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Some Economic Considerations for Determining

Additional Educational Expendiiures

by
Irving J. Goffman*

It has long been recognized that education has numerous dimensions
not the least important of which has to do with economics. At a time when
mucﬁ of the natior's conflicts, indeed some fundamental social crises, are
nen-separable from educational ianstitutions, it is not at all surprising that
such institutions must seek to articulate clearly additional rationale
for continued adequate public support. As a rule, the educational establish~
ment has failed to provide sufficiently clear guidelines for legislative
fiscal action. Too often it has relied upon irrelevant statistics and
spuricus and specious correlations. But it need not do so. By applying
some of the criteria and analytical tools developed by social scientists,
capacially in the area of collective decision-making, we may now be much
closer to arriving at important public decisions in some scientific manner.
The object of this presentation is not toc discuse current financing issuee
but rather ¢o indicate something of the broad theorctical contributions
which economists have been making in this realm, In general ve shall bhe
discussing the strengths and weaknesses of 2 or & of the tools 1; the
inventory of economists which may be useful in determining the proper
amount of expenditures on education which should ve forthcuming in the fore-
seeable future. The material {8 extracted from a forthcoming National
Education Finance Project volume and we shall limit ourselves to just a

few of the many important concepts which are contained in that collection




of studies.! Specifically I shall comment on the contribution of education
to income and to the nation's capital stock and its econoi{c growth. I
shall also briefly comment on some of the spillovers both social and
economic resulting from the output of the education industry.

Education is a commodity and there is an education industry which
currently absorbs about 7 per cent of the Gross National ¥roduct. This
industry produces an identifiable and saleable product which evea has a
price. To this extent it appears to be no different than, say, a painting
or a movie, or even a 4-inch-wide tie. but education is nct simply a
consumption good. For along with its personal short-run benefits and satis-
factions, education has a long-run economic impact upon the one who is
educated and his society. It effects, sometimes dramatically, the lifetime
stream of income of the recipient in the same way that the ownership of a
machine or land does. The ownership of physical and financial capital
provides the individual owner with an expected flow of income over time
which is greater than what weculd be his flow if he did not have this capital.
The rcason for this is that the presence of more real or physical capital
improves man's persunal productivity. Under normal assumptions, any
increase in'the capital—labor'ratio coutributes positively to the average
productivity oF labor. The same basic infiuenpe upoh labor's income flow
may be expected from education, for it too appears to contribute to man's
productivity. 1Indeed, its effects are so analogous to almost all elements
of physicél capital that a whole school haes developed around the concept
which has become knoun &s "human capital,” and while several factors can
erhance it, education {s usually considered the major determinant of the

size of the 'iuman capital stock. But the human capital stock is merely a
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component of the total stock of capital and therefcre the efficient allocative
decision with respect to education is analogous to the allocative decision
with respect to, say, plant expansion--namely, to this extent, it is an
investment decision, This approach -~ the human capital approach --

assumes therefore that the form and amount of human capital can be altered

by an appropriate investment; and since resources are scarce, efficiency
dictates that the investment be made in accordance with the priorities set

by the relative rates of return on all competing investment opportunities --
human anc¢ non-human. In other words, the use of this concept dictates that

additional investment fucds flow to education only if and when its rates

of return erceed those in the rest of the economy. And within education

the same principle would be applied between, say, pre-kindergarten and
graduate work, or even colleges of education and colleges of business
administration, It would take a great desl more information than we now have
concerning the likely impacts upon the expected future streams of income
which result from various investments, but such information is no less
attalnable than is the identicai type of information which is necescary for
decision-making with respect to physical capital. How do we determine the
efriciency of investments in a pipeline or a particulav size pipé]ine?

- We do so o the basis of expected future streams of net income with all the
uncertainties thereof appertaining. .But it has worked and quite successfully
for a long time in algreai many sectors. It certainly can also work in
determining whigh educational investments in man should be encouraged when
economic efficiency is the criterfon. If the expected stream of income of
physicists 18 lower than the Oxpeéted stream of econopists (and, incidentally,

this is the case), then education resources should be diverted from
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physics to eccnomics. To do otherwise is to interfire with the optimum
accumulation of hwnan capital. Fortunately, such miszilocation does not go
on for too long since the market process usually exhibits its self-correcting
povers most strikingly. As the products dependent upon any man's intellect
and skills yield less satisfaction to consumers, so these products fall

in market value and hence their producers evperience 8 drop in lifetime
incomes, I suggest that traditional areas of agriculture and also
engineering are precisely in this phase currently and intelligent politicél
decision-making would call for a very careful re-evaluation of the related
priorities. I suggest also that similar misallocations may have occured
with respect to levels of education. There is some evidence that rate

of return to marginal investments in elementary and high scheol elucation
are at least twice as large as are the returns at the college level. But
political gressures and non-economic criteria may have forced us to dis-
regard this situation.

