
ECO315 Labour Market and Education Policy 

Lecture 7. The Signaling Model of Education 

1. Education as a screening device 

The Spence Model: 

Main assumptions: 

a. Two types of workers 

– High ability types: H 

– Low ability types: L 

b. Worker types are unobservable or costly to observe to 

employers. 

c. Education is less costly for high types 

 

Types  Productivity  Population Share  Cost of Education 

L    1     q       e 

H    2     1−q      e/2 

 

Let PVE denote the present discounted value of a worker’s 

earnings. In a perfectly competitive market, equals the present 

discounted value of a worker’s marginal product. So 2=PVEH=2 

x 1 = 2PVEL 

Now let’s further assume that employers pay workers PVEH if 

they acquire e* or more years of education, and PVEL if they 

acquire less than e* years of education:  

 



2. Empirical implications of the signaling model 

Comparison of two models’ implications  

Human capital  Signaling 

People who attend additional   Yes    Yes 

years of schooling are more  

productive 

 

People who attend additional   Yes    Yes 

years of schooling receive  

higher wages 

 

People will attend school    Yes    Yes 

while they are young 

 

Education increases people’s  Yes   Not necessarily 

productivity 

 

Because the empirical implications of the Human Capital and 

Signaling models appeared so similar, many economists 

concluded that these models could never be empirically 

distinguished. 

 

3. Signaling or human capital: does it really matter? 

It doesn't matter so much for individual investment decisions as 

long as education is truly associated with higher pay. But it does 

matter from a society’s education policy point of view.  

 

4. Empirical evidence on human capital vs. signaling model 

The Tyler, Murnane and Willett study (“Estimating the Labor 

Market Signaling Value of the GED” in Quarterly Journal of 

Economics, 2000)  
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The Heywood and Wei study (“Education and the Signalling 

Hypothesis: Evidence from a Highly Competitive Labor 

Market”, Education Economics, 12(1):1-16, April 2004.) 
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