Answers

Chapter 6


SemiLogEarningsFn.xls Answers
Click the Reset button to return the sheet to its default values.

Change the discount rate (in cell B11 of the TwoJobsModel sheet) to 10 percent and answer the questions below.

1) Because r increased from 7 percent to 10 percent per year, what will happen to the present values (PVs) of the earnings streams from the two jobs?  Why does this happen?

The present values fall.  Here is a before and after.

BEFORE
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41 7.00% Job 1 1 30,000 $       399,951 $    

Job 2 3 34,000 $       391,805 $    

4,000 $         (8,146) $       


AFTER
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41 10.00% Job 1 1 30,000 $       293,372 $    

Job 2 3 34,000 $       273,479 $    

4,000 $         (19,892) $     



The present values fall because money earned in the future is worth less today inasmuch as it would take a smaller amount of money today (because r is higher) to become a given target value in the future.

2) Why does the PV of the Job 2 earnings stream fall by more than Job 1's earnings stream?

This occurs because Job 2 relies more on greater earnings in the future.  Because these future earnings have a lower PV, Job 2’s PV falls by more.

3) Run Solver to create a data set of four observations tracking Job 2's equilibrium salary for n=3, 6, 9, and 12.

In other words, create a data set similar to the Job2(n) sheet.

[image: image3.emf]n Job 2 Salary

3 36473.0563

6 48991.0806

9 66013.3442

12 89333.8735


4) Draw a chart of Job 2's salary as a function of n.
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5) Create a new variable, ln Job 2 Salary, which takes the natural log of the Job 2 salary at each value of n. Draw a chart of ln Job 2's salary as a function of n.
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6) Use the data set to estimate the internal rate of return to training.  Report your regression results and calculations in coming up with your answer.
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The slope coefficient, 0.0995, is the estimate of the rate of return on training.
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