                                                            UNIT ONE
1. THE NATURE AND CONCEPTS OF ECONOMICS OF EDUCATION
· Nature of Economics

The existence of human wants is the starting point of all economic activity in the world. Human wants are unlimited. So scarcity is the fundamental fact of life. Unless we make efforts, we cannot satisfy wants. It is true that we have many wants; but all wants are not of equal importance. So we choose the more important and the more urgent wants. So choice is the essence of economic activity. 

· Meaning of Economics

There is no single definition for economics. Economics is the study of how society chooses to allocate its scarce resources, which have alternative uses, to provide goods and services. It is also defined as the study of how agents choose to allocate scarce resources and how those choices affect society. It studies how society decides what, how and for whom to produce goods and services. Robbins defined economics as a social science subject that studies human behavior as a relationship between ends and scarce means which have alternative uses. Generally, economics is the study of what constitutes rational human behavior in the endeavor to fulfill needs and wants.

· Branches of Economics

On the bases of the scope of the study, economics is generally divided into two main branches. These are: Microeconomics and Macroeconomics.
Microeconomics is that branch of economics which is concerned with the decision-making of a single unit of an economic system. How does an individual (or a family) decide on how much of various commodities and services to consume? How does a business firm decide how much of its product (or products) to produce? These are the typical questions discussed in microeconomics. Thus, microeconomics can be defined as the study of economic decision-making by micro-units. 
Macroeconomics is the branch of economics that deals with the economic performance of the entire economy. Macroeconomics focuses on economic growth and economic stability in a nation. The real gross domestic product (GDP) is the birr value of all newly produced goods and services in an economy in a given year, adjusted for inflation. Economic stability refers to maintaining stable price levels for consumer and producer goods, and a fully employed labor force. In short, macroeconomics is concerned with aggregates such as national output, national income, national savings rates, and the national unemployment rate, rather than with the behaviors of individuals or firms.

1.1. The Meaning of Economics and Economics of Education
Educational wants create a demand for scarce resources, and this implies that wants are competing for the same resources. If the above happens, it is therefore rational to conclude that wants that are most pressing will be satisfied first under direct competition. Really, it is not possible to satisfy all identified educational wants at the same time, because educational resources are limited. To this end, decision makers will have to make choices among the alternative educational wants. Consequently, economics of education concerns itself with how to use the limited educational resources to satisfy the unlimited educational wants.

· Meaning of Economics of Education

Economics of Education is the application of economic principles, concepts, and laws to the process of Education.  Economics of Education is the study of how stakeholders in education make or approve choices, within available but scarce resources, in a bid to achieve best educational outcomes.

It further looks into how human behavior affects economic development. Economists analyze the production of education in this world where resources such as the capital invested in buildings or technology and the labor of the teacher workforce are necessarily scarce. 
The fundamental problem of economics of education is how the society, institution and the households make use of the limited human and material resources they have, to best satisfy their unlimited wants for education. The solution to the fundamental problem requires the application of certain economic concepts.  

1.2.  The major Issues and Concerns of Economics of Education
Education is the acquisition of knowledge, skills, and attitudes which enables one to contribute to the environment one finds himself. Educational activity involves both production and exchange. The production process in educational setting involves the use of scarce resources. Accordingly, scarcity forces people to make choice through evaluating alternative actions. This action of alternative choice is known as opportunity cost. 
Opportunity cost is not what you choose when you make a choice -it is what you did not choose in making a choice. Opportunity cost is the value of the forgone alternative - what you gave up when you got something. The opportunity cost of going to college is the money you would have earned if you worked instead. On the one hand, you lose four years of salary while getting your degree; on the other hand, you hope to earn more during your career, due to your education, to offset the lost wages. Thus, opportunity cost is the cost of alternatives foregone.

The issue of scarcity calls for economic analysis in the education system of a country in terms of:
· Demand of schooling,

· Educational expenditure,

· The contribution of education system to GNP.

· Manpower planning

· Outcomes of education

The process of education involves the use of a substantial amount of scarce resources. This leads to a number of questions for which answers may be sought within the domain of economic analysis. These questions may involve: - What to produce, how to distribute among competing individuals, how much to spend in education sector, and to whom it should be spent.

The following major issues are the concern of economics of education:
a) Identification and Measurement of the Economic value of Education 
Both individuals and society at large have a stake in educational investment. It is, therefore, desirable that the value of a given investment in education both to the individual and to society be calculated. This involves estimation of educational costs and benefits. 

b) Allocation of Resources in Education 

The process of education involves the production of educational outputs from sets of inputs. Systematic analysis techniques may be used to evaluate the functioning of educational institutions and to examine the possibilities for increased efficiency.
c) Teachers’ Salaries

The level and determinants of teachers’ salaries are of particular concern to the teaching forces in the educational system.  

d) Educational Finance:

Who should pay for education? Should the government support public and private education? And what share of the total costs should be borne by the taxpayer as opposed to direct beneficiaries of the educational endeavor?

e) Educational Planning:

Since education is not a private good and is not subjected to the full rigor of market competition, it has been argued that there is a need to institute educational plans to insure the optimal use of resources.

1.3. Basic Economic Agents and Functioning of an Economy

An economy is a system which links up different economic agents in a society. An agent is an individual who has the authority to evaluate, select, and act on alternatives to achieve an end. Any decision implies that there is an end, objective, or goal that an agent wishes to achieve. 
In real world economic systems, we have the following main economic agents- households, firms, and government. Households are consumption units who consume goods and services to drive satisfaction. Firms are production units whose ultimate objective is getting profit. These three economic agents are related through flows of real products and income. Households supply factors of production like labor and earn income in return. Combining these resources, firms produce goods and services to sell to households and in return collect revenues. Government collects taxes from households and firms to expend it on the provision of public goods and control negative externalities. 

Figure 1.1: The Flow of output, Resource and Income in an Economy 
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The upper half of the diagram portrays the resource markets. Households supply their resources (labor, land, capital) to businesses (to be understood as organizations) that require these resources in the production process. Interactions between them determine prices of these resources in the resource market, which is cost to businesses and income to households.

The lower half of the diagram shows the output markets. Business organizations supply their outputs to the market and households buy these goods and services with the money they received in return for their resources. Consumption expenditure of households is income to a business. The inner loop (counter clock-wise flow) shows the flow of real resources and products. The outer loop (clock-wise flow) displays the flow of cash both as cost and income.

 The act of government as an agent in a given market system 

Government action in any one of the two markets will be felt everywhere. Government has various leverages at its disposal. Say it increases tax on a certain consumption item. Then price of the commodity will accordingly increase. On the aggregate then, less of that commodity will be purchased by households. A business therefore adjusts production downwards and it will purchase fewer inputs from the resource market. Such flows and adjustments are continuous phenomena in an economy.

1.4. Economic Activities and Factors of Production

Production, distribution and consumption are clearly economic activities. Each of these activities is interrelated with other aspects of society as well as the natural and built environments. It may be helpful to think of an economic system as a process that begins with a set of inputs (or resources) that are used for production that must be distributed for ultimate consumption.

The steps in the economic activities

The economic process is the process of altering a set of inputs to outputs to satisfy individual wants. As the example given below, the steps in the economic process are production, distribution and consumption. 

Figure 1.2: Economic Process 




1.4.1. Inputs or Resources

The economic process begins with a set of inputs. These inputs are often referred to as resources or “factors of production.” Typically, these resources are classified as land, labour, capital, and entrepreneurial ability. 

Land is a resource or input that is a “gift of nature” It exists independently of human activities. Soil, forest, deposit of oil, coal, rain, river, and climate are a few examples of land. In economics the payment for land is often called rent. 

Labour, in Economics, is any human effort to produce goods and services. The payment for labour is usually called wages (payments might be commissions, salary, bonus or whatever). Labour can be physical or mental. A person digging a ditch, managing a firm, or performing accounting functions is providing labour.

Capital is a means of production that is made by human labour and used for the further production of goods and services. The payment for capital is usually measured as interest.  

Entrepreneurial Ability: the act of creating something new is fundamental to the concept of the entrepreneur.

The person who provides the capital for a new venture is not an entrepreneur. The person who manages a project after its creation is not an entrepreneur. The process of creating new goods or processes is usually accompanied by risk. Innovation and risk are important elements of the entrepreneurial function. The return to the entrepreneur is usually thought of as profit.

1.4.2. Production
Production is the process of altering inputs to increase their ability to satisfy human wants. Production can occur if inputs are physically altered to increase their ability to satisfy wants (utility). Physical production is the most obvious and easiest to measure. 
On the other hand, services are often more difficult to measure. A police department may produce safety or security. How is that measured? A teacher produces education. How is that measured? Is the output of a fire department measured as the number of fires they put off or the number of fires they prevented?

1.4.3. Distribution
Distribution usually describes the process of allocating the property rights to goods and services that have been produced. The primary means of distribution or allocating mechanisms that are used in most societies are exchange, reciprocity and eminent domain. 

1.4.4. Consumption
Consumption patterns are influenced by preferences (tastes), income, wealth, and the relative prices of goods. Preferences cannot be measured directly. The choices that individuals make give some indication as to preferences. The consumption choices are often correlated with variables that can be measured. Age, gender, ethnicity, religion and other characteristics may be related to preferences and consumption choices. The ultimate purpose of any economic activity is to provide for the survival and betterment of the conditions for individuals in a society. One aspect of this is the production of goods and services that can be consumed by individuals to satisfy needs and wants.

· The inter relation between production, distribution and consumption in an economy

Production, distribution and consumption are interrelated. What to produce is influenced by what individuals want to consume. What people want to consume is influenced by the distribution process and what can potentially be produced. This coordination may come in the form of cooperative activities, such as the creation of a business firm. The firm usually organizes production internally as a cooperative process but must compete externally. Alternatively, the coordination of activities may be accomplished by competition or some combination of cooperation and competition. 

UNIT TWO
DEMAND AND SUPPLY ANALYSIS IN EDUCATION
 2.1. The Concept of Demand

Demand is one of the most important and fundamental concepts in all economic analysis. It is the willingness and ability of people to purchase goods and services at each possible price per unit of time. There are a number of important components in this definition - willingness, ability and per unit of time. Willingness assumes that people desire the good. Ability assumes that people have the means to buy the goods or services (purchasing power). In other words, there must be a willingness on the part of the consumer to buy together with his or her ability to pay. Price is the cost or value or worth of a given good. For example, in the process of getting educated in the university or your children in their respective schools, you pay a price for this in terms of the school fee(s) and other fees. Time is the exact point in time at which the consumer requests for the given good or service. Remember that for each of our (human) activities that we undertake, there is a time. Note that as the price falls, quantity demanded increases. This is known as the law of demand. In law of demand price and quantity are inversely related.

2.1.1. Demand for Education   

This is the quantity of educational service (s) that a consumer is willing, ready and able to ask for from the producer/supplier (school-primary, secondary, tertiary institutions) at a given price and at a given time (period). For example, if a parent wants to demand for educational service from either the government or private University, this will be done at a given price (school fees) charged by the government or private university and also at a particular time, which can be during the 2019/2020 academic year as the case may be. Parent or guardian of such student must be willing, ready and able to pay the prescribed school fees and other fees and at a particular time. 
Demand for education can be represented by: the Demand Schedule, the Demand Curve, and the Demand Equation.

