
Review of Economic Theory & Social Policy

Comprehensive Exam Group

ZDP

Syllabus Review

General Notes: GB = George Borjas Labor Economics 3rd edition book



 {Comments} questions I have that are not addressed in text/course readings

	Theory/Ideas/Trends
	Description
	Reference

	Labor Supply Curve
	Demonstrates that more people want to work for higher wages.  Predicted relation b/w hours of work and wage rate.  
	GB – Ch. 1 & pg. 44

	Labor Demand Curve
	Depicts relationship between the price of labor and the number of workers firms are willing to hire.  Firms will higher more workers when labor is cheap and less workers when labor is expensive.  Firm’s demand for labor is ‘demand derived’ from what consumers want.  In a free market economy equilibrium is attained when supply = demand.  Typically assume that workers aim to maximize well-being and firms maximize profits.  
	GB – Ch. 1

	Labor Force (LF)
	Composed of the number of people employed (E) and unemployed (U), LF=E + U.  
	GB – pg. 22

	Labor Force Participation Rates
	LFP = LF/Population

Employment Rate = employment – population ratio = E/P (maybe a more objective measure of aggregate economic activity.  
	GB – pg. 23

	Unemployment Rate
	Unemployment rate= (U/LF)

Unemployed implies: 1) on a temporary layoff, 2) actively looking for work in the last 4 weeks

Hidden unemployment – people out of the labor force b/c ‘discouraged over job prospects.’

GB does not mention issues regarding underemployment – where individuals are seeking to work more hours than they can find.  
	GB – pg. 23

	Trends in Employment 1900-2000
	1) slight ( in men working, especially among men < 35

2) ( in women working, especially married women

3) ( in avg. # of hours worked per week
	GB – pg. 24

	Neoclassical Model of Labor-Leisure Choice
	Framework typically used by economists to analyze labor supply behavior.  Model isolates factors to determine whether and how many hours a person works.  Used to predict how changes in economic conditions or gov. policies impact work incentives.   Allocates a persons wage rate and income as the key economic variables that guide allocation of time b/w the labor market and leisure activities.
	GB – pg. 26

	Utility Function
	Index that measures how people derive satisfaction from the consumption of goods (C) and leisure (L).  

U = f(C, L)

Assumes that having both more leisure and goods increase individuals’ utility. Indifference curves are (1) downward slopping – as we assume people want more of C&L, (2) higher indifference curves indicate higher levels of utility, (3) indifference curves do not intersect, (4) ID’s are convex to the origin 
	GB – pg. 27

	Marginal Rate of Substitution 
	MRS – ratio of marginal utilities - is absolute value of the slope of an indifference curve where the slope of indifference curve = ( C/ ( L or – Marginal Utility of Leisure/Marginal Utility of Consumption.  MRS  - rate where person is willing to give up leisure hours in exchange for consumption.

Used with indifference curves to describe an individual’s preference for work – steep i.c. indicates MRS has a higher value and prefers leisure, flat i.c. indicates MRS has a lower value and individual prefers work.  
	GB – pg. 30

	Budget Constraint
	C = wh + V where

V = non-labor income (lottery, dividends, inheritance)

H = # hours a person works

W= hourly wage rate

(this focuses on static issue and excludes dynamic issues like savings, and investments in human k) 

or 

C = V + W( T –L) where

T = H + L

$ value of goods (C) must = sum of the labor earning (WH) + non-labor income (V) {how does this account for the ‘democratization of credit’ that facilitates debt consumption beyond our (WH)?}

If you have inflation you need P to show price in the budget constraint.  To show effect of inflation divide both sides of equation by P.  When P ( then the real value of V ( and W (.  
	

	Optimal Consumption of Goods & Leisure
	The point where person’s budget line is tangent to the indifference curve – interior solution as not at either corner of opportunity set.
	

	Income Effect
	A pure income effect = an ( in income w/o a ( in the wage rate results in less work.  
	GB – pg. 37

	Substitution Effect
	A pure substitution effect = an ( in the wage rate holding real income constant results in ( hours work.
	GB – pg. 39

	Total Effects
	1) If substitution effect dominates income effect then an (in wage rate = ( hours of work

2) If income effect dominates sub. effect then ( in wage rate = (hours of work
	GB – pg. 39 

	Reservation Wage
	RW gives minimum increase in income that would make someone indifferent b/w working and not working.  If market wage ( RW person ( work.  If market wage ( RW person works.  

Implications: 1) Overall + relation b/w wage rate and probability of working.  2) A high RW makes it less likely that people will work. 3)  RW depends on person’s work preferences, + other factors line non-labor income – higher non-labor income = ( RW


	

	Labor Supply Elasticity
	LSE = % ( in hours of work / %( in wage rate ; measures the responsiveness of hours of work to changes in wage rate.  

If LSE < 1 in absolute value then labor supply curve is inelastic – little ( in hours of work for given wage ( in wage rate.  