In the forthcoming NEFP volume, Professor T. W. Schultz, the leading
figure behind the human capital approach to education, presents a rate of
retura profile that characterizes U,5. education., Higher education in
general, undergraduate and graduate, shows a fairly stable pay-off over
time of about 15 per cent, which is very similar to the rate of return on
investment in the economy taken in its entirety. High school, on the other
hand, appears to show a rising rate of return since World War II, upward of
25 per cent for white males, while elementary schooling has been yielding
well over 35 per cent,?

Finally, I suggest that there has been very serious misallocation in

terns of this human capital approach with respect to educational investment

e
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in white suburban upper middle class schools. I suszect that the possible
rates of return at the margin are very much higher in tne black ghettoes
and the rural areas than in Scarsdale or Montgomery County. If so, there
is sound eccnomic reason for greater educational investwment in these dis-
advantaged areas aside from any moral argumcnt.

Enough. The concept is not difficult to perceive. The present value
of the expected futare stream of income of a person is his human capital -
value and, by examining the increase in that stock of value attributed to
education, we may learn something of the nature of our policies fn the past.
Permit me to summarize these. First, we have invested a great deal in
educational capital--indeed, its rate of growth has been about twice the
rate for non-human reproducible capital, Schultz estimates about 5 per cent
as compared with 2 per cent since 1919.8 Second, this relatively higher
rate has persisted throughout the sixties. Ihird, despite its size and
growth, the educational stock of capital is sub—ogtimal because too often
economic efficiency considerations have been ignore’. Let me cite a few
cases,

Pirst. Unemployment often impairs the skills and reduces the knowledge
one has acquired. Machines can be placed in storage for years; a corps of
engineers or craftsmen cannot. To the extent that we permitted obscenely
high levels of unemployrent in the early 60's and are doing so again at
present, then we are reducing the future capital stock of this country.

Second, Educational capital has a high rate of obsolestence. We
still have much to learn about these processes, but we do know that retire-
ment, sickness, new techniques of production, changes in the demand for

skills, advances in science and their applications in engineering--all
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these render certain forms of human capital lecs prz’=~live and useful.

Whether we should concentrate, therefore, on muze highiy technical skills

{to satisfy tlie moment) or general education and therefore more on-the-

Job training (and hopefully more flexibility) is still a debate among the

professionals, thouzh the generalists appear now to have the upper hand,

(Or am I beginning to hear nore support for the 'vocationalists'?) In

thin context, we will have to give thought to the short and long run tradeoff.
Third. The distrijution of educational capital points out some

possible inefficiencies as well. {a) Investment in education is weighted

in favor of youth. They acquire new skills which often render the skills

of the aged obsolete, Along :dth economic problems, tiis trade-off presents

some important policy problems which have to do with financing human welfare.
(b) Much of the distribution of zducational capital 18 a function of the
distribution of personal income. Children of the poor scquire less
schooling and, as a rule, inferior schooling and probably incorrect schooling.
We know perfectly well that schooling is neither free nor equal, It is-
coetly and probably should be mu~h more directly subsidized on a basis
inversely related to personal income though the reasons for this should

be made much more explicit, (c) While the quantity of education has be-
come mory and more equalized throughout the nation (that is, in terms

of average number of years of schooling and the number of days in a school
year), the quality appeirs to differ greatly. But so much more research
needs to be done with respect to the meaning of quality education. In

our judgment, the educators have grossly neglected the explicit meaning

of the term "quality education” without which I simply would not know

now to defend many of the additional funding requeats v 1iich will continue

-
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to be forthcoming. NMcre monzy may simply mean more spending and not
necessarily more or better education,

We have saved for the last in this section the inefficiencies resulting
from the husan aspect of human éabitﬁiu-that is, the effecf of social,
fnstitutional and legal prescription and practice. The cne overriding fact
which renders human capital so different from physicai capital is that
@ person cannot really indenture himself or encumber his human rights.

If he does borrow for educal’nnsl purposes, the lencer does not have the
control over his investment as is ordinarily the case. Thus private lerding
in this sphere is naturally quite limited though Imaginative suggestions
concerning this matter have been appearing.

A second source of inefficiency in this context is the discrimination
implied or overt against women who, as a result, are undereducated and so
often underemployed, and against racial mino-ities, especially blacks.

