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[20 points] (Labor Supply) Steve maximizes his utility over leisure (M) and eansumption (C) given the following

L

utility function:
B(C,N)=1InC +in N
subject to the following constraints:
H=1-N and
E=wH+Y ™,

where H is the hours of work per day (divided by 24 hours), w is the wage rate, and Y* is his unearned income.

a. [5 points] Discuss the effects of an increase in Y* on labor supply and consumption.

b. [5 points] Discuss the effects of an increase in w on labor supply and consumption.

c¢. [5 points] Suppose the government imposes a tax rate, 7, on his wage income, discuss the effect of an
increase in 7 on his labor supply and consumption.

d. [5 points] Suppose the government also imposes a tax rate, e, on his consumption, discuss the effect of an .

increase in o on his labor supply and consumption.
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4. [15 points] (Labor Demand) Sam wanted to open a caramel apple business and knows that the going price for
caramel apples is $5. After studying the production process, he determined that the productivity of workers was

given by the following table (blank columns are included for your convenience). Please be sure the logic for vour
answers is clear.

2ATA(R) % =&

Workers —Total apples’hour
0 0
1 6
PR,
Ry
7

18 =
20

a. [5 points] Assume that Sam is operating in a perfectly competitive labor market and the going wage for
caramel apple work is/$13/hour. How many workers should Sam hire for his business? Why?

b. [10 points] Now assume that Sam is operating in a labor market where he faces an upward-sloping labor

supply curve. The labor supply sehedule is provided below (with blank celumns for your convenience).

Suppose Sam is a non-diseriminating monopsonist, how many workers should Sam hire for his business?
What wage should he pay? Why?

S : o

[ Workers N I A S/
U oy |
1 10 ] |
2 11 | |
3 12
4 13
5 14

5. [15 points] (Minimum Wage) Use graphical analysis to explain why it is possible that placing a minimum

wage on a monopsonist could increase employment.