· Educational Demand Schedule   

Do you know that you can place the prices of a product side by side with the amount of the product that people are willing to buy? The table you will come up with is known as demand schedule. Simply put, a demand schedule is a table that shows both the price at which a product is demanded and the quantity of such product that is demanded. To this end, educational demand schedule is a table that shows the various school prices (school fees) charged by the schools and the number of students that are enrolled in the various schools based on the different schooling prices charged. The table below shows the various schooling prices and the various enrollments of students in line with these prices.

	School Fees (birr 000)
	Quantity/Enrollment

	60 
	100

	50 
	200 

	40 
	300 

	30    
	400

	                                   20 


	500

	                                   10
	600


                        Table2.1: Educational Demand Schedule
Table 2.1(the schedule above) reveals that when the price of education (school fees) was birr 60, 000 per student, 100 students were enrolled. When the school fees reduced to birr 50, 000   per student, the student enrollment increased to 200. You need to observe that as the school fee reduces the number of students that enrolled increased. This is how we as human being behave in response to the increase and decrease of the price of services or goods. So, whenever there is an increase in the school fees, parents will react by reducing the number of children that will be enrolled in a given school. What parents do is to seek for alternative schools that their school fee is relatively affordable. 
· Educational Demand Curve  
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Figure 2.1: Educational Demand Curve

The demand curve is the translation (or representation) of information (price and quantity) on a demand schedule to a curve. The educational demand curve is the translation (or representation) of information on school fee and student enrollment that is shown on a schedule to a curve. The information on the schedule will be represented by a curve as shown above.
From the educational demand curve, you can see that the curve slopes downwards from the left-hand side to the right-hand side depicting that when the school fee was low (for example birr 10,000) consumers enrolled more of their children (for example 600) in the school. But as the school fee was increasing, the number of students enrolled was reducing as you can see that when the school fee increased to birr 60, 000, the student enrollment was 100. 

· The Demand Equation:  is a mathematical relationship between the quantity demanded (enrollment), and the entire collection of elements that determine quantity bought. 

An individual's demand function for goods (Good/Service X) might be written:

QX = fX (PX, P related goods, income (M), preferences, . . . )

· QX = the quantity of goods / Service X (enrollment of students in a certain level of education) 
· PX = the price of goods X ( school fee )
· P related goods = the prices of compliments or substitutes

· Income (M) = the income of the buyers

· Preferences = the preferences or tastes of the buyers

2.1.2. Law of Educational Demand   

The law of educational demand expresses a relationship between the school fee charged and the number of students enrolled in schools. The school fee is one of the factors that influence enrollment in schools. Economists of education have long deduced that the higher the school fee charged the lower will be the enrollment. On the other hand, the lower the school fee charged, the higher will be the student enrollment. One of the fathers of Economics in the person of Alfred Marshall put the law of demand follows that “amount of product demanded increases with a fall in price, and diminishes with a rise in price”. 
You as student need to observe carefully that this principle/law is applicable to the already stated law of educational demand above. The inverse relationship between the price of a commodity (school fee) and quantity demanded (student enrollment) is referred to as the law of educational demand. The inverse relationship between the price of the commodity (school fee) and quantity demanded (student enrollment) is referred to as the law of demand or better put law of educational demand. 
However, this law is only valid under normal circumstance as there are exceptional cases where the law is not valid. The following cases show the exceptionalities:
· Ostentation: 

This can otherwise be called flamboyance or lavishness whereby the potential school entrants’ demand for the educational service even when the fee of such educational service is on the high side. For example, the school fee charged by some private schools (nursery/primary/ secondary/ university) is high. But you find that some parents that are rich will still enroll their children in such schools, while the parents that are not rich will not enroll their children in such school, rather enroll their children in the public schools whose fees are relatively affordable or they are not charging school fees at all, through the provision of free education. The demand for such schools with high school fees may not decrease as the tuition fees increase. This is because it is the desire of such parents to be exclusive (elitist) and so dissociate themselves from common people and therefore exhibit the snobbish effect. 

· Speculation: 

The law of demand does not apply to demand in a campaign between groups of speculators. In fact, speculation about increase or decrease in the price of education may cause a breakdown in the law of demand. For example if consumers feel that the price of an educational service will rise in future, such consumers will prefer to enroll on such programme now, rather than when the school fee will be on the high side. If however, many potential entrants behave in such a way, a rise in the price of education may lead to an increase in the number of people that will enroll in schools as a result of the fact that others are doing so. Babalola (2003) established that speculations may create a bandwagon effect whereby because others are doing one thing, some many others too will copy and also do the same.
· Inferior Educational Services: 

These are likely to attract fewer consumers if there is an increase in real income of the consumers. This is as a result of the thinking that prices are indicators of quality of items. For example, if two private schools are charging birr 6,000 and birr 8,500 per pupil, per term, parents are likely to favour the more expensive school with the belief that the prices are indicators of quality and thereby demand less of the birr 6,000 school. However, what is inferior to a high income earner may not be inferior to a low income earner. Inferior education is usually patronized by the poor people because they cannot afford the superior education. But if there is a rise in the incomes of the poor people, they will shift from the inferior to the superior education system.

2.1.3. Factors Influencing Demand for Education  

There are some factors that totally alter the relationship between price and quantity demanded of the goods at each price. These are:

· Price of the Education 
Price is one of those factors that cause changes in demand/enrollment for education. Price of education includes tuition fee, cost of books, stationeries, feeding, transport, etc. If the fees are fully paid for by prospective parents, cost of education will be high because the fees were not subsidized, so the quantity demanded of such education will be lower. But if the fees were subsidized, the price of education will be lower and demand will increase. In most cases if the government of a nation wants to increase. If the price of a given education changes, there is every likelihood that the demand for such an education will change. If the price of an education, say a private primary school falls, the demand for it will increase because of the fact that more people will be attracted to obtain the education service.  

· Derivable Benefits from Education

There are huge benefits derivable from acquisition of education. These benefits are either pecuniary or non-pecuniary in nature. Pecuniary benefits can otherwise be called monetary which can be in the form of earning of salary and wages. Non-Pecuniary is otherwise called nonmonetary benefits, which can be in the form of been able to fill tax form, venturing into other businesses outside the normal salaried job, etc.  

· Income of the Consumers 

The income per head received by consumers of educational services in their places of work is a big determinant of demand for educational services. Consumers have lots of items (responsibilities) that grapple with their salaries, out of which payment for educational services is one. Necessary calculations have to be done by individuals with respect to how to expend the salary. If the cost of acquisition of education will be on the high side, some re-ordering of responsibilities will be done by such individuals. If on the other side, the government provides free education for the citizenry, this will alleviate the problem of educational funding of parents from their meager salary to a large extent. 

· Availability of Non-Education Alternatives
The provision of education services to consumers have their alternatives, which is the engagement in family businesses, learning of a trade, travelling out of the country and so on. Once there are alternatives to getting educated, some parents might opt for these alternatives which however will be paid for later in life. It is important to ensure that getting educated is given high priority at all times.

2.1.3. Changes in Demand vs. Changes in Quantity Demanded

It is important to distinguish between a change in demand and a change in quantity demanded. When there is a change in own price of the good, other things held constant, this causes a change in quantity demanded (movement along a demand schedule or curve). When one of the non-price determinants of demand changes it is necessary to draw a new demand curve. Accordingly, the demand curve shifts inward or outward. This is known as change in demand.

2.1.4. Elasticity of Educational Demand  

As a student, you would have seen elastic at one time or the other probably with your fashion designer. If you have also used rubber band, it falls into this category which is elastic in nature. This section has to do with elasticity of educational demand. Please remember that you can expand the elastic that you lay your hand on to any extent and likewise the rubber band that is on you. Further remember whenever you transact business in the bank and you are given large sums of money, you ask the bank teller to give you rubber band to firmly hold your money. Elasticity has to do with how one can stretch (extend, elongate, make longer, etc.) the elastic that is on you. If we however apply what we have been examining to our discussion, that is demand for education, the consumers can allow large number of their children to attend schools or decide to reduce the number of their children that will attend school due to changes in price. This decision of allowing large or small number of children to attend school or get enrolled in school based on the fees that are charged is called elasticity of educational demand. If we attempt to define elasticity of educational demand, we can say that it is the responsiveness of change in student enrollment (enrollment demand) in schools with respect to changes in prices or school fees. 

The formula for elasticity of educational demand is given as:                  

                                   Percentage change in educational demand (%(Qd)

                        e =     Percentage change in school fee (%(P)
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Where P0 and Q0 are the initial price and quantity and P1 and Q1 are the new price and quantity.

How do you interpret the values of price elasticity of demand? 

Interpretation: if the magnitude of the computed price elasticity of demand in absolute value of x, then this value is interpreted as a 1% increase/decrease in the price of the good/service in question brings about an x % decrease/increase in quantity demanded.

Demand for education can be elastic, inelastic or unitary elastic. But on a general note, Babalola (2003) confirmed that demand for education is generally inelastic when it is compared to its price. It implies that the educational demand usually drops by much less than One percent (1%), while the price of education(school fee) rises by One percent(1%). 
Rules of elasticity: 

1. When %(Qd>%(P, then in absolute terms Ep>1, demand is ELASTIC.

2. When %(Qd<%(P, then in absolute value Ep<1, demand is INELASTIC.

3. When %(Qd=%(P, then in absolute terms Ep=1 and demand is Unitary ELASTIC
2.2. Supply Concepts
Supply is the quantity of a commodity (goods and services) that producers are willing, able and ready to sell (put on the market) for a given period of time and at a particular given price. The suppliers of educational services who can be the public schools or the private schools will be willing to make available quantities of educational services to whoever that demands for it. 
2.2.1. Supply of Education   
This is the quantity of educational service(s) that a producer (a school owner) is willing, ready and able to make available to the consumers of educational services (children, youths, adults, physically challenged and so on) at a given price and at a given time(period). For example, if a school (primary, secondary or tertiary institution) advertises its educational products on the radio, television or in the newspaper, it is one of the indicators that the school is getting ready to make available its educational services to the public or consumers of various educational services. This will be done at a given price (school fees) to be charged by the public or private institution and also at a particular time. Educational supply can be represented by the following:

· Educational Supply Schedule 

A schedule is a table that shows both the price at which a product is supplied by the school operator and the quantity of educational service or of product that is demanded by the consumers or the individuals in the public. To this end, educational supply schedule is a table that shows the various school prices (school fees) charged by the schools and the number of students that are enrolled in the various schools based on the different schooling prices charged. The table below shows the various schooling prices and the various enrollments of students in line with the different schooling prices.

	School Fees (birr 000)
	Quantity/Enrollment

	60 
	700

	50 
	600 

	40 
	500 

	                                   30    
	400

	                                   20 


	300

	                                   10  
	                                  200 


                                                 Table 2.2: Educational Supply Schedule/ Supply Table
Table 2.2 or Schedule above reveals that when the price of education (school fees) was birr 60, 000, the quantity of student places that the educational producer will be willing to make available to the public is 700. When the school fees reduced to birr 50, 000, the quantity of educational services that the producer of education will be willing to make available will be reduced to 600 student places. Remember that suppliers, especially private entrepreneurs   are into business to make as much profit as possible, while public school providers are into supply of educational services to render service(s). Though, the public school providers will at one time or the other also charges some fee, which cannot be compared to the private education providers. You need to observe that as the school fee reduces the number of students that enrolled is also reduced, especially if one considers the private entrepreneurs who are into schooling business to make a profit. This is how suppliers behave in response to the price increase and decrease. So, whenever there is an increase in the school fees, producers will react positively by making available more schooling spaces for the students. But if there is a reduced school fee, normally, the producers will reduce their spaces available for students because their expected profits will also be reduced.