Job and school discriminstion reduces the economic incentives of these
people to acquire the amount and quality of schooling they might otherwise
have. If the rate of return on the additional cost of completing high
school s 25 per cent to @ white schoolboy and near zero for a black one,
then economic rationale would predict the former to graduate and the
latter to quit--or at least not to try very hard. Work by Finis Welch
and Roy Laseiter, among others, bears out the contention that substantial
discrimination exists in the Job and schooling markets and that it be-
comes more and more significant economically as educational levels
increaee.4 For example, one study shows that for those who complete the
7ih grade, racial discrimination costs the black $790 per yesr} but if
he should complete high achool, he pays $1950 for his color.’
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Granted that all these institucional, social and legal phencmena
reduce the efficient allocation of resources, how might thesr bLe +emedied
to some exfent? Time does not permit us to do any more than list tle
areas where there tan be some imaginative Improvement, These i .clude a
much expanded use of private capitsl markets to provide ..ans to students--
especially at the higher educational levels; a greatly i pr . d s.pply
of information concerning alternative educatfonal opportuni’ ics; .nd -
finaily a'serious'considération of much greater consumer or student sover-
eignty in fnfluencing the investment allocation decision. ‘here is wide-
spread belief in the argument that studént gelf-interest 18 suffr~.ent
to bring about greater school competition and hence more efficlent allocaticn
of investment resovrsns to education. Perhaps this is why econonists
across the political spectrum——from Heller and Samutlson to McKracken
and Friedman—~find attraction i{n the vcucher scheme or at least some

varfation of 1t,

Let us now turn to a related approach to the economic evaluation of
education, one which focuses attentionh upon the aggregate economy rathex
than the individual's private income. I refer to the interest economists
have demonstrated in measuring the actual effects of education upon the
nation's economin growth. Along with Schultz, Edwerd Dentson and Mary
Jean Bowman stand out as the more important contributors to this discuseion,
Generally, economists tend to medsure the growth impact merely by summing
the differential earnings of individuals which were attributed to increments

of education, That is, they used essentially the same assumptions and



data embodied 15 -the human capital approach, The effect on the aggregate
is simply the sum of the effects on the individuals. Therefora, any
problems inherent in estiwnating individual rates of return are therefore
embodied and perhaps magnified in the national estimates, On this basis,
Dennison egtimated the educatlonal couponent of growth for 9 Western
nations during the decade of the fifttes.® For some countries, including
the United States, education is credited with as much as .5 of a percentage
point of the arnual growth,7 What proportion this is ~111 of course depeﬁd
partly uvpon the size of the overall rate of growth aud it is no surprise ‘
to find that nations with low growth rates during the fifties exhibit
relatively high contrigufibns from education, while for nations with very
high overall rates, education may not appear too significant a contributor.
The most serious problem with such growth studies is that after
giving due credit to all other identifiable inputs, whatever residual is’
left i8 credited to education. Bui this means that there is rzally no
independent validation of the implicit hypotheses concerning the contribution
of any of tie facturs to growth and in fact it is very possible to over-
explain the growth where, for example, educational advance has been rapid
and yet the economy has stagnated, Indeed, this is precisely what
happens 1f you apply the Dentsca-typs ‘modél. to the-Scviet Unien. i rthe
19308, What we need is a procadure which can circumvent such problems
and economists have now come up with a promising one. We shall not bore
you with the technical character of this approach, which studies the
aggregate production function econometrically, but preliminary results
from the two or three studies completed appear to be most promising.®

They do show us that the evidence is present that education per se has
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explained some of the aggregate growth though parhaps not as much as
economiats once believed. But the reasons behind this contribution are in
no way obvious. Much of tihis Information still depends upon relative

wage rates, so that graduating more high school students may in fact
contribute to growth figures when there are few high school graduates,

but as the number of these graduates increaeses, their relative wage advan~
tage may in fact deciine (since they are no longer in scarce supply), in
which case further eatbeﬁditures on high school education woul:l not likely
contribute as much to 'growth. And ﬁlére is another element. As larger
and larger majorities of each age oohort complete high school, those wh§
remain behind may increasingly possess less ability, or society tends to
treat them as if tﬁey dé. It would therefore be falacious to assume sirﬁilar
rates of return to additional high school graduates. These are important
points for policy purposes. They bear out the fact that economic modela
at present tell us little if anything about the processes by which education
may contribute to growth., In the judgment of many economists, they them—
selves - i.e, economic models, do not provide sufficient justification for
further Increseed expenditures on education, All they tell us is that gome
of the unexplained components in & nation's past growth is very likely to
have been due to educatiovnal chonges and increases, but at the same time,
the dynamic process of growth and the change in the educational mix g_agg
it very dangerous to predict that further expenditures on schooling would

be an efficient way to encourage growth, We need more specific empirical

research of particular educational programs precisely along the lines of
soive of the studies sponsored by the National Education Finance Project.
Por it {8 guch "micro" studies which may provide us with information con~

=10-
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cerning the way educatinn really works upon man an¢ his environment so

that we may ther. hsive more sclid basis for presenting educational policy

to improve the nation's econanic lot and that of its citfzens, For too
long now, social scientists in general ard kconomists in particular

carried out theid research and tﬁen prescribed polibies completely oblivious
to the other disciplines who often 1live hext déor: The fact that there

has been a growing union between at least two diseiplines, eccnomics and

professional education administration, is a very importanc developuent.

