






unobservable e;ort cost. Thus, degrees are imperfect signals of productivity. To enhance earnings

over autarky, workers market their labor by means of a random process that pairs everyone to

someone di;erent at every date. When two workers meet they simultaneously propose whether to

form a production partnership, interpreted as a firm. The alternative is autarkic production.

In a production partnership, skilled labor is necessary to generate surplus. Imperfections in













Consequently, a planner would make everyone invest in education and skill if cd ≤ c̄. To see



earning skills and going to school if, reformulating (2) and (3),

PsGs(s) ≥ > (8)

PsGs(s) ≥ >



school unskilled, schooling decisions do depend on education costs. When cd > c̄ the net return

from education is negative, so no one goes to school. The opposite holds if education is very cheap;

if cd < c then Ps = 1







Start by recalling that if cd ≤ c̄, then Ps = 1 in the social optimum. Once again, this is because

mismatched worker types generate less surplus than skilled matches. Naturally, under-investment

in skill generates social ine>ciencies.

Corollary 3. Suppose - < 1 and > Ps





the U.S. There is evidence that employers pay little attention to grades, perhaps because of limited

informational content (Owen, 1995). For instance, Bishop (1988, 1990) argues that employers

do not rely on high-school transcripts in making hiring decisions, but simply on possession of







role of education, if a su>cient population proportion is innately more productive. This e;ect

would be magnified if education had no productive role. Of course, in this pure signaling story,
























