Eco-337: Problem set 5

1. From the Textbook

Ch7

2.

Answer: Studies showing that for prime-aged males the income effect of a wage increase tends to dominate the substitution effect look either at wage increases that have occurred as society has become wealthier and more productive or at wage rates across individuals in a population. In both cases there are both substitution effects and income effects of wage changes. However, the studies of the life-cycle effects of lower wages in the early stages of one's working career with higher wages later on are examining these wage change effects over an individual's lifetime, holding constant the individual's expected lifetime wealth. With these studies there is a substitution effect--leading to more work as wages rise--but no corresponding income or wealth effects. The latter studies are in the pure life-cycle mode of analysis, where at a given point in time an individual has an expected lifetime wealth and also faces predictable changes in the wage rate over his or her career.
8.


Answer: A wife who did not work for pay nevertheless contributed to the family's income by performing household production services that would otherwise have had to be purchased in the market at some cost. Put differently, a woman who performs household services saves the family money that it would otherwise have had to spend. For a discussion of how these services can be valued, see Example 7.2.
Ch9

2.

Answer: If the costs to individuals of attending college are raised, fewer high school graduates will decide to attend. The market for high school graduates will experience an increase in supply at any given wage -- a shift in the supply curve that tends to decrease wages. The smaller number of college students reduces supply to college-educated jobs, tending to increase the wage. The growth in the earnings differential between high school and college graduates serves as an inducement for people to go to college, and this gap will grow to the point where the higher costs of going to college are offset by the greater returns. The marginal student, therefore, is just compensated for his or her more costly investment.

The gainers are (1) those who have already gone to college (at lower cost) and now find themselves the beneficiaries of wages that are higher than expected, (2) those who go to college and would never have been supported by the subsidy anyway (they get higher wages as fewer subsidized students attend), and (3) firms that hire high school graduates and can now pay lower wages. All three groups also are the beneficiaries of the tax cuts. The probable losers are (1) current college students who assumed they would be subsidized and whose subsidies are lost after they enter college, (2) students and former students who stop at high school (whose wages are now lower), and (3) firms that hire college graduates. Group I may continue on and receive a lower rate of return than anticipated or may quit and get the lower wages high school graduates now must take. All three groups gain from the tax cut to some extent, so an overall assessment of their gains and losses is difficult.

Students who are at the margin of deciding whether to go to college or not are neither big gainers nor big losers. Those who decide to go despite the increased costs will receive higher wages as college graduates decrease in numbers; thus, their rate of return is more or less the same as it would have been before. Those who would have gone to college but do not go after the subsidy is cut are the very ones -- the ones at the margin -- who received the smallest return from going. While they lose, their losses are not large, and may be fully offset by the tax cut.

For those already out of college, the tax cut and higher wages induce both a substitution effect (retire later) and an income effect (retire earlier). One cannot tell which effect will dominate. For those who now go to college, the higher wages just offset the greater costs of investment in human capital. Their lifetime wealth is thus held constant, but their wages rise. This induces a pure substitution effect and later retirement. For high school graduates, lower wages are to some extent offset by lower taxes, mitigating both substitution and income effects; effects on their retirement decisions are thus unclear.

4.


Answer: The first proposal, which basically increases the difficulty of graduating from high school, will tend to reduce the supply of high school graduates and increase their wages relative to the wages of those who do not graduate. Thus, the returns to graduating from high school should rise, and along with it will rise the incentives for obtaining the threshold of competency required to graduate.

The second proposal also increases incentives for students to study harder because better grades result in higher wages. This proposal would also serve to increase rates of return to studying in high school, but the incentives to acquire competencies above the graduation threshold are stronger than under the first proposal (because pay is tied to grades, not just graduation).

The first proposal would slightly reduce employers' costs of hiring workers because they could be guaranteed that all applicants with diplomas met required levels of competency. However, if they needed workers with competency levels above the threshold for graduation, they would then have to engage in some kind of testing on their own (as they would have to do now). The second proposal might slightly increase hiring costs because it would require employers to look at grades (which they could be doing now but presumably have chosen not to).

8.


