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1. According to an article in the New York Times of a few years ago,
Delinquent parents shirk court orders to pay child support in 4 of every 5 cases, and Federal efforts to help states increase compliance rates have failed. Representatives Henry Hyde of Illinois and Lynn Woolsey of California have proposed legislation to turn over the collection of child support from delinquent parents to the Internal Revenue Service.  Under their proposal, employers would deduct and withhold support payments, just as they withhold taxes, and failure to withhold would be punished just as failure to withhold taxes is sanctioned.

An interesting question is the effect this policy would have on men’s and women’s labor supply behavior.  Assume for simplicity that the proposed policy operates just like an additional tax on the former husbands’ wages, which lowers their effective wages. 

(20 pts) a. Focusing first on the ex- husbands, explain with the aid of a diagram the nature of the income and substitution effects generated by the decrease in their effective wages.  In your diagram, label clearly each of the following:

· the old budget line

· the new budget line

· the imaginary line (the line needed to decompose the total effect into the two parts)

· the income effect

· the substitution effect

· the total effect 

What characteristics does your imaginary line have?

Assume, in responding to this question, that income and substitution effects are of the same magnitude for men.

Explain the effect of this policy on men's labor supply. 

( 10 pts) b. What type of an increase in income would these child support payments represent from the perspective of the divorced mothers?  What effect is the proposal likely to have on their labor supply?

(18 pts).  2.  Using indifference curve analysis, illustrate the effect on labor-leisure choices of a workers' compensation program that pays a worker 100% of prior earnings in the event of injury on the job.  Explain the problem of disincentives to work.  Show graphically how much the worker would have to be offered while recovering from the injury so as to provide incentives for a prompt return to work.
(24 pts)   3.   Over the past decades, there has been a remarkable increase in women’s employment. Describe four factors that have played an important role in this increase. 

4.            Suppose that under AFDC, an unskilled single mother could receive a daily living allowance from the welfare program in her state in the amount of $40 (i.e., Yn= $40).  Any earnings would reduce her cash allowance dollar-for-dollar (e.g., if she earned $30, her allowance would be just $10).  Suppose that her wage rate is $5 and that there are 16 hours per day to be allocated between work and leisure.  She has no income from other sources.

(7 pts) a.
Draw her budget constraint in the absence of welfare; label clearly the vertical and horizontal intercepts.  Indicate graphically in your diagram how the welfare program expands her region of feasible points.  

(7 pts)  b.         Are there any circumstances that would lead her to combine receipt of welfare and work?  Explain.

(7 pts) c.
Draw a diagram that illustrates a situation where she would maximize utility by being a welfare recipient.

(7 pts) d.
Draw a diagram that illustrates a situation where she would maximize utility by working in the labor market and dropping out of the welfare rolls.

