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Homework 6
Solutions
1. How has labor force participation of women changed in the last 40 years?  How has this change varied by race?
The labor force participation rate of women has been increasing in the last 40 years.  African-American women historically have had much higher rates of LFP, but white women have been catching up.

2. Has the distribution of income become more equal, less equal, or remained about equal over the last 20 years?  What has the path of income inequality been since 1935?  How does the distribution of income compare with the distribution of wealth?
Since 1970, the income disparity between the richest and poorest has tended to increase.  In 1970 the bottom fifth had 5.5 percent of the income, which has fallen to 4.2 percent in 1994.  In contrast, the share of income of the top fifth has risen from 40.9 percent in 1970 to 46.9 percent in 1994.  This trend did not exist, however, from 1935 to 1970.  During this period, the bottom fifth rose from 4.1 percent to 5.5 percent, while the top fifth went from 51.7 percent of the income to 40.9 percent.

Inequalities in income tend to be much smaller than inequalities of wealth.  Income is a flow concept, and it is equal to the value of wages, transfers, gifts, etc. a person receives per unit of time.  Wealth, on the other hand, is the value of all assets held by an individual, and it is equivalent to the accumulation of flows (income) over time.  In general, low-income earners must spend higher proportions of their incomes on non-discretionary goods.  In other words, low-income earners will have to spend more of their money, proportionally, on necessities, meaning that they will save smaller proportions of their income than high-income earners.

3. How is the poverty line determined?  Compare liberalism, utilitarianism, and libertarianism.  A member of which group would apply the maximin criterion?  

The poverty line is set by the Agriculture Department of the federal government and is equal to three times the cost of an adequate diet.  The poverty line changes to reflect changes in prices and is adjusted for family size.  Census data are used to determine the costs of living. 

The stated goal of utilitarianism is the maximization of the total utility of society.  Utilitarians often seek to achieve this goal by applying the theory of diminishing marginal utility, which states that a rich person is likely to derive less utility from one additional unit of consumption than a poor person.  Thus, a utilitarian might promote a progressive tax system, which levies higher rates from those with greater incomes and wealth, so as to transfer utility to the relatively poor.  This process of transfer is limited by the loss in productivity that accompanies the decreasing incentive to work, for high-earners.

Liberalism is concerned more with maximizing the utility of the lowest person than with maximizing society’s utility overall.  Liberals, such as John Rawls, approach this theory by invoking the “Veil of Ignorance.”  This approach claims that policy-makers should imagine themselves in a state of existence prior to life.  In this state, they are to imagine that they will be born into society, but that they will be placed randomly.  Liberal theorists of this strand suppose that decision-makers will be risk averse and therefore will seek to maximize the utility of the worst-off, as an insurance against the chance that they will “become” one of those people.  This is known as the Maximin Criterion.  Note that this is obviously a thought experiment, and that its validity and assumptions about risk are open to challenge.  Most liberals proceed to a process of utility equalization, but, like utilitarians, are constrained by the relationship between incentives and production.  Additionally, note that many people with very different theories have been labeled liberals, from Locke to Dewey to Rawls. 

Libertarianism is not concerned with equity of results, but seeks to maximize fairness in process and opportunity.  Libertarians generally do not believe that any central body has the right to reallocate the resources of an economy.  Libertarians essentially limit the government’s role to ensuring that all people have the same opportunities and are able to work and trade in a fair market.  This can, of course, have very different interpretations depending on one’s understanding of “opportunity” and “fairness.”  For most self-labeled libertarians, fairness and equality of opportunity are limited to enforcement of legal codes and protection from violence, rather than implying free universal education and health care.

4. Explain the difference between transitory and permanent income.  Which one is a more important concept in determining a family's ability to buy goods and services?
Permanent income can be understood as average income over a period of time. Transitory income, by contrast, is income received at a particular point in time. A farmer who earns his entire income from corn, might have a good harvest because of good weather conditions, and a bad harvest next year. Thus, the average of the income from the good year and bad year would be permanent income, and if each year is taken separately, income should be viewed as transitory. Obviously, it would be foolish for the farmer to spend the extra income from a good harvest immediately. Consequently, permanent income is more important in determining the ability to buy goods and services. 
5. What does the poverty rate measure?  Describe three potential problems in interpreting the measured poverty rate. 