· Educational Supply Curve    

The supply curve is the translation (or representation) of information (price and quantity) on a supply schedule to a curve. The educational supply curve is the translation (or representation) of information on school fee and student enrollment that is shown on a schedule to a curve. The information on the schedule or table 3.0 above will be represented into a curve as shown below: 
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                                   Figure 2.2  Educational Supply Curve
From the educational supply  curve above, you can see that the curve slopes upwards from left hand side to the right hand side depicting that when the school fee was high(for example Birr 60,000 ) suppliers made available more  schooling spaces for the consumers of education services (for example 700) in the school. But as the school fee was decreasing, the number of students’ spaces available was reducing as you can see that when the school fee decreased to birr 40,000 the student enrollment was 500 and so on.

· The supply equation 

Note that, unlike supply table and supply curve, supply equations show all the determinants of supply. Supply tables and supply curves only show a bivariate relationship. 

2.2.2. The Law of Educational Supply 

The law of supply expresses a relationship between the school fee charged and the number of students enrolled in schools. The school fee is one of the factors that influence education providers to make enrollment spaces available in schools. Economists of education have long deduced that the higher the school fee charged the higher will be the enrollment spaces that education providers will be willing to make available to the public.

On the other hand, the law states that the lower the school fee charged, the lower will be the student enrollment. Succinctly, the law of educational supply states that the higher the school fees the higher will be the available school spaces, and the lower the school fees, the lower will be the available schooling spaces available for the consumers of educational services. The direct relationship between the price of a commodity (school fee) and quantity supplied (student enrollment) is referred to as the law of educational supply. Therefore, price is positively related to quantity supplied.

2.2.3. Factors Influencing Supply of Education 

· Resource Quantity 

In the educational sector, resources such as labour, capital, land, and entrepreneurship is needed for a successful   delivery of educational service. How sufficient and available these resources are important to the educational service supplier to supply enough. Take, for example, if there is no enough land space where a school is established, it will affect the quantity of educational services that a provider will make available to the public. 

· Prices of Inputs used in Production

How affordable are the prices of the resource input helps in determining the supply of educational services. If the price of resource input is very high, it might not be possible for the producer to supply the school spaces. This is because the burden of the high prices will be passed over to parents to bear and this will be in the form of hiked school fees. 

· Availability of Technology: 

The availability of technology in terms of   Information Communication Technology, computer, laptops, printers, and projector and so on helps in determining the supply of educational services to the consumers. If these technological facilities are available, it will make possible to a great extent the lesson deliveries in the class and invariably the supply of educational services by the knowledge supplier. 

· Population: 

The availability of population in terms of size that is affected by births, deaths, migration makes the population to either be available in a large manner or small manner. If the number of births is increasing, deaths reduce and migration is reduced, the number of population that will be available for schooling will be high. But if it is otherwise whereby birth is reduced, death is increasing and migration out of the country is increasing, the number of population available for schooling will reduce. Reduction in population can also be as a result of emigration, wars, famine diseases and natural disasters. 

· Speculation

This is speculation on the part of the educational provider(s) whereby he/she assumes or guesses that the consumers of education will demand the educational services that he has packaged together. In this wise, the provider will supply the education service greatly if he is fortunate that his assumption works. 

· Advertising or Commercial Activities

Embark on advertising or commercial activity is a factor that determines the supply of educational places by education providers. While advertising, many people are made to be aware of the available educational services, and some prospective consumers will therefore demand the educational services provided by the supplier of educational services
2.2.3. Changes in supply Vs Changes in Quantity Supplied 

Analogous to demand, a movement along a supply curve is referred to as a change in quantity supplied. The quantity supplied changes because of a price change. A shift in the supply curve is referred to as a change in supply. Supply changes (the supply curve shifts) because one or more of the factors affecting supply other than price (costs of production, technology, number of firms, etc.) changes.

2.2.4. The Price Elasticity of supply

The price elasticity of supply is calculated in much the same way as the price elasticity of demand.



Es=%∆Qs%∆P

Supply is said to be elastic when the reaction in quantity supplied, in percentage terms, to a particular percentage change in price is greater than one. If quantity supplied is sensitive to price changes, then a small price change causes a large change in quantity; therefore, the ratio of percentage change in quantity supplied to percentage change in price is larger than one. If quantity supplied is not sensitive to price change, then Es<1, and we say that supply is inelastic.

· Elasticity of educational supply

Elasticity of educational supply is the responsiveness of change in supply of educational places to change in the price of education (school fee). In simple term, when there is a change in the price of education (or school fees) to be paid by students, the supplier (or otherwise called the producer) of education will also react in line with the change in the school fees. You need to know that the school fees can increase and this will make the supplier be ready to supply more or make more spaces available for consumers of educational services. On the other way round the supplier of educational services will also react negatively by reducing the available schooling spaces if there is a reduction in the school fees that is charged, because of the fact that this reduction in school fees will adversely reduce the profit that will accrue to the educational service provider.

Realistically, and in the real sense, however, it is too difficult to get situations where schools (private or public) will reduce their school fees that are charged. What we can find is a situation of increase or non-increase of such fees, instead of a reduction in the fees.

Elasticity of supply of education can be  (i) Less than one (e<1) Inelastic, (ii) exactly One(e=1) Unitary Elastic  and (iii)  Greater  than One (e> 1) Elastic. If elasticity of supply of education is less than one, it implies that the responsiveness of supplier of education in terms of making available schooling places to intended school entrants due to change in the school fees charged (positively or negatively) is less than one, and so, not too many observable changes  in the availability of school places. 

If the responsiveness of the educational service provider is unitary, it means that the reaction of the supplier of education to change in the price of education is equal to each other. So, if the change in school fee is equal to 30% and the change or responsiveness of the educational service provider in terms of available school places is also 30%, then you can see that there is equality in the change in school fees and the change in available school places. Due to this equality in the two variables (school fees and available school places) we talk about unitary (e=1) elasticity of supply of school places. The formulae for elasticity of educational supply is given as:
                                  Percentage change in available school place (%(Qd)

                        e =    Percentage change in school fee (%(P)

2.2.5. Issues to be considered in the Supply of Educational Services
The following are some factors considered in supply of educational services:
a) The time precedence

b) The unity of supply

c) The complementarities of components 

a) The Time precedence

Time precedence refers to the concept, the supply of educational services must be available before it is needed. There should be advance preparation in terms of qualified teachers, buildings and other physical facilities. However, when we see the actual situation in most developing countries, there is a problem of advance preparation. In this, respect, the supply of educational services calls for the demand projection mechanism for teachers, equipment and other facilities and non-teaching staff.

b) The Unity of Supply 

All types or levels of schools must expand at the same time. For instance, to accommodate the flow of students across the levels, the expansion of primary schools should go with the expansion of secondary schools and the expansion of secondary schools should go with the expansion of tertiary education. This is because, the rapid expansion at one level may force the other level to use less qualified teachers, class rooms may not be enough (may be resulted in the large class size), equipment may be scarce, finally the quality of the education system will be damaged.

c) Complementarity of components 

The idea of complementarities of components entails that component parts of the education system (like teachers, non-teaching staff, equipment and facilities) should be fixed based on their proportion.

2.3. Concept of Equilibrium Analysis in Education 

2.3.1. Meaning of Equilibrium 

Equilibrium ordinarily means a stable state or position, where balance is attained. You are satisfied when you do not need more at that point in time. Have any of you reached the state of satisfaction before? For instance, where your stomach is not ready to take additional water, that state is referred to as equilibrium. We had examined the demand for education and the supply of education. It has been discovered that consumers of education will demand education, while suppliers of education supply education services. Since there is an interaction between the demand and supply of education and the consumer and supplier of education, there will be the need to examine the point of stability or balance otherwise called the point of equilibrium where quantity of education demanded by consumers equates the quantity of education supplied by the supplier of education services and at a particular price. The point at which quantity of education demanded equate quantity of education supplied is called the equilibrium point, designated by letter “E”. Symbolically, E= Qed = Qes.  

The equilibrium point can be viewed from the combined demand and supply of education schedule below in table 2.3.

	Price (School fees) (birr)’000
	Quantity of Education Demanded
	Quantity of Education  Supplied

	160
	400
	1600

	140
	600
	1400

	120
	800
	1200

	100
	1000
	1000

	80
	1200
	800

	60
	1400
	600

	40
	1600
	400

	20
	1800
	200


Table 2.3.Demand for Education and Supply of Education Schedule

From above schedule, three columns can be seen and they represent the price of education otherwise called the school fees, quantity of education demanded by the consumers of education at various prices and the third column represents the quantity of education or school places supplied or made available by the suppliers of education. Please remember that we have examined the law of educational demand that states that “as the price of education increases, the quantity of education demanded reduces and as the price of education reduces, the quantity of education demanded increases”. Also, with respect to the supply of education, the law of supply of education states that “as the price of education increases, the quantity of education or school places increases, while when the price of education decreases, the quantity of education also decreases. You need to carefully examine the table 2.3 above (demand for education and supply of education schedule) and realize that the information on columns of price of education and quantity of education demanded obeyed the law of demand, for education, while the combination of information on columns of price of education and quantity of education supplied also obeyed the law of supply of education. But at a unique or common price birr1000,000 , the quantity of education demanded(1000) equated the quantity of education supplied (1000). This is the unique point where the quantity of education demanded equates the quantity of education supplied but at the common price of birr 1000,000, which is the equilibrium price. Graphically the information on the equilibrium analysis is displayed below:
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2.3.2. Equilibrium Point of Demand for Education and Supply of Education 

Point E on the graph above is the equilibrium point where the quantity of education demanded equates quantity of education supplied. It is also a point at which the educational demand curve intersects the educational supply curve. So, at point E, Quantity of Education Demanded = Quantity of Education Supplied.

· Excess Demand for Education 

Excess demand for education represents a situation where the number of people seeking admission into an educational system is greater than the number that can be accommodated by the school. For example, 30,000 people may be seeking admission into the University while only 15,000 spaces can be provided. The difference between 30, 000 and 15,000, which is 15,000 is excess demand for education. From the graph showing the equilibrium point above, it is found that the lower portion of point E depicts a situation where quantity demanded is greater than the quantity supplied (D>S). The excess demand might occur as a result of low financial contribution of students or their parents to education in terms of fees and other forms of private cost of education. If there is excess demand for education [student places(s)], an increase in fee would generate added revenue. Assuming that the government too will channel the extra funds to the provision of more spaces, then the greater the increase in fees, the more funds are generated, and therefore, the larger is the potential supply of places.

