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Instructions

1. The question paper consists of eight questions.

2. Attempt any five questions.

3. All questions carry 18 marks each.

4. Answers may be written either in English or Hindi, but the same medium must be:used

throughout.
5. Use of calculators is permitted.
6. Diagrams should be used wherever appropriate.

Questions

Q1. a) Critically examine the statement: “The relationship between hours of work and the wage
rate is ambiguous.” Explain this with reference to the income and substitution effects,
supported by diagrams. (8marks)

b) Assess the validity of the statement: “An increase in non-labor income always reduces
labor supply.” Provide a theoretical explanation. (10 marks)

Q2. a) Using isoquant-isocost analysis, explain how a firm determines the optimal combination
of labor and capital. (8 marks)

Suppose a firm’s production function is given by Q = E1/3 K2/3 and the marginal product of labor is
MPE = (1/3) K2/3 E-2/3 Assume that the wage rate is w = 12, the rental price of capital is r = 18, the
output price is p = 27, and the capital stock is fixed in the short run at K = 729.

1) Determine the firm’s optimal level of employment in the short run, the
corresponding level of output, and the firm’s economic profit.
i1) Examine how the firm’s optimal employment changes if the wage rate rises to

w=18, and verify whether the firm operates on the downward-sloping portion
of the marginal product of labor curve. (5+5 marks)




Q3. Suppose two workers, Neha and Priya, earn a wage of 312 per hour for up to 35 hours per
week. Neha earns 24 per hour beyond 35 hours, while Priya earns %6 per hour beyond 35
hours.

a) Graph their consumption-leisure budget constraints, indicating the kink at 35 hours, and
explain how the slope changes beyond this point.

b) Compare their likely choices relative to the kink and discuss how preferences for leisure and
a reduction in overtime wages affect labor supply decisions. (9x2 marks)

Q4. Explain how education may function as a signal rather than a productivity-enhancing
investment. (18 marks)

Q5. a) Analyse how differences in discount rates and ability influence schooling decisions.
Discuss how these factors contribute to inequality in observed wages. (9 marks)

b) How training decisions shape a worker’s age—earnings profile and explain why earnings
typically rise with experience. (9 marks)

Q6. a) Explain how efficiency wages can lead to involuntary unemployment. Why do firms not
reduce wages even when there is excess labor supply? (8 marks)

b) Consider two cities, Greenfield and Duston, where Greenfield offers better amenities and
Duston is polluted. Workers differ in their preference for Greenfield, and the reservation price
for living in Greenfield is uniformly distributed between X0 and 6. The total number of
workers is  30,000. Labor demand in the two «cities is given by
Wa = 25 - 0.001 and Wb = 25 - 0.0005Ep
where, Wg and Wp denote wages, and Ec and Ep denote employment in Greenfield and
Duston, respectively.

1) Derive the equilibrium allocation of workers across the two cities, along with
wages and the wage differential.
ii) Explain why Duston may offer higher equilibriom wages despite its inferior

amenities, and analyze how a rise in pollution would affect wages and
employment. (5+5 marks)

Q7. a) Under what conditions can compensating wage differentials be negative? Analyze the
roles of worker preferences and labor demand in generating such outcomes. (9 marks)

b) Consider a labor market with safe and hazardous jobs, where firms differ in the productivity
gain 6 from operating in a hazardous environment. Derive the condition under which a firm
chooses a hazardous workplace, explain why the supply of labor to hazardous jobs is upward
sloping, and analyze how a reduction in the cost of workplace safety affects the compensating
wage differential. (9 marks)

Q8. a) Changes in the minimum wage influence wage inequality. Justify. Why do minimum
wage policies primarily affect the lower tail of the wage distribution? Can such policies account
for inequality at the upper end of the distribution? (9 marks)
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b) Suppose a firm’s production function is

q=8+VEw+Es
where Ew denotes the number of white workers and Es denotes the number of minority
workers. Assume that the wage of minority workers is X15, the wage of white workers is ¥ 25

and the price of output is ¥120.

1) Determine the firm’s employment, worker composition, and profit when it does
not discriminate.
i) Then examine how the firm’s employment decision and profit change when the

discrimination coefficient is d=0.5 and when it rises to d=1. Assume that the
perceived cost of hiring a minority worker is We(1+d), where Ws denotes the
wage of minority workers. Explain why discrimination may impose costs on the
firm. (3+6 marks)
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