The poverty rate describes the number of people classed as poor in the US. There were 37 million people living in poverty in 2004, up 12.7% from the previous year. The poverty line changes to reflect changes in prices and is adjusted for family size.  Census data is used to determine the costs of living.  The problem with the poverty line is that it does not take into account in-kind benefits such as food stamps, it makes no allowance for child support expenses, and it does not consider regional differences in the cost of living.  

6. Why is it hard to establish whether or not a group of workers is being discriminated against?

In order to establish that a group of workers has been discriminated against, it would need to be establish that there has been a systematic bias against them. Given the heterogeneity of people’s education, job training, and other experience, this might not be easily achieved. Additionally, the costs involved with establishing such a claim might be prohibitively high.

7.  Using the labor market model, illustrate the effects of immigration on the labor market.  Under what conditions would wages be affected, and under what conditions would unemployment be affected?


If the only effect of immigration were to shift the supply of labor curve to the right, then we would predict that immigration would depress wages in the labor market. There is no effect on unemployment unless there is something keeping the market wage from adjusting to equilibrium, like a minimum wage.  If there is a minimum wage, then an increase in immigration will cause unemployment to rise without affecting the wage.  In any case, evaluating the impact of immigration on wages in the labor market is a difficult empirical task because it is impossible to know what would have happened in the absence of immigration.

8.  What did Henry Ford mean when he said "It is not the employer who pays wages – he only handles the money.  It is the product that pays the wages?"

No wages could be paid without the sale of the product.  Therefore, the manager or owner of a firm is simply transferring money from the sale of the product to the laborer.  Without the product there would be no wage.  The concept is captured by the fact that the wage is equal to the marginal revenue product, which is the marginal product of labor times the price.  Labor gets a share of the total value of production.
9. How do profit-maximizing firms decide how many workers to hire?

A profit maximizing firm will hire workers until the point where the marginal cost of labor (generally called the wage) is equal to the marginal revenue product of labor (MRP).  Up to this point, the cost of hiring one more unit of labor would be less than the revenue that that one unit would bring in, so it makes sense to keep hiring up to this point.  It would not make sense to hire additional workers because beyond this point the MRP would be less than the cost of the additional worker (wage). 
10. Define the term marginal revenue product of labor.  What role does this concept have in the labor demand curve?

The marginal revenue product of labor is the quantity that a marginal worker produces multiplied by the price of the good.  This measures the marginal contribution in monetary terms, which puts the measure into the same unit as the market wage.  The marginal revenue product of labor determines (is) the demand curve for labor.  Because the profit maximizing point for a firm is where the marginal revenue product of labor is equal to the market wage, the quantity of labor demanded by a firm at any given price will be directly determined by the marginal revenue product of labor.

11. Define progressive and regressive taxation.  Give two arguments why wealthy taxpayers should pay more taxes than poor taxpayers, and two reasons why they should not.

In a progressive tax, as income increases the percentage of income paid in tax also increase. In a regressive tax the opposite is true; taxes as a percentage of income decrease as income increases.  Utilitarianism and liberalism suggest two reasons for a progressive income tax.  Another possibility would be that other taxes (e.g. the sales tax, gas tax, etc.) are regressive, so the income tax can mitigate the regressivity of these taxes.  Two reasons why the tax system should not be progressive include the efficiency loss from discouraging high-valued work and the libertarian argument that the government should not redistribute income.
12. Explain the difference between average and marginal tax rates.  How do average tax rates differ across income decile in Minnesota? 

Marginal tax rate is the tax rate applied to your last dollar added to taxable income; it is the highest tax rate that you pay. Average tax rate is total income taxes paid divided by total income. Since the average chases marginal, the average rate will be below the marginal rate in a progressive system.  
Average tax rates for the total tax burden (income and sales and all other taxes) are about equal across deciles in Minnesota, except for the top decile, and especially the top 1%, which pays less than the rest of Minnesotans on average.
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