· Excess Supply of Education (Student places) 

The excess supply of student places is a situation where the number of students enrolled is less than the number of available or provided student places by the respective suppliers (providers) of education (that is, institutions of learning). This situation is depicted at the upper part of equilibrium graph (point E) where supply is greater than Demand (S>D). The excess supply or surplus situation occurs as a result of high user charges charged by the respective providers of educational services. If students are charged high fees initially, the number of people seeking admission will be very low. For example, assuming that in one of the private Universities in our nation, the fees charged is 50,000 birr per academic session, and the number of people that sought admission to the University is 20,000, while the number of spaces available for new students is 25,000. Assume further that all the applicants (20,000) will be able to afford and pay the charged fee. It then follows that the available (supplied) student places in the institution are greater than the demand for student places in the private University charging 50,000 per session. Additionally, this is a situation of low demand for school places, while the supply of school places remains high, thus making the supply to be higher than the demand.
UNIT THREE
EDUCATION AND HUMAN CAPITAL
  3.1. THE MEANING AND SCOPE OF HUMAN CAPITAL
To most people, capital means a bank account, a hundred shares of PLC stock, assembly lines, or steel plants in some area of a nation. These are all forms of capital in the sense that they are assets that yield income and other useful outputs over long periods of time. 

But such tangible forms of capital are not the only type of capital. Schooling, a computer training course, expenditures on medical care, and lectures on the virtues of punctuality and honesty are also capital. That is because they raise earnings, improve health, or add to a person’s good habits over much of his lifetime. Therefore, economists regard expenditures on education, training, medical care, and so on as investments in human capital. They are called human capital because people cannot be separated from their knowledge, skills, health, or values in the way they can be separated from their financial and physical assets.

Traditionally, economic analysis of investment and capital tended to concentrate on physical capital, namely machinery, equipment, or buildings, which would generate income in the future by creating productive capacity. However, a number of classical economists, notably Adam Smith, pointed out that education helped to increase the productive capacity of workers, in the same way as the purchase of new machinery, or other forms of physical capital, increased the productive capacity of a factory or other enterprise. Thus, an analogy was drawn between investment in physical capital and investment in human capital. Assets which will generate income in the future are called capital. The concept of human capital can be applied not only to education and training, but to any activity which increases the quality and productivity of the labour force and thus raises future income levels. It was not fully developed, however, until the early 1960s when the American economist Theodore Schultz analyzed educational expenditure as a form of investment.  Since then, the concept of human capital has dominated the economics of education and has had a powerful influence on the analysis of labour markets, wage determination, and other branches of economics, such as the analysis of economic growth, as well as expenditure on health care and the study of migration. 

Human capital refers to the knowledge and skills possessed by individuals, which enable them to function effectively in economic and social life. It represents the investment people make in themselves that enhance their economic productivity. It rests on the assumption that formal education is highly instrumental and even necessary to improve the production capacity of a population. In short, the human capital theorists argue that an educated population is a productive population. Human capital theory emphasizes how education increases the productivity and efficiency of workers by increasing the level of cognitive stock of economically productive human capability which is a product of innate abilities and investment in human beings. 

3.2. Human Capital Formation
The basic justification for human capital formation is that investment in education leads to higher productivity; this in turn leads to high earning.


The most frequently forwarded rationales behind investment in human capital are that: 

1. the new generation must be given the appropriate parts of the knowledge which has  already been accumulated by previous generations;

2. new generation should be taught how existing knowledge should be used to develop new products, to introduce new processes and production methods and social services; and

3. people must be encouraged to develop entirely new ideas, products, process and 
methods through creative approaches.

Its appeal was based upon the presumed economic return of investment in education both at the macro and micro levels. Efforts to promote investment in human capital were seen to result in rapid economic growth for society. For individuals, such investment was seen to provide returns in the form of individual economic success and achievement. Most economists agree that it is human resources of nation, not its capital nor its material resources that ultimately determine the character and pace of its economic and social development. Human resources constitute the ultimate basis of wealth of nations. Capital and natural resources are passive factors of production; human beings, however, are the active agencies who accumulate capital, exploit natural resources, build social, economic and political organization, and carry forward national development.

3.2.1.  Factors contributing to Human Capital Formation
Some of the factors contributing to human capital formation include:

· Education (formal schooling)

· On-the-job training

· Job search (choice of individuals)

· Health service

3.2.1.1. Education (formal schooling)

Human capital theory equates workers’ knowledge levels with their levels of formal schooling and says more schooling would lead to higher productivity and macroeconomic growth. However, it is believed that better educational attainment depends on individual’s ability, availability of funds for him, his socio-economic background (taste of parents) and the like.

For example, Chance of going to school increases as:

· Cost of going to school decreases

· Expected wage after college increases

· Wages given up when in colleges decreases

· Number of years working after school increases

· Internal rate of return decreases (decrease in the number of years it will take to repay the investment on education)

3.2.1.2 On-the-Job Training

Of course, formal education is not the only way to invest in human capital. Workers also learn and are trained outside schools, especially on the job. Even college graduates are not fully prepared for the labor market when they leave school and must be fitted into their jobs through formal and informal training programs. The amount of on-the-job training ranges from an hour or so at simple jobs like dishwashing to several years at complicated tasks like engineering in an auto plant.

3.2.1.3 Job Search (choice of Individuals) 

Individuals acquire and collect knowledge, skill and competencies with the aim of earning more. This is because the variations in labour income are due to differences in labour quality in terms of the amount of human capital acquired by the workers.

3.2.1.4 Health Service 

People’s health will inﬂuence their capacity to take advantage of educational opportunity and conversely, their health will be inﬂuenced by their educational level. The nature and the availability of health service have both quantity and quality implications for human capital. Improvement in the standard of health of people has a direct link with population growth. Modernized health services improve life expectancy, reduced infant mortality, and the incidence of disease. All these factors improve the possibility of sustaining physical vigor and longevity of the labour force and they are positively related to high life long earnings. Moreover, the health services enhance the quality of human resources by enabling them to require better knowledge, and benefits from the new knowledge which in turn, enhances not only the prospects of earnings but also the quality of life enjoyed by them.

· The Notion of Social Capital

The notion of social capital focuses on the resources that individuals or groups possess in the form of the networks, relations and institutional capacities that they can draw on. Social capital may be represented, for example, by a set of informal values or norms shared among members of a group that encourage cooperation among them. Just like its physical and human counterparts, social capital may contribute greatly to productive activities; while social capital may seem less “tangible” than physical capital, investment in social relations nevertheless brings returns in the marketplace, and individuals with the most social capital typically have the highest incomes. 

· The relation between social capital and human capital 
Social capital pushes beyond human capital concepts in that social networks and connections among and between individuals, and the norms of equality, reciprocity and trustworthiness that arise from these connections bring benefits to society: a more trustful society, a more efficient economy, and better governance. The social processes that thrive in these social networks make the connections between investment in human capital and local development possible. Activities such as mentoring, job networking and mutual support combined with high levels of social capacity are seen as factors leading to success in business or education. An example would be mutual support among entrepreneurs to promote self-reliant economic development, without need for government.

· The Complementarities between Human and Social Capital

Can the concept of human capital investment be easily transferred to social capital? The concept is not so easily transferred to social capital. First, the definition of social capital is not clear since it exists in many forms and at different levels of society. Second, social capital, to some extent, is the result of a complex interaction of historical and cultural factors and not one in which investment or cost analogies can be easily applied. Third, the measurement of its impact on economic or social activity is arguably even more challenging than that of human capital. 

3.3. Measuring the Stock of Human Capital 

It is important to acknowledge that human capital is in practice more than the sum of its parts, and that the identification and measurement of a finite number of specific skills cannot provide a complete account of human capital stock. The ability of individuals and groups to put these skills together and turn them to productive use, which is related to social capital, is crucial to the overall picture, although hard to measure in any quantitative form. The stock of human capital is heterogeneous, no single type of attribute can adequately represent the many human characteristics that bear on economic activity. However, the following approaches have been used to estimate human capital stocks in the working-age population. These are:

1) Educational attainment: This serve as an approximation for stock of human capital estimation. Educational attainment can be expressed as the proportion of adults who have completed each educational level.

The number of persons in relation to the population or labor force, who are in high-level occupations: Some partial indices based only on one or more types of high-level professions can be computed, e.g. (a) number of teachers (first and second level) per 10,000 population.

2) Educational enrolment indices: These are based on flow concept, concerned with production of human capital rather than demand for it.

3) Measuring Adult Skills Directly: An alternative to measuring the human capital stock via educational qualifications or years of schooling is to assess the skills of adults directly. A new direct measure of an aspect of human capital is the International Adult Literacy Survey (IALS: identified literacy skills to cover demands at work, in the home and the community), in which adults were tested on three literacy scale or literacy domains such as prose literacy, document literacy and quantitative literacy.

4) Using earning streams: We restate the fundamental tenet of this method that a man’s stock of human capital indicates the present value of his productive capacity approximated by his earnings stream. 

5) Estimating the Market Value of Human Capital: Individual characteristics such as educational attainment and measured skills are seen as being relevant to the functioning of individuals in the labor market. In order to calculate fully the stock of human capital, however, some measure is needed of how much, in practice, such attributes are worth in economic terms.

6) Weighted skill index: 

 An alternative method of measuring human capital is based on the skill level or occupational profile of the labor force. Indices constructed using this method meet some of the objections stated. 

· Critique of human capital theory

While the relationship between formal education and better wages was readily established due to available data on schooling, the link between higher compensation and participation in other forms of education and training –e.g., non-formal education, informal learning, on-the-job training, etc.-has been more difficult to establish, and require more longitudinal data.

More fundamentally, critics of human capital theory have pointed out that correlation is not causation – i.e., that the association of higher levels of schooling with increased earnings does not demonstrate ipso facto either that skills acquired in schooling themselves produce the income gain (education might simply perform a function of “screening” for individuals who are already productive for other reasons) or that increased income is an unequivocal sign of greater productivity (it might simply result from socially-ordained distribution patterns).

Besides, the theory fails to account for the growing gap between peoples’ increasing leaning efforts and knowledge bases on the one hand, and the shrinking numbers of commensurate jobs on the other hand- the growing numbers of increasingly skilled, yet under- or un-employed persons looms as a critical social problem in some countries.
UNIT FOUR
CONSUMPTION AND INVESTMENT
4.1 Consumption and Investment view of Education

Goods and services can be broadly classified under two classes: those among which consumers satisfy their immediate wants are called consumption; and those which are used in production to generate income over a long term are called investment.
Governments choose to spend money on education for many different reasons, and it is helpful to distinguish between two groups of reasons, making use of a familiar economic distinction: that is between Consumption and Investment. Broadly speaking, we distinguish between consumption expenditure - which is incurred now for the benefits it will provide in the present and investment expenditure, which is incurred now for the benefits it will provide in the future. Another way of putting it is to say that the resources devoted to consumption are, literally, consumed in the present, but that investment is a way of increasing productive capacity, or wealth, in the future.

Education is regarded as both a type of consumption and investment. People want their children to learn or to read because they will enjoy life more as a result. This is just one of the consumption benefits of education. But education is also a form of investment in human capital. Future levels of production are not dependent simply on labour and physical capital - but on technical knowledge and the skills of the labour force - and these are provided by education. 

