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Choosing Hours to Work: Graph



Labor-Leisure Decision

Case Studies

 Entering labor market

 Reservation wage

 Rise in non-labor income

 Rise in salary

 Income and substitution effects

 Policy applications

 Welfare programs



To work or not to work?



Increase in Non-labor Income

 How would extra non-labor income affect the 

leisure/consumption decision?

 Less leisure, less consumption

 Less leisure, more consumption

 More leisure, less consumption

 More leisure and more consumption



Non-labor income and hours of work



Non-labor income and hours of work
Assumption (confirmed with data)

 The Income Effect 

(change in the number of  leisure-hours 

caused by a change in the non-labor 

income)

is always positive.



Increase in Wage Rate

 How would increased wage rate affect the 

leisure/consumption decision?

 Less leisure, less consumption

 Less leisure, more consumption

 More leisure, less consumption

 More leisure, more consumption



The wage rate and hours of work



Substitution and Income Effects



Numerical Example

Julieta’s preferences for consumption and leisure can be expressed as

U(C,L)=(C-200)·(L-80). There are 168 hours in the week available 

to split between work and leisure. Julieta earns $5 per hour after taxes. She 

also receives $320 worth of welfare benefits each week regardless of how 

much she works.

(a) Graph her budget line

(b) Derive Julieta’s MUL and MUC

(c) Find Julieta’s MRS when L=100 and she is on her BL

(d) Find Julieta’s reservation wage

(e) Find Julieta’s optimal amount of consumption and leisure



Labor Supply

 Individual labor supply

 Market labor supply



The Labor Supply Curve: Individual



The Labor Supply Curve: Elasticity

 Percentage change in hours 

of work associated with 

one percent change in the 

wage rate
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The Labor Supply Curve: Market



Policy Applications

 Cash grants

 Welfare programs

 Tax credit



Policy Application: Cash grants and LS



Policy Application: Welfare Programs



Policy Application: Tax Credit


