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Application 2: Wages and Labor Supply

O

» How do wages affect labor supply?

» We can use the same theory to analyze how a person
allocates time. People spend some of their time
enjoying leisure and some of it working so they can
afford to buy consumption goods

» Trade-off between leisure and consumption

» Consider the decision facing Sally, a freelance software
designer.

» Sally is awake for 100 hours per week. She spends some
of her time enjoying leisure. She spends the rest of her
time at computer developing software. For every hour
she works developing software, she earns $50, which she
spends on consumption goods.

» Her wage reflects the trade-off Sally faces between
leisure and consumption. For every hour of leisure she
gives up, she works one more hour and gets $50 of
consumption
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Budget constraint
o Shows a person'’s tradeoff between consumption and
leisure.
o Depends on how much time she has to divide between
leisure and working.

o The relative price of an hour of leisure is the amount of
consumption she could buy with an hour’s wages.

Indifference curve
o Shows “bundles” of consumption and leisure
that give her the same level of satisfaction.
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Now consider what happens when Sally’s wage
increases from $50 to $60 per hour.

For this person, SE > IE So her labor supply increases with

the wage
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An increase in the wage has two effects
on the optimal quantity of labor supplied

Application 3: Interest Rates and Saving
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Budget constraint shown is for 10% interest rate
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At the optimum,
the MRS between
current and future

consumption equals
the interest rate.




Now consider what happens when the interest rate
increases from 10 percent to 20 percent.

In this case, SE > IE
and saving rises

In this case, SE < IE

Consumption and saving falls
when 0ld | o

Two possible outcomes
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