Education in itself is consumption as well as investment. The activities of an educated person such as enjoying non-pecuniary (non-monetary) benefits like reading stories and poems, enjoying higher social status, etc. are activities of consumption and the monetary gains from a lifetime's earnings are taken as investment. Also, the absorption of a large number of educated persons by the education system itself for carrying out teaching and research responsibilities refers to consumption whereas the surplus educated manpower constitutes investment which contributes to human capital formation in the economy and forms the basis for raising the level of production.  In other words, Education is treated as consumption when it is acquired for the sake of pleasure or pursued with the intention of getting a degree. In this sense, formal education is considered consumption. For instance, the education of women improves their prospects in the job market. Here education is consumption good. Education, in terms of on-the-job training, preservice training, development and maintenance of skills, is clearly an investment in human resources.

4.2 Decision making for educational investment

In order to play justifiable role in expediting the process of educational investment, the government and its constitute bodies have to make a number of sound decisions, of course taking into account the human resources requirements of different economic and social sectors of the country. 
Issues which always receive the attention of educational planners and decision makers include:

· Estimation of budgetary requirements of different sectors of education, like primary, secondary, vocational, higher, general and technical education.

· Public and private uses of current resources.

· Public expenditure on social welfare programmes including those relating to the promotion of economic growth as education health, national defense, road construction and housing, etc.

Pre-decisions in respect of all these, however, require detailed information pertaining to

· The identification of factors which have significant bearing on the process of educational development, and the extent to which each factor exerts its influence in determining the course of the above process; and

· The alternative costs or losses which a society will have to incur if the appropriate decision is not taken to initiate action for the promotion of education.

Therefore, investment decisions with regard to the nature, types and levels of education as well as the extent of sharing the costs of the related educational provisions are accordingly taken by both the individual and the society.

4.3 Categories of Decision making 

1. Individual decisions

It is a kind of decision made by individuals with regard to buying or obtaining education of different kinds and levels. Individual decision making varies from person to person and from situation to situation because the decisions are based on the individual’s perception of the social and economic gains. These gains are expected to accrue to the family as a whole, after the dependant (s) receives a particular type and level of education. Individual decisions in education may pertain to the type and level of education, choice of institution and other related aspects which are expected to yield somewhat higher returns from the various alternative investment choices available to individuals.
2. Institutional decisions

All  investment decisions taken by either individuals, private enterprises, public institutions or the state with respect to the creation of necessary facilities for providing education to all who are eligible and seek it, are termed as institutional decisions. Such decisions are generally to social judgment and even control in one form or another.

· The distinction between institutional and individual decisions about investment in education

Institutional   decisions pertain to those decisions for which there are private or public agents to provide education, and individual decisions denote those made by or for individuals for procuring their own or their dependents’ education. There is, thus a difference in the main categories of investments made by institutions and individuals.

A large chunk of investment by an institution is accounted for by such items as payments of salaries to teaching and non-teaching staff and infrastructure facilities like buildings, equipment, laboratory, library, etc. Investments by individuals are made in the form of payment of fess, maintenance expenditure, and the opportunity costs or foregone earnings.

3. Collective decisions

Unlike the individual and institutional decisions, the social approaches to investment in education are dominated by considerations like the social and economic welfare of a society. Societal judgment on investment decisions in education takes into consideration the entire investment made by individuals and private and public institutions. These societal decisions are, therefore, reflected in the policies and programmes of the government for educational development. Sometimes individuals and/or institutions come into direct conflict with each other and, therefore, indicate divergent trends in human activities. These trends may satisfy the wants of the individuals and institutions concerned but the overall expected gains for the society may be somewhat lower.

In such a situation, it becomes imperative to rectify the diverse and heterogeneous nature of choices of investment by way of strong societal intervention so that the overall social gains of investments in education are maximized without unduly affecting the individual and/or institutional options for purchasing education.  

4.4 The Balance of Educational investment

Educational investment is very important, because education fulfills a number of vital objectives:

· It provides essential skilled manpower for both the industrialized and informal sectors of the economy, provides the means of developing the knowledge, skills, and productive capacities of the labor forces, and acts as catalyst in encouraging modern attitudes and aspirations.

· It helps to determine not only the incomes of the present generation but also the future distribution of income and employment.

· It satisfies a basic human need for knowledge, provides a means of helping to meet other basic needs, and helps sustain and accelerate overall development.

· It influences social welfare through its indirect effects on health, fertility, and life expectancy and helps to increase the profitability of other forms of social and physical investment.

Because of the wide variety of benefits of educational investment and the diverse needs of different developing countries, no single formula can be applied to all countries or to all education projects. Universal rules cannot be applied and that educational investment must be broad and diverse if it is to respond to the diverse needs of developing countries. In other words, the strategy of choice between alternative investments must be country specific, although it must follow broad criteria.

The shift in allocations by level of education reflects the realization that it is not only secondary and high-level technical education that contributes to economic development, but that primary and non formal education and training are also productive investments.
4.5 Criteria for Educational investment

The choice between current consumption, which brings immediate satisfaction of needs and wants, and investment, which creates the capacity to produce future goods and service, is a matter of time preference, and it rests on political as well as economic considerations. Thus, it can be said to depend on society’s objectives. The choice between investment in manufacturing industry and agriculture, or between factories, bridges, ships or schools-also depend on society’s objectives, and on the balance between the costs of the investment, in terms of scarce resources, and the future benefit to be derived from the investment.

Although the objectives of society are many and varied and not always well defined, the economic policies and choices of government are typically concerned with three objectives. These are:

· Satisfying immediate needs and wants through current production of goods and services, that is, consumption.

· Increasing the supply of goods and services in the future through increased national income, that is, economic growth and 

· Ensuring adequate distribution of goods and services between different groups in society, that is, equity.

In venturing the balance between investment in human capital and infrastructure, policy makers must consider two important questions.

1. Does education contribute to economic growth?
2. How do you see the contribution of education to economic development compared with the contribution of physical capital?
4.6 Financing Educational Investment

Education in almost all countries is provided in both private and public sectors. Education, thus, is not purely public goods: the exclusion principles, barring students who fail to pay fees to a particular educational institution, can be readily applied even though it is rarely applied in the lower grades. Education consumes a significant amount of resources in almost all countries. A certain minimum level of educational profusion is generally assumed to be necessary in order for a country to attain a reasonably high rate of economic growth.

The distribution of educational opportunities to different groups of the population has consequences for social justice. As a result of the size of the set of educational activities in a country, and because educational provision affects economic growth and the distribution of income, systems of educational finance are likely to be complicated. 

· The judging of educational finance system
There are three main interrelated criteria by which systems of educational finances are traditionally judged:

· Whether the level of provision of educational services is adequate (Adequacy of Funding)
· Whether the distribution of educational resources is efficient ( Efficiency), and

· Whether the distribution of educational resources is equitable (Equity)
UNIT FIVE
THE BENEFITS OF EDUCATION
There are two basic observations with which any discussion of educational benefits must start. The first is that those with more education usually differ from people with less education. Secondly, the question of impact or benefits depends upon the extent to which education causes the differences, as opposed to the case where a third factor (for example, innate ability, family wealth, or motivation) is causing the differences. A second observation is that individuals change as they obtain more schooling. Here, the question is the extent to which the changes are the result of schooling, and the extent to which they are effects of maturing generally or of other experiences that are not related to education. 

For all levels of education, the discussion of educational benefits must begin by asking a questions, who will benefit? There are a number of potential beneficiaries of the educational process. The first and most obvious is the student. But even here one is unable to look at benefits to students as a homogeneous group. Individuals enter the educational process with a variety of complementary and/or hindering characteristics which will either help or impede them to achieve what they seek. Thus, individual characteristics of students must be considered in conjunction with benefits. One of the fundamental policy questions in this area is what happens if certain students are able to benefit more or less from a particular type of education? Should different resources be provided for those with different needs? Or does equality of educational opportunity command that equal resources should be provided for unequal students?

In addition to the students themselves, there are other groups of beneficiaries that must be considered, such as others in society (nonstudents) who may or may not invest in the education of a student either directly (as in the case of family and friends) or indirectly (as in the case of individuals who support education by paying taxes). Benefits to individual students are quite easy to conceptualize: the student who learns to read in school is better off than were he or she not able to read. In economic term this is known as a private benefit of education. The economist distinguishes private benefits from social benefits where the latter accrue to others than those being educated. If a student graduates from medical school he or she will obviously obtain the benefits of high income and the satisfaction of curing the sick. However, if that medical doctor were to pursue a research career and eventually develop a cure for a major disease, the beneficiaries of his or her education would be not only the doctor who receives income and acclaim, but also those who were saved from the disease by his or her discovery. Society is clearly better off due to the education of that individual and the individual has not been able to appropriate all of the benefits of his or her education for him- or her-self: others derive (social) benefits above and beyond those (private benefits) received by the individual doctor.
5.1. CLASSIFICATION OF EDUCATIONAL BENEFITS
5.1.1. Private Benefits

We can further classify private benefits of education as monetary and nonmonetary private benefits.
· Private Monetary Benefits of Education
Private monetary benefits can be seen as direct and indirect monetary benefits. Increased wages and earnings are the direct monetary benefits of education to individuals.The non-wage remunerations which include the form of improved working conditions or fringe benefits such as insurance provided by the employer, a company car and childcare, are indirect monetary benefits of education to individuals.

· Private Non-monetary Benefits of Education 

Both life-satisfaction and happiness are related to education. There are several channels through which education can be assumed to make an impact on health and life expectancy. First, schooling may affect the decision to work in hazardous employments. Moreover, there is evidence that education is associated with better health behaviour. Lifestyle, diet and exercise seem to be related to education. Better health contributes to a person’s general well-being in terms of reduced pain, lower expenditures on medical care and less time spent to treat various illnesses. A person’s life expectancy also increases with her/his education.  

5.1.2. Social Benefits

The benefits of education to society can also be classified as monetary and non-monetary benefits.

· Social Monetary Benefits of Education

From a fiscal point of view, a large impact of education and training on the society consists in their effect on taxes. In the same way as education and training raise the earnings of an individual, they also tend to raise the taxes paid by this individual. These tax payments are part of the government’s budget and ideally benefit the society at large.

· Social Non-monetary (Externality) Effects of Education

The most important fields of society that are influenced by education are the process of democratization, the development of civic institutions and human rights, and political stability. Education and higher per capita income play an important role in the democratization process since they give rise to a growing demand for political participation. 

One channel through which education affects democratization is through civic participation, civic knowledge and attitudes. Education leads to an increased demand for civic participation within the population. Moreover, it increases the frequency of newspaper readership and thereby the quality of civic knowledge.
Micro econometric analysis also shows that the probability of committing crime is significantly reduced by schooling. Effects of education are found to be particularly large on murder, assault and theft.  
Social cohesion is also promoted by an increasing awareness of the responsibility that every single person has for the society. More educated people contribute more volunteer time and more financial resources to community service and charity. Education also reduces the spread of contagious diseases within the whole population. The effects of education on the environment are almost entirely indirect and operate through the reduction of poverty and population growth rates. 

5.2. Education, Economic Growth and National Development 
Investment  is  a  necessary  condition  of  economic  growth  and  national  development.    As  an  investment,  education  is  an  important  condition  for  promoting  both  economic  growth  and  national  development. 