If LSE > 1 in AB value then LSC is elastic – hours of work affected by change in wage.
	GB – pg. 45

	Estimates of Labor Supply Elasticity
	hi = (wi + (Vi + etc.

hi = # hours person works

wi = wage rate

Vi = non-labor income 

( = measure of impact of 1$ wage ( on # h holding V constant

( = measures impact of $1 ( V on # h holding W constant

sign of ( depends on whether income or substitution effects dominate

( is (-) if income effect dominates, (+) if sub.effect dominates 

( is (-) b/c workers with high levels of V consume more leisure

Problems with estimate of LSE are measurement errors in the number of hours we work per week, especially salaried workers who work ’40 hrs’ but in reality work < or >.  Salaried workers also paid an annual salary so wage rate = ratio of annual earning to annual hours worked  - creates measurement errors.  Selection bias also present in studies that attempt to estimate LSE by throwing non-workers out of sample.  By doing so it is not a random representative sample of workers since people who are not working don’t necessarily have a wage rate of zero – rather their WR is either very low or their RW is very high.  
	

	Impact of ‘welfare’ on Labor Supply 
	‘Welfare’ that provide a cash grants along with high taxes on labor earnings provide disincentives to work and reduce the labor supply {the taxation of wages upwards of 50% are extremely regressive}.  PRWORA was instrumental legislation that granted states flexibility in determining eligibility parameters and benefit levels for TANF.  As a result states such as CA allow TANF recipients to earn $225 per month without impacting their TANF benefit.  Any earnings above $225 are taxed at 50% rate.  Research demonstrates that reducing the tax on labor earnings of ‘welfare’ recipients encourages labor for participation. 
	GB – pg. 58



	EITC
	Essentially a wage subsidy that increases the after tax income of low-wage earners.  EITC has increased labor force participation of low-wage earners – specifically single mothers with children.  Parameters provide different levels of taxation of earnings and benefit amounts depending on earning from work, marital status, # qualifying children etc. Currently largest poverty-alleviating program targeted to serve the ‘working poor’ and in 2006 ~ 22 million tax payers received over $41 billion in EITC refunds.
	GB – pg. 63 & IRS SPEC (http://www.irs-eitc.info/SPEC/)

	Worker’s Age-Earnings Profile
	Describes the path of worker’s wages over their life cycle.  Typically people earn less when younger, max out around 50 yrs old where wage rates either stabilized or decrease.  Theory implies that price of leisure is lower for younger and older workers and higher for workers in their prime working years.  Although a person’s earnings ncrease over the life-cycle they do so at a decreasing rate.  
	70

	Evolutionary Wage ∆
	∆ in the wage along the worker’s wage profile that indicates how workers wages ∆ over time.  Does not alter impact the worker’s total lifetime income.  EW ∆ the price of leisure does not impact opportunity set available over the life cycle.  
	71

	Life Cycle Labor Supply
	In a ‘static’ one-period model an ↑ in the wage expands the workers opportunity set and creates an income effect = ↑ demand for leisure.  

In ‘life-cycle’ model and evolutionary wage ∆ does not ∆ the total lifetime income available to a worker.   Women’s labor curve is less steep than that of men.
	71

	Inter-temporal Substitution Hypothesis
	Theoretical prediction stipulating that people allocate their time over the life-cycle to take advantage of ∆ in the price of leisure.  Implies that correlation b/w hours of work and wage ∆ should be (+) as workers ↑ age an ↑ wage = ↑ hours of work
	GB – pg. 73

	Added Worker Effect
	Implies that an LFP rates of secondary workers (moms, teens) ↑ during a recession (as main household provider may lose job or get reduced pay) and ↓ during economic expansion periods.  The LFP is countercyclical trend (opposite direction to the business cycle).
	

	Discouraged Worker Effect
	Unemployed workers will get discouraged during a recession and stop looking for work – here the LFP is pro-cyclical w/business cycle b/c it falls during a recession and ↑ during expansions.  

Real wages typically ↑during expansion (b/c demand for labor is high) LFP rates should be higher @ peak economic activity

Real wages typically ↓ during recessions (b/c demand for labor is less) LFP rates should be lower when economic conditions decline
	

	Retirement & Pension Benefits
	In theory a with a high wage worker the substitution effects dominate as his wage ↑his opportunity set ↑ making leisure time more expensive (or raises price of retirement) so he’ll delay retirement and keep working.  

Overall an increase in pension benefits leads to an earlier retirement age and longer retirement period. 

Similarly an ↑ in pension benefits has substitution + income effects that work in the same direction so that 1) an ↑ in pension benefits expands an opportunity set and ↑ demand for leisure and someone might retire early, 2) ↑ in pension benefits leads to ↓price of leisure (retirement) so people have an ↑ desire to retire.  
	Pg. 81

	‘Welfare’ Programs review
	Entitlement Program: Ø have built in limit of program costs – if you meet the eligibility requirements you are entitled to the benefits.

