar in Labor Economics

Introduction to the Labor-Leisure Model I: Labor Supply

Theoretic Analysis
A wage increase will induce both an income and substitution effect on the hours worked of a
utility maximizing consumer.

(1)

(i)

(ii)
(iif)
(iv)

(v)

(vi)

Explain the substitution effect of a wage increase on hours worked.

Explain the income effect of a wage increase on hours worked.

Using the labor leisure model, show the effect of a wage increase on hours worked if the
substitution effect dominates the income effect. Explain fully and show graphically.
Using the labor leisure model, show the effect of a wage increase on hours worked if the
income effect dominates the substitution effect. Explain fully and show graphically.
Using the labor leisure model, show the effect of a wage increase on hours worked if the
income effect and the substitution effect are of equal size. Explain fully and show
graphically.

What are the implications of your answers in c-e on the shape of the labor supply curve?

Empirical Analysis
The following questions all relate to the data set CPS-10.dta.

Note:

(2)

For all estimated labor supply regressions include only prime age workers for whom usual
weekly hours, weeks worked per year, non-labor income and wages are all positive.

(i)

(ii)

(i)
(i)

(iii)
(iv)

(i)

(ii)
(iii)
(iv)

Estimate the following equation: h; =B, + B,log(wage); + B,log(non-labor income); + B3Z;
where Z is vector of personal characteristics of individual i.

In Z include years of schooling, age, the number of children under 6, number of children
between age 18 and 6.

Interpret your regression coefficients: Are they the expected sign, are they significant,
how well does the model explain labor supply?

Run a separate regression for men. Describe your results.

Prior empirical research indicates the presence of a backward bending supply curve at
upper wage rates. Run a regression for men with a wage below $25 per hour. Describe
your results.

Run a regression for men with a wage above $25 per hour. Describe your results.

How could you account for the both the positively sloped and the backward bending
portion of the labor supply function in your regression equation? Run this regression
and describe your results.

Run a separate regression for women. Describe your results.

Run a regression for women with a wage below $25 per hour. Describe your results.
Run a regression for women with a wage above $25 per hour. Describe your results.
How could you account for the both the positively sloped and the backward bending
portion of the labor supply function in your regression equation? Run this regression
and describe your results.

Run separate double log regressions for men and women and obtain their respective
wage elasticities of supply. Describe your results.