5.2.1. Education and Economic Growth
Ordinarily, growth implies increase in size, status, height, quality, value, and so on.  Economically, growth means increase in economy.  Indeed,  this  definition  approximates  the true  meaning  of  the  term,  economic  growth,  because it is normally measured by the rates of increase of national income.  National income refers to the sum total of all earned and unearned incomes in the economy.  It  is  generally  believed  that  education  tends  to  raise  the  earnings  of  the  educated;  therefore  investment  in  education  accelerates  economic growth. While the economy of a society provides resources to fulfill the educational aspirations of its members, the education systems, in turn, help in equipping the society and the economy with the required types and levels of manpower which are needed for expediting the process of socio-cultural transformation and economic modernization. 
· How Education Contributes to Economic Growth  

 Education contributes to economic growth in two major ways, namely  

                 (a)   By improving the literacy level of the labour force, and   

                 (b)  By helping in the acquisition of relevant skills and expertise
a. Improving the Literacy Level of the Labour Force   
 The  main  thesis  in  this  form  of  contribution  is  that,  within  a  given  occupation,  a  better-educated  person  is  likely  to  do  a  better  job  than  a  less- educated one, because additional education is expected to make an individual  more aware of better ways of doing things.  In a  summarized  form,  acquired  literacy will help an individual tol:  
· have  a  liberal  mind  and  positive  orientation  towards  life  and  its  related activities:  

· accept  and  appreciate  changes  and  innovations  which  may  enhance  his productivity;  

· improve  his  health  habits  which  have  implications  for  his  effective  contribution to the economy; a sickly individual can hardly make any  meaningful contribution to the economy;  

· generate  ideas  and  information  which  may  assist  others  to  improve  their performances within the economy

Put together, education helps to link the development of the working  individual  with  the  general  development  of  the  community  to  which  he  belongs.
b. Education as a Source for Acquiring Relevant Skills and Expertise 
There  are  two  main  ways  in  which  the  acquisition  of  skills  and  expertise  facilitate economic growth. In the first instance, the educated individual has a  better  mastery  of  the  tools  and  techniques  required  for  performing  a  given  job.    The  implication  is  that  there  will  be  higher  job-productivity  as  well  as  higher  job  efficiency,  which  are  necessary  conditions  for  an  effective  economic  growth.  There  is  a  conclusive  evidence  that  countries  with  better  skilled labour-force, develop faster  and better than the ones with little or  no  relevant  skills. The  second  way relates  to  the  management  of  resources  (physical  and  human).   A country may have all the skilled  labour  force, as well as the necessary resources, but may lack the capacity to manage them effectively. The acquisition of relevant management skills ensures  that  both  the  human  and  physical  resources  are  well  blended  and  reconciled  through  effective  planning,  organizing,  controlling,  evaluating,  and  coordinating, to achieve the desired results.  It is only when the resources are  well  utilized  that  effective  productivity  in  any  economy  can  be  envisaged.

5.2.2. Education and National Development
Development is sometimes erroneously regarded as growth; but a difference exists.  Development is regarded as growth  plus  change.  The  implication is that development incorporates both growth and change; change  could  be  in  terms  of  social,  cultural,  political,  economic,  quantitative  or  qualitative  dimensions.  Within  this  context,  national  development  could  be  seen  as  the  growth  and  changes,  as  well  as  the  various  improvements  that  occur in a given environment, with the aim of promoting good quality of life  among the populace. Like in the case of growth, it is generally regarded that  education  through  its  various  processes,  is  instrumental  to  any  national  development. This is an issue that will be discussed later in the unit.

· How  Education  Contributes  to  National  Development  

Recollect  that  National  Development  refers  to  the  growth,  changes  and  improvements occurring in a given economy, with the aim of promoting the  quality of life among the population. Within this context, education contributes to national development in the following ways:
· Fostering permanent literacy;  

· Developing programs to achieve national objectives;   

· Eliminating wasteful imbalances in the educational system;   

· Checking unemployment in the economy;  

· Judicious  utilization  of  available  resources.
These contributions  are  further discussed below:
· Fostering Permanent Literacy   

Education  is  already  known  to  be  positively  related  with  economic  growth,  and  by  extension,  national  development.  To encourage education,  government is enforcing literacy programs through a variety of forms, e.g.  Universal Primary Education.  With such programs,  an  educated  and  skilled  labour force is created for the economy.   
· Developing  Measures  to  Achieve  National  Objectives   

The national objectives, as specified in the National Policy on Education are  basically  economic  objectives,  and  the  government  has  decided  to  use  education as a tool for achieving these objectives.  Within  this  context,  the  following  measures  exist  for  enhancing  the  contributions  of  education  to  national objectives:  Rating education high in national development plans;   Relating education to overall community needs;  Using  modern  educational  techniques  to  encourage  acquisition  of  relevant knowledge and skills; Structuring  education  to  maximize  self-reliance  and  self- development.
· Eliminating Wasteful Imbalances in Education  

 In many developing  countries, like Nigeria, the rising demand  for  education  particularly  at  the  primary  level,  create  problems  for  some  other  levels.  For  example,  expansion  at  the  primary  level,  due  to  demand,  is  hardly  complemented  at  the  secondary  and  tertiary  levels.  The  result  is  that  many  students  graduating  at  the  primary  level,  are  hardly  accommodated  at  the  secondary level, creating chances for drop-outs. This is wasteful. But through adequate educational planning techniques, such lapses are eliminated.  

· Checking Unemployment in the Economy  
Unemployment is a serious drain  on  the  economy.  However,  through  the  various  manpower  planning  techniques,  as  well  as  the  activities  of  National  Manpower Boards, incidents of unemployment are reduced. This will definitely assist in the process of national development.  

· Judicious Utilization of Available Resources   

Judicious utilization of the available resources ensures that these resources go round to  various  sectors  of  the  economy.  In  education,  efficiency  criteria  demands  that  resources  are  invested  in  the  most  cost-effective  manner.  this  means that education has a number of in-built techniques (for example, cost- benefit  analysis,  management  by  objectives,  etc.)  which  ensure  that  educational  objectives  are  achieved  with  minimum  cost.  This situation ensures that money is available for other aspects of national development.
5.2.3 Distinction between Economic growth and Economic development
There is a fundamental distinction between the two. Economic growth refers to the increase in the GNP or per capita income of a country. Gross Domestic Product (GDP) is the value of the total output that is produced by factors of production resident within an economy during the period for which national income is being computed. The GDP is strictly for the shores of a given country, and so it has a geographical boundary as it takes into consideration all the factors of production belonging to both citizens and foreigners living in a country. The Gross National Income (GNI) otherwise known as the Gross National Product (GNP) is defined as the total value or the monetary measurement of the total output produced by the factors of production that are around the citizens irrespective of where the citizens are living during a given period of time, say one year. The gross national product includes net income from abroad. Only the final products should be taken into account while estimating the GNP of an economy. This is to prevent the problem of double counting which can arise when value of item(s) are accounted for at their different stages of production.
So long as the national income of a country keeps growing, the country is experiencing economic growth. But economic development means much, more than mere growth, a fundamental change in the structure of production in an economy. Most important among the structural changes are:

· the rising share of industry (and the falling share of agriculture),

· increasing urbanization¹

· the consumption pattern of the people also changes so that they do not have to spend their entire income on basic necessities and food requirements; rather so that  they can buy goods and leisure.

· the participation of the masses in the production process,

Moreover, the benefits of development should accrue to the whole society, not to the privileged few. Generally, development is a more comprehensive concept than growth.
5.2.4. Approaches for Assessing the Contributions of Education to Economic Growth

If education is a form of investment one of the first questions to spring to mind is how much does it contribute to economic growth, compared with other forms of investment? This question rather dominated/dominates the economics of education. The following are the main approaches adopted to understand the contribution of education to economic growth.

· Simple correlation approach;

· Residual approach;

· Returns to education approach; and

· Forecasting manpower needs approach.

· Simple Correlation Approach 

The theoretical expectation that education and training contribute to economic growth requires to be quantified so as to assess the nature and the extent of the relationship between the variables characterizing education and economic activities. Such calculations and information are very useful for policy makers and planners, who are necessarily concerned about the relationship between two or more variables, especially from the point of view of preparing the development plans determining the appropriate allocation of funds. The approach which is generally used to study such aspects is known as the correlation method which, when employed, indicates the nature and strength of the relationship between the chosen variables.
· Residual approach

The residual approach is used to measure the extent to which different factors are responsible for contributing to economic growth. The rate of increase in the aggregate output is compared, under this approach, with the aggregate input. 

The residual approach indicates the contribution of education to economic growth 

The sources of the economic growth are identified to the extent possible in measurable inputs like capital and labour. The unexplained or residual part is attributed to an unspecified input, i.e., education and advances in technology.
· Returns to Education Approach 

The return to education approach is another method of studying the economic consequences of education. In this approach, the lifetime earnings of persons who have had schooling at different levels are compared with the life time earnings of persons who have had relatively less education. The difference in life time earnings is then expressed as an annual percentage rate of return on the costs involved in obtaining education.

· Forecasting human Resource Needs Approach 

The objectives of all forecasts of human resource needs are to work out the future needs of the economy for persons with various kinds and levels of training. Such forecasts can be expressed in terms of broad groupings of people. A variety of methods have been used in arriving at human resource projections. For example, employers are asked to specify how many persons with certain kinds of qualification may be needed in a given number of years in the future, which are then added up to arrive at the aggregate figure for the total requirement of human resource with the specific expertise. Further, the calculated ratios of trained human resource for total employment are also projected into the future on the basis of demographic information.

The importance of this approach has been well recognized because it offers definite guidelines framed in the terms in which decisions must actually be made. Whereas the returns to education approach reveals whether the given level of spending on education is too much or too little on education, manpower studies indicate that ‘X’ number of new students placed in the field ‘Y’ could be created by the year ‘Z;. This type of information is obviously much more useful to the policy maker and planner.

This approach has been widely criticized because it has been viewed that the human resource projections have not succeeded in taking account of the flexible possibilities of substitution between capital and labour, and between highly trained human resource and not so highly trained human resource. 
UNIT SIX
COST AND COST BENEFIT ANALYSIS IN EDUCATION
           6.1 The Meaning of Educational Cost
A cost is the amount of expenditure (actual or notional) incurred on, or attributable to, a speciﬁed thing or activity. Cost  in  education  can  be  conceptualized  from  two-related  perspectives  –  direct and indirect.  The direct costs include the cost of all items purchased or used for the  educational  system.    From  your  own  experience,  you  should  have  realized  that  a  lot  of  resources  (human  and  materials)  are  used  in  the  educational system for the production of an educated person.  The total value of these resources constitutes the direct cost of education.  Nwadiani (2000)  is in support of this position, when he noted that the cost in education reflect  the  real  resources  (material,  human  and  time)  used  up  in  the  production  of  educated  individuals,  as  estimated  in  monetary  terms.    The direct costs are sometimes referred to as real costs.
But direct costs are only one side of the equation on cost in education.  There is another side, called indirect costs.  Remember that the investments made in  education  could  have  been  used  to  invest  in  other  sectors  of  the  economy.   This  means  that  the  cost  of  education  could  also  be  expressed  in  terms  of  forgone  alternative  opportunities  in  the  use  of  resources.    This  type  indirect  cost  to  education  is  sometimes  called  opportunity  cost.    Given the above explanations therefore, the cost of education could be defined in terms of real cost and opportunity cost, expressed in the following equation.  