Social Insurance: Tends to be contributory from the worker or employer – need record of contributions to qualify. 

Social Assistance: Non-contributory programs that are means tested or income conditional.  Amount of benefits depend on your income so as your income ↑ your benefits ↑.  

Overall ‘welfare’ programs almost always have mixed results – some people will work less other more.  Often depends on an individual’s location on their indifference curve before the program is introduced.  

The dynamic story is that people tend to go on ‘welfare’ for a short period of time then go off and return.  
	

	Household Production Function
	Indicates that economic incentives dictate that some individuals will specialize in the labor market (higher real wages rate and fewer contributions to household sector).  Conversely the spouse with the lower wage rate is predicted to specialize in household production.  {Theory does not differentiate whether men or women are predisposed to specialize in either arena although cursory evidence concerning gender wage discrimination in the labor market may indicate that women are more likely to earn a lower wage and thus specialize in household production}
	

	Wages & Fertility
	Strong (-) correlation between the price of having kids (measured by mother’s wage rate) and the number of children she has.  ↑ in number of woman’s wage rate = ↓ demand to have kids
	pg. 99

	Production Function
	Specifies how much output is produced by any combination of labor and capital.  Describes the technology the firm uses to produce goods and services.

q = f(E, K)

E = # employee hours hired by firm

K = capital, aggregate stock of land, machines, other physical inputs

q = firms output

Assumes: 1) E = product of # workers hired * avg. # hours worked per person, 2) different types of workers can be aggregated to 1 single input ‘labor.’  In reality some workers may contribute more to labor than others {relative shaky ground}  
	

	Marginal Product of Labor (MPe)
	∆ in output that results from hiring 1 additional worker – holding other inputs constant.  Slope of total product curve – rate of ∆ in output as one more additional worker is hired..  
	105

	Marginal Product of Capital
	∆ in output that results from 1 unit increase in capital stock – holding other inputs constant.

Assume that both MPe and MPk are (+) so hiring either more workers or gaining more K  = ↑ output.
	105

	Capital-Skill Complimentary Hypothesis
	Empirical studies suggest that guarantee 
	

	
	
	

	Wage Distribution 
	In general wage distributions demonstrate that 1) great dispersion of wages exist, 2) wage distribution is skewed to the right – the majority of workers earn relatively low wages and a smaller proportion of all workers in the upper tail of the WD receive a disproportionately large share of earnings.  
	

	Gini Coefficient & Lorenz Curve
	Widely used measure of inequality, varies from perfect equality (0.0) to perfect inequality (1.0 – all income would be accrued by those in the highest quintile – yikes!).  Think about a graph with 2 axes where % of household income is plotted on one (by quintile) and % of households on another.  If you drew a diagonal line from lower left to upper right this would be perfect equality – Lorenz Curve.   In the scenario of perfect equality each quintile of households receives 20% of aggregate income.  The actual depiction of income distribution is the actual Lorenz curve below the perfect equality line.  The Gini coefficient is the ratio of the area between the actual Lorenz curve and the perfect equality line to the entire area below the perfect inequality line.  

Limitations of the Gini Coefficient include: 1) does not reflect shifts in distribution of income.  For example the Gini coefficient would increase if a shift of income occurred from the bottom to send quintile or from 2nd to 3rd quintile.  An identical numerical increase may result although the redistribution of income from bottom to 2nd quintile has different ramifications from a shift of income from the 3rd to highest quintile.  
	GB – pg. 289 & Assets for the Poor pg. 120

	90-10 Wage Gap 
	% wage differential between worker at the 90th percentile and the worker at 10th percentile of income distritbution
	GB – pg. 289 

	50 – 10 Wage Gap
	% wage differential b/w worker at the 50th percentile and worker at 10th percentile – measure of inequality b/w ‘middle-class’ and low-income workers.  
	

	Trends in Wage Structure
	From 1980’s to 1990’s:

1) Wage gap widened b/w those at the top of wage distribution and those at the bottom.  

2) Wage differential increased among experience, education and age groups.

3) Wage differentials increased within demographic and skill groups – wages of workers of the same education, age, sex, occupation and industry were much more dispersed in the mid-1990s than in the late 1970s 

Changes in wage structure are commonly attributed to: 1) shifts in labor supply (ie. Immigration), 2) increasing globalization of U.S. economy, 3) institutional changes in labor market (deunionization of labor force and decline in real minimum wage in 1980s),  4) skill-based technological change – although neither reason explains the majority of observed changes.  


	GB – pg. 290

	Middle Income Class Crunch
	Increasing costs of living and decrease in real wages have left 2 parent working families with less disposable income. 
	Warren E. & Tyagi, A.W. (2003).  The two-income trap: why middle-class mothers and fathers are going broke. New York : Basic Books
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