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UNIVERSITY OF WARWICK 
 
Summer Examinations 2015/2016 
 
Labour Economics 
 
 
Time Allowed: 1.5 Hours 
 
Answer ALL THREE questions in Section A (48 marks) and ONE question in Section B 
(52 marks). Answer Section A questions in one booklet and Section B questions in a separate 
booklet. 
 
Approved pocket calculators may be used. 
 
Read carefully the instructions on the answer book provided and make sure that the 
particulars required are entered on each answer book. If you answer more questions than are 
required and do not indicate which answers should be ignored, we will mark the requisite 
number of answers in the order in which they appear in the answer book(s): answers beyond 
that number will not be considered. 
 
 

 

Section A: Answer ALL THREE Questions  

 

 
 
1.  In the equilibrium search model, what is the effect of a more generous unemployment 

benefit on unemployment, vacancies, market tightness, and wages? 

     (16 marks) 
 
 
2. Explain what is meant by ability bias in the education-earnings relationship. Explain how 

the signalling theory of education might predict this. How does randomisation in a 
controlled experiment potentially solve the problem of ability bias? (16 marks) 

 
 
3.  The direct and cross elasticities of unconditional labour demand are as follows: 
 

𝒗

𝒗

𝜼𝑳

𝑳

𝑾 = −(𝟏 − 𝒔)𝝈 −

𝒔     𝒂𝒏𝒅       𝜼 = (𝟏 − 𝒔)(𝝈 −

)

𝒗 − 𝜽

𝑹

𝒗 − 𝜽  

 

(a)  Explain these relationships and distinguish the substitution and scale effects. What 

factors determine labour demand elasticity?  (10 marks) 
 

(b) Cobb-Douglas production function has been widely used in economic models with 

two production inputs. Given the empirical estimates for the elasticity of labor 
demand and labor share, show how these would provide empirical evidence for the 
use of this production function. (6 marks) 
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Section B: Answer ONE Question  

 

 

4.  (a)  Consider the Shapiro-Stiglitz model of efficiency wages. Assume that firms face   
            constant returns to labour. How are the equilibrium rate of unemployment and the 
            efficiency wage affected by the following? 

 

(i.) 

Increasing ‘conditionality’ of unemployment benefit. (10 marks)   

 

 

 

 

                                                                         

(ii.)  A reduction in monitoring costs. (8 marks) 

 

(iii.)  A reduction in the marginal productivity of labour. (8 marks) 

 

 

(b)  Discuss the empirical evidence on efficiency wages. (11 marks)                        

 

(c)   Briefly discuss alternative explanations of wage discrimination. What are the  
        main challenges in measuring wage discrimination? (15 marks) 

 
 
5.   (a)  Use the life cycle model of labour supply to show that a transitory increase in wages    

leads to higher hours worked. Does this prediction hold in the data? Explain.                   

(25 marks)      

      
       (b)  What are the main predictions about the impact of minimum wages in a labour 

market model with frictions? Discuss these predictions in light of empirical 
evidence based on both (i) time series data and (ii) studies based on natural 
experiments. (27 marks) 
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