Answer: As indicated in Chapter 1 and elsewhere, the optimum allocation of resources requires that all mutually beneficial transactions be accomplished. If wages are forced toward equality by government fiat, potentially beneficial human capital transactions may be discouraged. That is, because the acquisition of training and education is costly, human capital investments will not be undertaken unless there is a future return to them. These returns normally are in the form of higher wages paid to those with the higher skill levels, and if these higher wages cannot be paid, human capital investments that might have been made will be discouraged. Thus, the pursuit of wage equalization across skill levels will discourage human capital investment and may result in too few workers entering skilled occupations.

2.Essay Questions

2.1

Answer:  (a) and (b) The constraints for the market, Program A and Program B are as follows:
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Market constraint = AB; Program A constraint = ACD (CD parallel to AB); Program B constraint = ACEB

c.  This question asked the student to focus on the labor supply effects of moving from Program A to Program B on parents now working more than 8 hours per day.  Thus, the answer should focus on comparing the work incentive effects of Programs A and B on parents with indifference curves indicating 8 or more hours of work under Program A (the program that the question indicates is now in effect).

There are two possibilities.  One alternative is that the parent is initially on an indifference curve that is tangent to CD, and when segment CD is removed (by moving to Program B), the parent then maximizes utility at point C.   The economic meaning of this is that some parents will reduce work effort (from more than 8 hours to exactly 8 per day) in order to still obtain the subsidy.

The other possibility is that parents with indifference curves initially tangent along CD will now maximize utility along EB, which  increases work incentives.  For these parents, indifference curves are so flat (the desire for income so strong) that the curve tangent to the market constraint passes above point C.  This means that when Program A is changed to Program B, such workers experience a pure income effect (a loss of income) and thus decide to work more.

2.2

Answer:  Prospective students would have to weigh the costs of delay with its benefits.  Delaying reduces tuition costs, but it also delays the benefits of a medical education (generally measured as the difference between what doctors earn and what can be earned without a medical degree) by a year.  This difference will be greatest for those with the smallest alternative (pre-medical-school) earnings.  Further, it reduces by one the number of years that the investment’s payoff can be recouped.   Thus, those expecting the greatest payoff to an investment in medical education, and those who are older and therefore have fewer years over which to recoup its returns, will be least likely to take this offer.

3. Group Question
We have studied the Human Capital theory in Labor Economics. The core of this theory tries to explain why some individuals choose to invest more in their education or training than others. Using that theory try to explain a phenomenon that is occurring in some countries around the world: overeducation. This basically means that compared to what we would have expected too many people in some countries are attending and finishing college. A lot of them will end up doing jobs very different from what they studied, and applying only a very small fraction of the concepts they work so hard to acquire. How is this possible? Are these individuals not rational? Is the theory wrong? Find some information on this issue and make sense of it in light of the theories we have explored.

Here you were supposed to cite some information you could have found, for example, through the internet doing a simple search:

http://www.fathom.com/feature/35711

it is just an example as the first item in www.google.com, there are many more. 

Once the issue is introduced you were supposed to interpret this in light of our human capital theory. Our theory seems to imply that individuals only undergo education (especially higher education) if it is worth the effort from a Present Value perspective. Here we are saying that a lot of individuals end up not working in jobs where they can apply their skills. What’s wrong with this picture? First, you should realize that maybe nothing is wrong, the fact that someone is not applying directly what they learned it does not mean that they are not getting rewarded for their human capital investment. The theory only says that the benefits will outweigh the costs. Overeducation can be the result of the theory of signaling becoming more important in our society, meaning that having a degree is what matters, even if you do not ever apply the skills learned. This is in line with what some individuals say is the changing face of education, more and more a college degree is what 30 years ago was a high school degree. To reach a conclusion on overeducation we would need more information on costs, in many countries where this phenomenon has been observed the costs are relatively low, and the alternative for young individuals not so good, so individuals might be rational after all. Also, it has been analyzed that college seems to be the only alternative for many high school graduates that want more training because on the job training is not so developed and because vocational schools are not well developed.

4. Multiple Choice

A. a

B. d

C. b

D. b

E. a

F. d

