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Mdterm 1 Sol utions

MC

1. b) and c) Both B° and B' have the sane intercept on the G
axi s. They have different intercepts on the G, axis. So, p, is
changi ng. Since p, falls, real incone declines.

2. b) The substitution effect keeps you on the sanme indifference
curve.

3. b) The budget lines B® and B'are parallel. Thus, the nove
fromB® to B'is like a reduction in noney incone.

4. a) Both B® and B® allow the consuner to attain the origina
i ndi fference curve. Thus, real incone is held constant.

5. c) The conpensated demand curve neasures the substitution
ef fect.

6. b) The area under the conpensated demand curve between the
original and the new price is the conpensating variation.

7. b) If a good is normal, the income effect supports the
substitution effect. This makes ordinary demand nore elastic than
conpensated demand.

8. d) The consuner surplus exceeds the conpensating variation
when the good is normal and price is being reduced.

9. b) If I abor supply slope up, then |eisure consunption falls
as the wage rises.

10. d) If l|abor supply is perfectly inelastic, then so is leisure
consunpti on.

Econonics for the Noneconom st Question - A suggested answer

A cash transfer from the governnment is an increase in noney
i ncome by the recipient. A person will work |ess under such a
transfer if that person’s |abor supply declines wth unearned
income (leisure is a nornmal good) or if there are strings attached
that create a disincentive to work. Two exanples of the latter

are AFDC and unenpl oynent benefits. In both cases the benefits to
the recipient are reduced, or entirely elinnated, as the person
wor ks nore. A person will work nore under such a transfer if

| abor supply rises with unearned incone (either leisure is
inferior or work is itself a good) and there are no strings
attached to the transfer.

Can leisure be inferior or work be a benefit in itself?
Regarding the fornmer, if non-nmarket work such as housekeepi ng or
childcare count as leisue, then it is sensible to think that an



i ndi vi dual m ght devote less tinme to these activites as incone
rises - instead, the individual obtains these services in the

mar ket . Regarding the latter, anyone who has spent tinme around
academ cs knows that many live for their research. G ven a

rel ease from day-to-day obligations these people would work nore.
Surely this is also true for some outside the acadenic sphere. So
it is sensible to think |abor supply rises with unearned incone,
in sone cases. Are there cash transfers without strings attached?
Wnning the lottery cones to mind. There are other transfers with
eligibility requirenents, to be sure, but where eligibility is not

i ncome based. Exanpl es are disaster relief assistance and sone
paynents to farnmers. Thus, the statenent is false
Part 1l - Problem

This is essentially the sane problem as the nornal |abor supply
probl em where the two conmmpdities are |eisure and consunption
(all other goods) with the exception that research should take the
pl ace of leisure as the good on the horizontal axis.



