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Labor Markets 

Labor supply decision:

Use consumer theory, with the budget line showing tradeoff between income and leisure 

Slope of budget line = wage rate

Utility maximizing choice of whether to work (labor force participation) and, if so, number of hours

Income and substitution effects of a change in the wage rate or income tax rate

Many applications of this analytic framework for income support and tax policies

e.g.  Earned Income Tax Credit

       Child care costs and work

       Food stamps 

       “notches” –sudden loss of benefits when earnings rise slightly creates extremely high marginal tax rates

