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What is Labour Economics?

• Labour economics studies how labour markets work

• Most of us will spend a lot of time in the labour market

• Our success in the labour market helps to determine our wealth and 
what we can afford to consume

Labour Economists study a wide range of policy issues, such as, 

• What happens when we increase the minimum wage?

• The effectiveness of active labour market policies

• The impact of welfare policies on employment

• Inequality in the labour market (e.g., the gender wage gap and 
income / wage inequality)



Books

We have two recommended texts for this course

• Labor Economics - Borjas

• Modern Labor Economics – Ehrenberg and Smith 

Format

• Short videos dealing with specific topics

• Tutorials

• Office hour (remote)



Chapter 1: Labour Supply

• The labour supply decision is something we all face

• We decide whether, or not, to work. If we do decide to work, how 
many hours do we work?

Understanding labour supply

• We will tell the ‘labour supply’ story. We should be able to 
understand this story in a non-technical and intuitive way.

• To tell this story in a more formal way, we will develop a model of 
labour supply

• We will rely on graphs to help us understand our model



Measuring the Labour Force

• The labour force (LF) is made up of those who are employed (E) and 
those who are unemployed (U)

LF = E + U

• The labour force participation rate gives the percentage of the 
population that is in the labour force

Labour force participation rate = 
𝑳𝑭

𝑷

• Unemployment rate is % of labour force that are unemployed

Unemployment rate = 
𝑼

𝑳𝑭



Measuring the Labour Force

Question

Give some examples of people (groups) who are not in the labour 
force.



Trends in labour supply
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Workers’ Preferences (Section 2-3 in Borjas)

• The first step in modelling labour supply deals with workers’ 
preferences

• The worker likes buying things and also likes having free time. More 
formally, we say the worker gets utility from consumption and leisure

• We summarize this in a utility function, which simply states that 
workers get utility (U) from consumption (C) and leisure (L)

𝑼 = 𝒇(𝑪, 𝑳)



Workers’ Preferences (Section 2-3 in Borjas)

• Indifference curves – show combinations of consumption and leisure 
that give the same utility

Properties of indifference curves

1. Downward sloping

2. Higher indifference curves mean 
higher utility

3. Indifference curves do not 
intersect

4. Indifference curves are convex to 
the origin

Graph – Chapter 6, Ehrenberg & Smith (11th edition)



Workers’ Preferences (Section 2-3 in Borjas)

• The slope of an indifference curve – measures the rate at which a 
person is willing to give up some leisure time in return for additional 
consumption, while holding utility constant.

∆𝐶

∆𝐿
=
−𝑀𝑈𝐿
𝑀𝑈𝐶

• The equation above tells us that the slope of the indifference curve is 
equal to the marginal rate of substitution (MRS) in consumption

• In a tutorial, we will cover the MRS in more detail and explain why the 
indifference curves are convex



Workers’ Preferences (Section 2-3 in Borjas)

• Preferences for consumption and leisure are different for different 
people

• This is reflected in the shape of their indifference curves



The Budget Constraint (Section 2-4 in Borjas)

• The person’s consumption of goods and leisure is constrained by 
1. How much money they have (their income)

2. Time (only 24 hours in a day)

• The budget constraint tells us that our consumption (in £) must equal 
the sum of our labour earnings (wh) plus our non-labour income (V)

𝐶 = 𝑤ℎ + 𝑉

• The hours available to us in a week, T, is split between working (h)
and leisure (L). So, we can write our budget constraint as, 

𝐶 = 𝑤𝑇 + 𝑉 − 𝑤𝐿



The Budget Constraint (Section 2-4 in Borjas)

• Note that C=(wT+V)-wL is a line. We can graph the line.



Question
• There are 110 hours available to you in a week (assuming you sleep approximately 8 hours per night). 

Your wage rate is £15 per hour and you receive £100 per week from a house that you rent out. Graph 
your budget line.



The Hours of Work Decision (Section 2-5 in Borjas)
• Person chooses the combination of goods and leisure (and therefore 

hours worked) that gives them the highest possible utility.



The Hours of Work Decision (Section 2-5 in Borjas)
• Note: the optimal point P on the graph below occurs where the slope 

of the budget constraint equals the slope of the utility function.

• 𝑤 =
𝑀𝑈𝐿

𝑀𝑈𝐶



The Hours of Work Decision (Section 2-5 in Borjas)
• The effect of a change in non-labour income on hours of work 

(assuming leisure is a normal good) – the income effect

• Evidence on lottery winners (Imbens et al., 2001)



The Hours of Work Decision (Section 2-5 in Borjas)
• What happens when the wage changes?

Question: A person has 16 hours available to them in a given day. Their 
wage rate is $8 per hour and they have zero non-labour income. Graph 
their budget line.

Suppose they get a pay rise and their new wage rate is $12 per hour. 
Graph their new budget line.



The Hours of Work Decision (Section 2-5 in Borjas)
• What happens to hours worked when the wage changes?

Question: A person has 16 hours available to them in a given day. Their 
wage rate is $8 per hour and they have zero non-labour income. Graph 
their budget line.

Suppose they get a pay rise and their new wage rate is $12 per hour. 
Graph their new budget line.



The Hours of Work Decision (Section 2-5 in Borjas)
• What happens to hours worked when the wage changes?



The Hours of Work Decision (Section 2-5 in Borjas)
• What happens to hours worked when the wage changes?



The Hours of Work Decision (Section 2-5 in Borjas)
• Can we separate the income and substitution effects?
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• Can we separate the income and substitution effects?



The Hours of Work Decision (Section 2-5 in Borjas)
• Can we separate the income and substitution effects?



To Work or Not to Work (Section 2-6 in Borjas)

• We know that people like leisure

• Suppose you place a value of £15 per hour on your leisure. 

• If somebody offers you £10 per hour to do a job, and hence give up 
your leisure time, what would you do?

• A person’s reservation wage is the wage, below which, the person 
will not work

• We can show this on our graph



To Work or Not to Work (Section 2-6 in Borjas)



The Labour Supply Curve (Section 2-7 in Borjas)
• The labour supply curve is the relationship between hours worked and the 

wage rate. We can derive it from our utility maximisation problem.



The Labour Supply Curve (Section 2-7 in Borjas)
• The labour supply curve is the relationship between hours worked and the 

wage rate. We can derive it using our



The Labour Supply Curve (Section 2-7 in Borjas)
• The market labour supply curve just “adds up” all of the individual labour 

supply curves



The Labour Supply Curve (Section 2-7 in Borjas)
• The market labour supply curve just “adds up” all of the individual labour 

supply curves