The economic dimensions uf education discussed thus far may contribute
samething to the deternination of the efficient allucation of resources,
but neither the human capital or rate of return approach nor the impact
on economic growth provides us with any strong a priori efficieﬂcz arguments
for more public responsibility in education. That {2, because someons's
income increases with his educational level merely suggests that optimum
resource use and economic growth dictate that investment in education

should take place but not necessarily by the public sector. Perudps on

other grounds, i.e., non-economis, such public investment should oeccur,
but the factors we have discussed tbus far are not sufficient conceptually
for the support of more direct public involvement. !
What we need to demonstrate is %hai while education is similar to
movies or ties or even factories or machines, that is, typical private
goods, it is 8lso very significantly different. For unlike such private
goods, educztion yields benefits to others in addition to the student

himcelf. Whether or not you yourself buy any more educatfon, you may be

-n_
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better off simply becauss I buy more education. In the technical jargon

of the economists, education exhibits externalities or spillovers in that
it affects people who do not choose to buy it directly, This is not true
of 4~inch tiee.

The significance of the presence of externalities is that a private
solution will not be economically efficient in that external benefits
(or spillovers) will not be included in the student's decision equation and
therefore there will be underprovision of resources to education. In
other words, the student {or his family) will be willing to spend just
enough to cover all the benefits he himself expects to reccive. But
what about any secondary benefits received by others? To the extent that
there is no adequate mechanism fBr charging for these latter benufits, they
- are simply disregarded which results in under-allocation and therefore
nisallocation of resources.

What are these secondary benefits? Some are economic in nature, while
others are of broader social character. Of the fisst type, we would
include the view that educatiun improves the environment in which pxoduction
takes place, improves the plant coordination and discipline, permits much
greater flexibili.y and adaptability, and therefore greater ability to
recognize technical improvements and incorporate them into the production
process. Also of an econamic nature are the spillovers attendant with
lack of education. The costs imposed upon all individuals as & result of
unemployment 2id crime, for erample, make it of economic interest to
citizens at large to reduce these occurrences. »Fo.the:extent.that education
contributes to their reductior, the employed law-avider has an interest in

edunation decisions,

212

13



T WA EIN S 1 Ly e T T R R, AN e e S e £ S by @ WS s kL i ey a8 in Bpees o

The second type of exiernality, namely social spillovers, also
accompanv education but they promote non-ecunomic ends. These are, perhaps,‘
th2 most s{gniﬂcant effects of education for they may be the ultimate
lhope for the pfesérvation of a free and denocratic soctety. For it teache‘s‘
us of the proess of democratic institutions and an appreciation of these!“
anfl lat least as.important, if not of greater importance, it may well be ‘
the 8ine qua non for promoting equality of opportunity. Education appeays

fo ﬁq the moatléffeC‘tive instrument for compensating a socially and econr
omically i.x;ferior origin.

Givén these extefnantieg, spillovers or neighborhood e‘ffects, if
you will, a.n optiﬁnnn resource allocation to education can not be left to
thé happenstance of the market., Instead, some publicly spunsored adjustments
must continue to be made to insure an efficient solution as well as an
equitai)le. one. In our judgment, the further study of these benefits
and cosfs aﬁd especially their specification and quantification fs the
most :lmportant‘v;ork faciné economists at the present. The prefessional
li+erature is ﬁeélnning to show clearly the appreciatiuva for this point of
_view, and we 'feel 'confident that you who ¢re policy-makers will, before
long, find mu;:h usé in our vesearchs In some fields the analysis has
gone §er§ far - in the defense sector si..2 Mr, MacNamara and most recently
in the whole area of health. The cort Lenefit analysis which used to be
limited to the Corps of Engineers (and they did this rather poorly), is
now very quch used vin determining the priority of health programs., We
must see r;:ore of this {n education.

The time ié very near for the process of collective decision-making.
to be base-d upoﬁ moré scientific methods with results which would surely

=18~
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be more utility maximizing for individuals and society as a whele,

Whether or not this means more for education will depend upon whether

we educators can improve our product and prove that our industry is
worthy of more of our nation's scarce resources. You, who are the policy-

makars, ought to‘ insist upon this.
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