ECON 474
Economic Development

Education Problem
You are the Secretary of Education of a developing country called Devland and you want to estimate how much an extra year of education affects wages in Devland.  Suppose that you observe twenty people’s wages and the amount of education they have completed.
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1) Plot the points in the above table and find a reasonable estimate for the increase in wages that goes with an extra year of education in Devland.
The slope of your line should be about 1.9. This says that when education goes up by one year, wages go up by about $1.90. This does not say that an additional year of education causes wages to go up by $1.90. There could be another factor, such as an individual’s unmeasured quality that leads them to seek both more education and is the true cause of the higher wages.
2) You explained in a previous problem that the effect in part 1) may not be a good estimate of the causal effect of education on wages.  Now you will determine a valid estimate of the causal effect of education on wages using a special program that was implemented in Devland.

The last variable in the table describes whether an individual lives in an area that 
was randomly assigned to receive a school through a school construction program 
in Devland.  So 10 of the 20 people lived in such an area and the other 10 did not.  
Use the effect of the randomly-assigned program on both schooling and wages to 
determine the true causal effect of education on wages.  Show all your work.  Is 
your estimate higher or lower than the effect you found in part 1)?  Why might 
this result make sense?
Average education for people who did not receive the program = 8.4 years
Average education for people who did not receive the program = 10 years

Effect of program on education = 1.6 years
Average wages for people who did not receive the program = $15.50

Average wages for people who did receive the program = $16.90

Effect of program on wages = $1.40

So the evidence shows that an additional 1.6 years of education increases wages 


by $1.40. 



[image: image2.wmf]Effect of program on wages$1.40

Effect of education on wages=$0.88

Effect of program on education1.6 years

==



The effect is smaller. This makes sense because part of the $1.90 in part a) 

reflected not just the effect of education on wages but also the effect of 

unobserved quality. The $0.88 estimate only reflects the effect of education.









_1287501530.unknown

