
ECON 101: Principles of Microeconomics Spring 2015

Discussion Section 12

KEY CONCEPTS

* Labor Market: Firms are the demanders of labor, people are the suppliers of their

labor

* Labor demand: Firms look at the marginal product of labor multiplied by the price

of the good. This is the marginal value of the extra workers and determines the maximum

williness to pay for each worker.

* Labor supply: People decide how much to work by balancing the marginal benefits

from extra income with the marginal costs from less leisure (we assume work is a bad, not a

good, there must be a reason why they pay ou to do it).

- Demand shifters: The labor demand increases when the productivity of the workers

increases, or when the price of the good produced increases.

- Supply shifters: The supply curve changes with changes in prefferences or in the

price of the consumption good. The way it changes depends on income and substitution

effect.

QUESTION 1 (Labor demand)

Mehmet’s fancy button factory must hire labor in a perfectly competitive labor market.

The labor demand and labor supply curves are described by the following equations, where L

is the quantity of labor in hours and W is the hourly wage rate:

Labor Demand: L = 1000 − 20W Labor Supply: L = 30W

The competitive market price for fancy buttons is $4 per unit. Mehmet is looking for advice

about how many hours of labor to hire.

(a) What would you suggest Mehmet given that you have the following information about

the relationship between the number of hours of labor hired and the marginal product of

labor:

(b) b) After your successful advice and earning a great amount of profits, Mehmet wonders

your opinion about how many workers to hire next year. Mehmet expects the price of

fancy buttons to be $5 next year, and this is the only expected change in the market

structure.
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QUESTION 2 (Labor supply)

Sam earns $10/hour. He can choose to work at most 16 hours a day. First he optimally

chooses to provide 8 hours of labor a day given the wage he is receiving.

(a) Draw Sam’s time allocation budget line. Mark his labor supply decision on your graph.

Then the government decides to impose a 30% tax on Sam’s wage rate. After the new

law, Sam increases his labor supply to 10 hours/day.

(b) What is Sam’s effective wage rate after the tax?

(c) Draw Sam’s new time allocation budget line, and mark his new labor supply decision.

(d) Is the substitution effect of the tax positive or negative (for each good)?

(e) Is the income effect of the tax positive or negative (for each good)?

(f) Which type of effect dominates Sam’s labor supply decision after 30% tax on wage rate?

QUESTION 3 (Price discrimination)

Suppose the market for electricity has two types of buyers, residential and industrial.

Demand from industrial is given by: P = 40–Q1

Demand from residential is given by: P = 20–4Q2

Suppose MGE, as a monopolist, has costs given by: TC = 4Q + 1 so MC = 4

Assume the monopolist cannot distinguish these classes of consumers for a-c. That is, the

monopolist sets a single price for both classes. While the monopolist can distinguish these

classes of consumers for d-g.

(a) Find the equations for the market demand curve and Marginal Revenue.

(b) What is the quantity the monopolist will produce? What is the monopolistic price?

(c) What is the profit the monopolist would make?

(d) What is the equation for Marginal Revenue for each type of consumers?

(e) What quantities will the monopolist sell in the two markets?

(f) What price will the monopolist charge in each market?

(g) Compute the profit of the monopolist?
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