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Unit 2: History, Politics and Economics
of Education

C) Concept of Economics of Education: Cost Benefit Analysis Vs Cost Effective Analysis in
Education, Economic returns to Higher Education Signalling Theory Vs Human Capital
Theory, Concept of Educational Finance; Educational finance at Micro and Macro Levels,
Concept of Budgeting.

Definition and Core Aspects of Economics

Aspect Details
Definition of Economics is a social science that studies how individuals, businesses, and
Economics governments allocate scarce resources to satisfy unlimited wants and needs.

It examines production, distribution, and consumption of goods and services and

Core Focus how individuals make choices under conditions of scarcity.

1. What to produce? (Decision on the types of goods and services to be
produced)

2. How to produce? (Selection of production techniques and resources)

3. For whom to produce? (How resources and goods are distributed among

people)

Key Questions in
Economics

Lionel Robbins (1932) defined Economics as "a science which studies human
behavior as a relationship between ends and scarce means which have alternative
uses."

Robbins’ Definition of
Economics

1. Microeconomics (Studies individual behavior, firms, and markets)
2. Macroeconomics (Studies economy-wide factors such as inflation, GDP,
employment)

Branches of
Economics

Interrelation Between Education and Economics

Aspect Details
Role of Education in - Education enhances productivity and innovation.
Economic Growth - Skilled labor force leads to economic development.

- Economically advanced nations invest heavily in education.
- Some low-income countries have achieved high literacy rates through
government initiatives (e.g., Cuba, Sri Lanka).

Economic Development
& Educational Progress

Impact of Economic - Richer nations provide better education opportunities.
Growth on Education - Poor economies struggle with underfunded education systems.

- Education is considered a long-term investment for national growth.
- Countries with higher education expenditure see better socio-economic
outcomes.

Investment in
Education

Concept of Economics of Education

Aspect Details

Economics of Education is the application of economic principles to the study of

Definition . .
educational policies, systems, and outcomes.
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Purpose

To analyze the financial and social benefits of education and optimize resource
allocation.

Scope

1. Public and private education financing

2. Cost-benefit analysis of education

3. Impact of education on income and employment
4. Role of education in reducing economic inequality

Historical
Influences

- Classical economists (Adam Smith, Alfred Marshall) emphasized the economic
importance of education.
- 1950s: Human capital theory emerged, linking education to economic growth.

Definitions of Economics of Education

Source

Definition

Oxford Bibliographies

Economics of education studies the relationships between education, economic
policies, and labor markets.

Economics of education explores issues like the demand for education, resource

Classification

Wikipedia allocation, and economic returns of schooling.
John Vaizey Edyca_tlc_)n contributes to economic growth by enhancing the productive capacity
of individuals.
Economics of Education includes:
, 1. Human capital formation
Hanson’s

2. Education’s impact on earnings
3. Cost-effectiveness of education programs
4. Financing models for education

Need for Economics of Education

Reason Explanation

Limited Resources Efficient allocation of educational funds is crucial for economic growth.

High Opportunity Cost

Poor families often choose work over schooling due to financial
constraints.

Dropout Rates

Many children leave school early due to economic pressures.

Rural vs. Urban Disparities

Educational investment is often higher in urban areas, leading to
inequality.

Investment Decisions

Policy-makers need economic analysis to justify investments in
education.

Importance of Economics of Education

Factor Explanation

Rising Cost of Education

Government spending on education has increased significantly in
recent decades.

Human Capital Development Education improves workforce skills and national productivity.
Technological Advancements Knowledge-based economies rely on a highly educated workforce.
Health and Well-being Educated individuals tend to make healthier lifestyle choices.
Efficient Use of Resources Proper planning ensures optimal utilization of funds for education.

Reducing Economic Inequality

Access to quality education helps bridge the gap between rich and
poor.
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Time Period Key Developments

18th Century Adam Smith (_1776) emphasized the role of education in economic growth in The
Wealth of Nations.

19th Century Alfred Marshall introduced the concept of human capital and its economic
Impact.

20th Century (1950s- | - TheoQor:e Schu!tz mtroduged the Human Capital Theory, highlighting

1970s) education’s role in economic development.
- Gary Becker expanded the theory to include training and skill acquisition.
- Technological advancements increased the demand for higher education.

21st Century . . .
- Focus on knowledge-based economies and lifelong learning.

Major Contributors to the Economics of Education

Economist

Contribution

Adam Smith

Advocated for public education to improve labor productivity.

Alfred Marshall

Stressed that education enhances individual productivity and economic prosperity.

Theodore Schultz

Developed Human Capital Theory, showing education as an investment.

