EE473 Exercise 2

	
	    
3. Some economists maintain that the returns to additional years of education is actually quite small but that there is a substantial “sheepskin” effect whereby one receives a higher salary with the successful completion of degrees or the earning of diplomas (i.e., sheepskins).

a. Explain how the sheepskin effect is analogous to a signaling model.

The sheepskin effect is analogous (in fact it is identical) to the signaling model in that purchasing the signal doesn’t actually change the person’s skills or productivity. Rather, purchasing the signal in effect documents or reveals that the person is a high-ability person. This is exactly the same as the sheepskin effect. That is, paying the money and sitting through classes and doing the work doesn’t change the person. Rather, no one without high skills would choose to do this, so acquiring a sheepskin is a tool by which to “signal” one’s productivity even though achieving the sheepskin had not direct effect on the individual. 

b. [bookmark: _GoBack]Typically in the United States, a high school diploma is earned after 12 years of schooling while a college degree is earned after 16 years of school. Graduate degrees are earned with between 2 and 6 years of post-college schooling. Redraw the wage-schooling locus under the assumption that there are no returns to years of schooling but there are significant returns to receiving diplomas.



  The Wage-Schooling Locus with Sheepskin Effects
Years of Schooling
Dollars
12                       16              20
$18,000
$30,000
$42,000
$68,000

The bold line in the above graph gives the wage-schooling locus with sheepskin effects.  In particular, anyone without a high school diploma earns $18,000; anyone with a high school diploma (and no college diploma) earns $30,000; someone with a college diploma (but not a graduate school diploma) earns $42,000; and people with a graduate degree earn $68,000
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