Cost of education refers to the amount of money spent to acquire or impart education. From the point of view of individuals, costs refer to the amount of money spent during a particular period (one year) to acquire education. From the point of view of the state, it refers to the expenditure incurred on education during a year. Thus, costs of education can be perceived from the producers of education that include a government, an institution (public or private) and a teacher or a family.

When we try to apply the concept of cost to education, three difficulties may arise due to the inherent nature of the activity of education. These difficulties are:

1. The definition of “production” resulting from education 

2. The identification of the “economic transactors” connected with education; and

3. The fact that education has the character of a “public service”.
On the other hand, the consumers are the students and their families who are the buyers of education. Thus, we can speak of cost for both the agencies producing education and the persons consuming education. There can be differences between cost and expenditure because of government subsidies to education, tax relief on institutions, income foregone by students while studying, etc.

· Determinants of educational Costs

The costs of an educational plan or innovation is often expressed in terms of its total cost to indicate the value of the total resources devoted to it, but for diagnostic and evaluative purposes, unit cost is more meaningful. Unit cost is the cost per educational unit.

        Examples – Cost per students

· Cost per school 

· Cost per teacher etc. 

However, education has multiple outputs measured variously in terms of student achievement; number of graduates passed, and so on. Hence while estimating unit cost, due care should be taken to avoid ambiguity; this is because all costs do not vary with the number of students. For instance, the teachers and their salaries, the number of square meters of building space, etc may not depend on the number of students. Therefore, cost per teacher or cost per school should also be considered.

Generally, cost depends on

1. the average pupil-teacher ratio at each level

2. the level and structure of the teachers’ salaries

3. the non-salary costs of education; and

4. the capital cost for buildings and other equipment
6.2. Types of Educational Cost

The very idea of cost immediately poses the question: cost for whom? Cost can be defined from the supplier’s point of view as well as from the consumer’s point of view. Moreover, cost can also be of various forms. Let us briefly discuss the types of costs below.

6.2.1. Private and Social Costs
a) Private Costs

These concern individuals in families and represent costs which the individuals and the families must bear in return for the education received. These include mainly school fees, books and other learning materials, and forgone earnings or an imputed value of the opportunity costs of going to school. These type of costs are much stronger to the population of developing countries, this is because in developing countries, 
· income is low

· the number of children in a family is quite large and 

· opportunity cost is also quite significant as children join the labour force at young age

b) Social Costs

These costs concern society (borne by government) and refer to such costs (or expenditure) as a result of all education and training activities in a society at a given point of time. The contribution of private cost is negligible compared to social cost. It is because:
Public/ social cost consists of all costs required in the school systems, namely salaries to teachers and to all non-teaching staff, buildings, instructional materials, board and room, etc. The following table summarizes the elements of total social and private costs of education.

Table 6.1: Social and private costs of education.

	Social costs
	Private costs

	Direct 

1. Teachers’ salaries

2. Non-Teaching Salaries 

3. Transportation  

4. other current expenditure on goods and services

5. Costs of books and supplies 

6. imputed rent

Indirect 

7. Earnings forgone by students 

8. Costs of Educational Capital 

Foregone Interest 

Depreciation

    9. Earnings Foregone by Parents (esp. mothers)
	1. Fees minus average value of scholarships

2. earnings forgone 

3. Transportation  

4. Cost of books and supplies 

5. Earnings Foregone by students 

6. Earnings Foregone by parents 


 6.2.2. Opportunity Cost
Opportunity cost is the cost of alternatives foregone. Opportunity cost is the value of the beneﬁt sacriﬁced when one course of action is chosen, in preference to an alternative. It is represented by the forgone potential beneﬁt from the best rejected course of action. Any attempt to measure the economic profitability of an investment must consider not only money expenditure, but also real resources that have alternative uses.
To estimate the opportunity cost of resources in terms of the alternative opportunities that are sacrificed when resources are invested in one project rather than another, it is necessary to include not only the monetary value of resources (e.g. teachers’ salaries) but also the estimated value of resources that are not bought or sold. Students’ time, for example, is usually measured by earnings foregone. In developing countries, for instance, the land and even the buildings for a school may be donated by the local community. However, these buildings or the land may have alternative uses and the decision to build a school may mean the sacrifice of an opportunity to build a hospital or a community development center.

6.2.3 Fixed and variable costs

Whatever the level of production is, a firm always bears certain fixed expenses such as of premises occupied, maximum staff salary requirement, etc, and certain variable expenses which depend on the production level or, which vary according to the number of units produced. Fixed costs are those which are independent of output, that is, they do not change with changes in output. These costs are a ‘fixed’ amount, which must be incurred by a firm in the short run whether the output is small or large.

The same distinction can be drawn in the field of education. In the case of teaching establishment like a school or a university, the fixed expenses include, for example, the capital cost of building, the equipment and furnishing or their corresponding annual rents, etc. 
The variable expenses on the other hand, include school books, teaching staff salaries, etc. but for all practical purposes, expenditure on permanent staff salaries (both teaching and non-teaching) can be treated as fixed costs. Variable costs are those costs, which are incurred on the employment of variable factors of production whose amount can be altered in the short run. Thus the total variable costs change with the level of output. These costs include payments such as wages of labour employed, prices of raw materials, fuel and power used and the transport costs.

Total cost is the sum of total fixed cost and total variable cost.  It rises when output expands and falls when output contracts.                        
It should be noted that total fixed cost is the same irrespective of the level of output. Therefore a change in total cost is influenced by the change in variable cost only.

· Cost Variation across Schools

We assume that the operational costs of education at individual schools consider a fixed and a variable component. By definition, the fixed component for example, a school incurs to maintain a minimal administrative staff and a core teaching staff does not vary with the size of enrollments. In contrast, the variable component depends on the size of enrollment. To a large extent, teacher salaries belong to the latter category because, as a school enrolls more students, it also generally hires more teachers. We can therefore conceptualize the relationship between a school’s total costs (TC) and the other parameters - total fixed costs (TFC), unit variable costs (UVC), and enrollments (N) - as follows.




TC=TFC + UVC.N
When fixed costs are sizable, the overall costs per student tend to be substantially lower in large schools than in small schools. Where the fixed component is modest, however, overall unit costs are more or less constant (and almost the same as UVC). The existence of economies of scale in education is therefore an important source of variation in costs across schools.

6.3. Measurement of Benefit

· Direct and Indirect benefit of education

To evaluate education as an investment, we need a measure of expected contribution of education to future levels of income or output. The obvious way in which education contributes to future income is by imparting knowledge and skills to educated manpower, thus improving the productivity of labor. If the productivity of educated workers is higher than that of the uneducated ones, this will be reflected in increased output and in higher earnings for the educated. We therefore need an estimate of the additional lifetime earnings of educated workers. In principle, these data should be collected by comparing the earnings of educated and uneducated workers over their whole working lives. The total lifetime earnings differential would then provide an estimate of the higher productivity of the educated.

The characteristics of age-earnings profiles are: 
i.  Earnings increase with age until the highest peak at middle age and then flatten, or even          

     decline, until the age of retirement.

ii. Earnings are highly correlated with education; at every age the highly educated earn more 
      than the less educated.

iii. The age of which earnings reach the highest is latter for highly educated than for less-
       educated workers; in a few cases the earnings of highly qualified manpower continue to 
       rise until retirement:

iv. The profiles of highly educated workers are steeper than those of the less educated. The 
     peak earnings of an educated worker are higher, in relation to initial earnings, than the    

     peak earnings of the less educated.
6.4. Cost benefit Analysis
A cost benefit analysis is done to determine how well, or how poorly, a planned action will turn out. Although a cost benefit analysis can be used for almost anything, it is most commonly done on financial questions. Since the cost benefit analysis relies on the addition of positive factors and the subtraction of negative ones to determine a net result, it is also known as running the numbers. A cost benefit analysis finds, quantifies and adds all the positive factors. These are the benefits. It then identifies, quantifies and subtracts all the negatives, the costs. The difference between the two indicates whether the planned action is advisable. The real trick to doing a cost benefit analysis well is making sure you include all the costs and all the benefits and properly quantify them.
Example: Cost Benefit Analysis 

As the Production Manager, you are proposing the purchase of birr 1 Million stamping machine to increase output. Before you can present the proposal to the Vice President, you need some facts to support your suggestion, so you decide to run the numbers and do a cost benefit analysis.  You itemize the benefits. With the new machine, you can produce 100 more units per hour. The three workers currently doing the stamping by hand can be replaced. The units will be higher quality because they will be more uniform. You are convinced these outweigh the costs.  There is a cost to purchase the machine and it will consume some electricity. Any other costs would be insignificant.  You calculate the selling price of the 100 additional units per hour multiplied by the number of production hours per month. Add to that two percent for the units that aren't rejected because of the quality of the machine output. You also add the monthly salaries of the three workers. That is a pretty good total benefit.  Then you calculate the monthly cost of the machine, by dividing the purchase price by 12 months per year and divide that by the 10 years the machine should last. The manufacturer's specs tell you what the power consumption of the machine is and you can get power cost numbers from accounting so you figure the cost of electricity to run the machine and add the purchase cost to get a total cost figure.  You subtract your total cost figure from your total benefit value and your analysis shows a healthy profit. All you have to do now is present it to the vice president, right? Wrong? You have got the right idea, but you left out a lot of detail.  

Cost--benefit analysis benefit analysis is a technique or an investment decision making tool used for describing, quantifying and comparing the costs and benefits of investment projects in order to determine whether the projects to be invested in are worthwhile, and to what extent.
6.4.1. Steps in the process of Cost-benefit Analysis

There are four steps in the process of comparing of costs and benefits of a project. The four steps are:
1. Identification of all the advantages (merits) and disadvantages (demerits) of a project to be invested in. 

2. Quantification of the identified merits and demerits so as to place numerical value on each cost and each benefit.

3. Monetization of the quantified merits and demerits so as to bring all quantifiable costs and benefits to a common denominator of money. 

4. Aggregation of monetized costs and benefits using the appropriate formulae which include: 

· Net Present Value (NPV) 

· Internal Rate of Return (IRR) and  

· Benefit – cost Ratio (B-CR)

6.4.2. Social Aspect of Cost-Benefit Analysis

Cost--benefit analysis has both private and social aspects when an individual wishes to establish an industry or embark on a venture, he may want to know the costs and the benefits of such an industry or venture. The difference between the costs and the benefits is the Net Benefit. Note, however, if the value of the benefits is greater than the value of the costs, the investor will consider such project viable, profitable and worthwhile. But if the value of the benefits is the same or less than the value of the costs, the individual investor may decide not to embark on the project. This is because such project brings no project (gain). What really matters to the private investor is whether or not project (venture) is worthwhile. He is careless about what the society will gain or lose from such an investment. Consequently, Cost--benefit analysis must not only identify and quantify private costs and benefits, it must also measure social costs and benefits. That is, it must be concerned with what will be the positive and negative effects of the project on the society as a whole.

6.4 The Practical Usefulness of Cost-Benefit Analysis

Cost benefit analysis does not offer an automatic solution to problems of resource allocation. It is often difficult to interpret social rates of return due to known distortions in the labour market, the fact that the future pattern of demand and supply is likely to be rather different from that prevailing today and as externalities are so difficult to measure.