Gary Becker

development.

Expanded human capital theory to include on-the-job training and skill

Milton Friedman

Proposed school vouchers and privatization for better education efficiency.

Concept of Cost in Education

Perspective

which refers to the next best alternative
foregone when making a decision.

Concept Explanation Example
Cost_refers to the amou_nt of money spen.t to The cost of setting up a school
acquire goods and services. It is a financial .
N [ . . . includes expenses for land,
Definition valuation of resources, materials, risks, time, . , .
e . . construction, teachers’ salaries, and
and utilities consumed in purchasing goods e
. utilities.
and services.
The cost of manufacturing goods-and services | If a school invests in a digital learning
Economic is often associated with opportunity cost, platform, it may have to reduce

spending on traditional classroom
materials.

Business
Perspective

In a competitive world, companies aim to
maximize profits. Cost management helps
optimize revenue and make strategic financial
decisions.

Schools may use budget management
strategies to minimize costs while
maintaining quality education.

There are various types of costs, including

Schools incur both fixed costs

Types of Cost . . 3 . .
yP fixed costs, explicit costs, social costs, (teacher salaries) and variable costs
Concepts o .. .
implicit costs, and replacement costs. (electricity, stationery, etc.).
Types of Cost
| Type of Cost | Explanation | Example
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Outlay Costs & Opportunity
Costs

Outlay costs involve actual cash
expenditures, whereas
opportunity cost is the value of
the next best alternative foregone.

A university spends I50 lakh on
research, which could have been
used to build a new library.

Accounting Costs & Economic
Costs

Accounting costs refer to direct,
recorded expenses in financial
statements, whereas economic
costs include both explicit and
implicit costs.

A school pays 22 lakh for
textbooks (accounting cost) but
loses the chance to invest that
amount in online learning
resources (economic cost).

Direct/Traceable Costs &
Indirect/Untraceable Costs

Direct costs can be linked to a
product/service, while indirect
costs cannot be attributed to one
specific activity.

The cost of books for students
(direct) vs. the cost of
maintaining the school building
(indirect).

Incremental Costs & Sunk Costs

Incremental costs arise from
future decisions, while sunk costs
are past costs that cannot be
recovered.

Upgrading computers for
students (incremental) vs. money
spent on outdated software
(sunk).

Private Costs & Social Costs

Private costs affect individuals or
businesses, whereas social costs
affect society.

A school’s operating costs
(private) vs. air pollution from
school buses (social).

Fixed Costs & Variable Costs

Fixed costs remain unchanged
regardless of production levels,
while variable costs change based
on output.

Rent (fixed) vs. classroom
electricity costs (variable).

Types OF Cost
Classification Types Definition Example
. Costs directly related to | Teacher salaries, classroom furniture,
Direct Costs .
Traceabilit production. textbooks.
y . Costs not directly linked | Administrative salaries, security,
Indirect Costs . e L
to production. utility bills.
: Hard costs recorded in Cost of school maintenance,
Accounting Costs . . i
Treatment financial statements. laboratory equipment.
; Includes both gains and | Investment in e-learning may lead to
Economic Costs . .
losses from production. | long-term savings.
Additional costs incurred | Hiring an extra teacher for a new
Incremental Costs - . .
PUFDOSE due to decision-making. | subject.
P Costs that cannot be Money spent on a failed teacher
Sunk Costs -
recovered. training program.
Private Costs .COS."tS. borne by an Tuition fees paid by students.
Plavers individual or business.
y . Costs affecting society Traffic congestion caused by a
Social Costs . L ,
due to business activities. | school’s transport system.
Costs that remain
Variability Fixed Costs constant irrespective of Rent, permanent faculty salaries.
production.
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Costs that change with

Variable Costs i
production levels.

Printing costs of exam papers,
electricity usage.

Additional Explanations of Key Cost Concepts

Concept Explanation

Example

The value of the next best alternative

Opportunity COst | ¢req0ne when a decision is made.

If a school builds a new playground, it
loses the chance to build a new library.

Direct, out-of-pocket expenses incurred

Explicit Costs . . S
In running an Institution.

Teachers’ salaries, electricity bills,
maintenance costs.

Costs that do not involve direct payments

Implicit Costs but represent lost opportunities.

A principal teaching in the classroom
instead of managing administrative work.

Marginal Cost The cost of producing one additional unit

The cost of enrolling one more student in

of output. a school.
Total Cost The sum of all costs incurred in A school’s annual expenses, including
production. salaries, maintenance, and resources.

The total cost divided by the number of
units produced.

Average Cost

The cost per student in a school.
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