Cost benefit analysis also does not provide numerical targets for educational planners. At best, it provides direction indicator.

The cost-benefit analysis never provide reliable answers, however, it may be useful in decision-making in a number of ways; 

1. May point to the need for changes in resource allocation in favor of those types of education offering the highest rate of return. 2. May suggest ways of increasing the profitability of education, either by increasing its benefits or lowering costs. 3. Can be useful in explaining patterns of private demand for education both in terms of demand for different types of education or fields of study and in terms of the effects of different patterns of finance. 4. Can be useful in guiding investment decisions of funding agencies or donors by showing which education projects are likely to be profitable.

Generally, the most important aspect of cost-benefit analysis is that, it provides a conceptual frame work for the examination of the cost of education in relation to the relative earnings of educated manpower.

UNIT SEVEN
PRODUCTION FUNCTION AND EFFICIENCY OF EDUCATIONAL SYSTEMS
Production in Economics refers to the creation of those goods and services which have exchange value. It means the creation of utilities. These utilities are in the nature of form utility, time utility and place utility. Creation of such utilities results in the overall increase in the production and redistribution of goods and services in the economy. Utility of a commodity may increase due to several reasons.

· Form Utility 

If the physical form of a commodity is changed, its utility may increase. For instance, the utility of cotton increases, if it is converted into clothes. The other examples are processing of paddy into rice, wheat into flour and butter into ghee. 

· Place Utility 
If a commodity is transported from one place to another, its utility may increase. For instance, if rice is transported from Tamil Nadu to Kerala, its utility will be more. 

· Time Utility 
If the commodity is stored for future usage, its utility may increase. During rainy season, water is stored in reservoirs and it is used at a later time. This increases the utility of that stored water. 
· Possession Utility 
Commodities in the transaction process, change from one person to another person. Commodities in the hands of producers have some utility and by the time they reach consumers through the traders their utility is increased. Such utility due to possession or transfer of ownership of the commodity is called, possession utility. For example, paddy in the hands of producers, i.e. farmers has less utility compared to that of the rice in the hands of consumers.

· Factors of production 

Human activity can be broken down into two components, production and consumption. When there is production, a process of transformation takes place. Inputs are converted into an output. The inputs are classified and referred to as land, labour, and capital (as it had mentioned in chapter one). Collectively the inputs are called factors of production. When the factors of production are combined in order to produce something, a fourth factor is required. Goods and services do not produce themselves but need some conscious thought process in order to plan and implement manufacture. This thought process is often called entrepreneurship or organization. Factors of production refer to those goods and services which help in the productive process. They are broadly classified into primary factors and derived factors. Man (Labour) acts upon Nature (Land) to produce goods and services and wealth. These two factors (Land and Labour) are naturally given and without them no goods can be produced. These are called primary factors. Capital and organization are derived from the primary factors of production, and are called derived factors of production. These derived factors of production, when combined with the primary factors of production, raise total production. According to the traditional classification, there are four factors of production. They are Land, Labour, Capital and Organization.

7.1 Production Function

The functional relationship between inputs and outputs is known as production function. Inputs refer to the factor services which are used in production i.e. land, labour, capital and enterprise. Output refers to the volume of goods produced. Given technical conditions, the production function shows how a certain amount of inputs will result in the production of a certain amount of output of a commodity. The production function is given as  
Q = f (x1, x2, x 3….xn ) in which 

Q is the quantity produced during a given period of time and x1, x2, x3 ….xn are the quantities of different factors used in production. The production function explains how the output can be maximised with the help of given inputs. 

To understand the different stages of the production functions, it is essential to understand the relationship between (i) Marginal Product and Total Product and (ii) Marginal Product and Average Product
· The production of education 

By analogy with other sectors of activity, it is accepted that the activity of education consists of producing a service which can be explicitly defined by reference to the aims of the education system. For instance, one product of education may be the preservation and enlargement of the sum of human knowledge; another product is measured by the creation and development of a civilization; yet another is measurable by the expansion of the reserves of human resources. 
For the sake of simplicity, we shall limit ourselves to the view that the production of education consists of either transmitting or ensuring the assimilation of, a body of knowledge, certain ways of behaviour, etc.’ In the first case the production of education is measured mainly by the number of enrolments and in the second by the number of successes, or scholastic performance. The two different definitions imply two different measurements of the quantity of education produced by the same system. In contrast to what happens in every transaction relating to goods or services, the quantity of education supplied or ‘sold’ by the producer is not equal to the quantity acquired or ‘bought’ by the consumer. In estimating total or unit costs, therefore, it is necessary to specify clearly whether the reference is to producer cost or consumer costs; though even this assumes that a distinction can be drawn between the producer and the consumer of education

· Educational Production Function

The production function in education is described as the process which explains the relationships between the varieties of inputs to the outputs. Thus, the production function in education can be defined as a process which transforms the fixed quantities of inputs i.e., individuals into individuals with different qualitative attributes which are conductive for the socio-cultural transformation and economic development.

Describing an input-output relation in Education is as follows: the educational production can be described by using mathematical relations which show how educational resources (inputs) can be transformed into educational outcomes (outputs).
Education production function is highly complex since many factors (such as ability, home background, and social economic factors) besides school variables affect educational outcomes. A simple production function for education would be:


Where 


A= achievement


T= teacher pupil ratio


B= books and other materials


E= equipment, and so on.

The above equation states that educational outputs are the results of interplay of many factors. Experience shows, however, that the education production function is far more complex than this and includes many more variables. On the basis of studies in the United States, it is suggested that family background and socioeconomic factors are more important determinants of pupil achievement than school variables such as teachers’ qualifications or expenditure on books.
7.2 Efficiency of the Education System 

Efficiency is a term used to describe the relationship between inputs and out puts, though judgments about efficiency may have to take into account more than one aspect of the relationship because this relationship can be analyzed from several perspectives. Investment decisions, for example, need to consider both external and internal efficiency. The problem is that educational output is too complex to allow us to adopt a single index of either external or internal efficiency.

The difference between internal efficiency and external efficiency: the external efficiency of schools may be judged by how well schools prepare pupils and students for their roles in society, as initiated by the employment prospective and earnings of students. In contrast, internal efficiency is concerned with the relationship between inputs and outputs within the education system or within individual institution.

7.2.1 Internal efficiency of education

Extensive research on the relation between school inputs and the level of pupil or students achievement (that is the relation between input and output in educational institutions) has shown that student performance in developing countries is largely determined by the quality of school inputs and not by external socioeconomic factors.

This means, it is possible to improve internal efficiency by such measures as providing students with textbooks or improving teacher quality. That is:

1. Improving the availability of textbooks may be one of the simplest and most cost-effective ways of improving school efficiency.

2. The quality of teachers is another vital determinant of pupil performance, and it is generally more important than class size.

7.2.2 External efficiency of Education

The external efficiency of educational system is usually judged by two criteria 

(i) The extent to which schools, universities, or training institutions provide the necessary skills for the smooth running of the economy, and the extent to which school-leavers or graduates are absorbed into the labor market, find the jobs and earnings they expect, and are able to use their skills in employment. 
(ii) The balance between the costs of investment in education and the economic benefits as measured by the higher productivity of educated workers, that is, by social rate of return.  
The external efficiency of education compares the cost of education to the benefits of education which is external to educational production. Extensive consideration has been given to the issue of “external efficiency”, or how the overall use of money for schooling compares to other potential public and private uses. The analysis of external efficiency provided information that is useful in deciding upon the right level of educational spending for a country, or in deciding up on the allocation of funds across different sub sectors such as primary education or vocational training.
7.3 Indicators of Educational outputs.

we can distinguish between output in the sense of achievement of pupils or students-which refers to knowledge, skills, behavior, and attitudes-as measured by tests, examination results, and the like, and outcome in the sense of the external effects of output-that is, the ability of people to be socially and economically productive.

7.3.1 Quantitative Indicators of Educational output

Analysis of internal efficiency often measures output in purely quantitative terms, such as the number of graduates or qualified school leavers produced in the education system. 

For many purposes, measuring output by the number of students who successfully complete a course provides a good first approximation, and comparing this with input measured by the number of pupil-years may be enough to indicate that high rates of wastage and repetition are connected with very low efficiency, judged simply by the length of time needed to produce one qualified school leaver. If the estimated input-output ratio is multiplied by the normal length of schooling, a ratio of 1 indicates maximum efficiency. To improve the internal efficiency of education in developing countries, wastage and repetition must be minimized.

7.3.2 Qualitative Indicators of Educational outputs. We can measure the output of education as follows: The quality of output can be measured in two ways 
 i)   Using examination scores as tests of attainment. 
ii) Using specially administered tests that measure non-cognitive as well as cognitive achievement, though the tests are costly and therefore only small samples are used, with the result that reliability may be questionable. 
7.4 Wastage in Education

Planners of education have always expressed concern about educational wastage caused by repetitions and dropouts. Such wastage is one of the difficulties in fulfilling the social demand for formal education. For effective management of an educational system, it is required that the retention rate should be improved by reducing educational wastage while maintaining the quality of system of reasonable inputs costs. 

7.4.1 Educational Wastage
It is seen that planners of education have always expressed concern about educational wastage caused by repeaters and dropouts. Such wastage is one of the difficulties in fulfilling the social demand in formal education. For an effective management of educational system, it is required that the retention rate should be improved by reducing educational wastage, while maintaining the quality of the system at reasonable input cost. Educational wastage is an economic term defined as the total number of student-years spent by the repeaters and dropouts. 

A repeater is a student who, in a given school year, remains in the same grade as in the previous year, while dropouts are those who leave the school before the end of the final year of, or somewhere during, an educational cycle in which they are enrolled. Of the two, repetition is thought to be more wasteful, because repeaters:

1. Stay in school longer than normal duration thereby reducing the intake capacity; and 

2. Cause the loss of investment in educational services and increase the amount of expenditure per students.

7.4.2 Reasons of Wastage in Education

· a student’s migration from a rural school to an urban school before completing a particular grade (due to migration of parents to the urban area),

· Students pass a year-end examination, but repeat a grade to improve the overall score.

· The desire on the part of students to obtain favorable results needed for admission to higher institutions, etc. In spite of these problems, certain methods have been in use for measuring wastage at any given level etc..
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Supply equation is a model that represents the behavior of the producers and/or sellers in a market.


QXS = fS (PX, PINPUTS, technology, number of sellers, laws, taxes, expectations . . .) 


 Where,              PX = price of the good/services,


PINPUTS = prices of the inputs (factors of production used)


                                     Technology is the method of production (a production function),


 Laws and regulations may impose more costly methods of                                    production


                                   Taxes and subsidies alter the costs of production 
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As a public goods, social capital like human capital, may risk under-investment due to market failure. Social capital incurs an opportunity cost in terms of time spent in networking and other activities implied by this concept - however, the private benefit of such activities may be less than the combined social effect (assuming that this is positive). It may be easier to approximate the level of social capital by measuring its absence as revealed in negative outcomes. So, for example, the absence of trust and social or civic co-operation may be reflected in various types of social behavior and fragmentation which indicate its absence. Without sufficient social capital, human, physical and natural capitals are much less effective.








A= T, B, E…and so on
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