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PART I  ECONOMICS AND PLANNING
Ly

Why does educational planning require any study of economics? Without
meaning to suggest that other subjects don't have a relevance for educational
planning, it must nevertheless be said that without at least some familiarity
with economics it.ds very difficult to plan education. - Certainly one can
plan much better knowing something about economic concepts and techniques.
So we come to the key question. Why is economics so important for planning?

Planning of any kind is basically the endeavour to work out how to
achieve the maximum possible with the resources available. Fundamentally,
economics 1is the stud$ of how people and, perhaps more important for our
purposes, society, chooses to allocate the resources at its disposal in order
to achieve its chosen objectives. The important point in common between
these two descriptions of .planning and economics Is that in both cases we
talk about using limited resources to acflieve certain objectives. This

‘obviously has the implication that there is something fundamental to both,

and we shall see how any kind of planning is only an especially disciplined:
example of economic behaviour. In order to investigate in more detail the
idea of economic behaviour we can begin with. a very simple example of human
concuct and gradually introduce more complex situations to lead us up to
talking about educational planning as an instance of economic behaviour.

Take a very simple everyday situation in, well, anywhere in the world.
A woman is by a river washing clothes. As she does her washing the river is
flowing past. If she was shown a new way of washing clothes which allowed
her to use less water she would not be very interested bucause for her pur-
poses she has an unlimited supply of water coming along whenever she needs
it. But if instead she could be shown a way whereby she could wash clothes
and use less soap than she does at present, or wash the clothes in another
way so that they did not wear out so quickly, either of these would be very
interesting to her. Why? The point here is that an unlimited resource is
not economically significant. There is no point in restricting its use
because there is an unrestricted supply available for any alternative use to

which the. amount -saved could be put. Thus no benefit would: -occur: from saving ’

in this instance. But the.two latter examples menticned above, of saving
soap or making the clothes last longer, do have an economic significance
because, by extending the use of one scarce resource - the soap or the
clothes - we are freeing the means to devote more attention to using other
resources. If less money has to be spent on soap or clothes, more is
available to spend on other things.

Thus as long as there are unsatisfied objectives it is necessary to
make such chojices which are economic in’ character in order to achieve as
far as possible the desired objectives. This economic characteristic of
behaviour applies not just to financial matters but to all kinds of every-
day behaviour. The basic point he.. is that economics is about scarcity and
the implications of this fact of scarcity for, our everyday behaviour.
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.In the very primitive example just given this all sounds very simple.
In any more complex economy the situations to be examined will be much more
intricate, but this basic economic motivation remains the same, for example,
consider the shipbuilding industry. In recent years in many countries the
progress of shipbuilding has been very difficult. There have not been
enough orders to keep all the workers occupied, with the consequence of
heavy unemployment among shipbuilding workers. Partly this derives from
the character of shipbuilding, which needs different kinds of workers at
different stages in the bullding of a ship. Thus unless there is a steady
stream of orders for new ships not all ot _the workers can be kept occupied
all the time. So, many shipyards have taken to trying to produce other
kinds of goods, of which pre-fabricated housing is a fairly common example,
and in this way they can keep all their workers and their industrial plant
occupied and hence they are able to achieve much more with their resources.

Another example, &lso from a shipping context, derives from. the so-
called revolution in cargo-shipping with the introduction of container-
ships. Previously most cargo-ships carried many different small consign-
ments of various goods for delivery in different places. This meant that
when they arrived at a port they might have to spend as much as a week
there unloading and then loading other cargo to take elsewhere. While the
ship 1s doing this it earns no money for sitting in the port, so the
obvious question is how to minimize the time the ship stays in port and
maximize the time it 4s salling across the ocean carrying cargo when it is
earning money. The “introduction of containers which allow different kinds
of commodities to be put together in one container for a particular destina-
tion, where 1t is unloaded and the port authorities sort out all the goods,
permits ships to stay in port only one day instead of six. In this way
much better use 1s made of this particular resource - the ship - so it earns
much larger returns. As we approach more sophisticated economic situations
we come: closer to the argument that planning is simply a more sophisticated
attempt to apply particular techniques to the endeavour of achieving the
maximum possible use of given resources. The next stage is to consider
government policy

) In any country today the government has a very wide variety of
activities and among these 1s that of controlling the economic progress of
the cquntry Also government 1is interested in different social services, of
whicH' education is generally said to be one, in defence, and some countries
have foreign aid interests, or nationalized industries which the gbvernment
runs, while elsewhere the government may be especially concerned with subsi-
dizing agriculture, and so on. In order to pay for all of these different
activities in which it may be interested, the government has revenue from
various sources, mostly different kinds of taxes and duties on goods,
services, etc. (Theorétically, of course, if it wanted to spend more money,
the government could always, do so by printing more since it owns the printing
press for money. But in practice governments do not usually do this because




——y

p

. ‘ , : ..
IIEP/TM/40/59 - page 3

+ 9

it is a very inflationary way of proteeding). Instead the government
usually regards its incomes as limited to the recelpts from 1ts various
taxes, etc. It treats this income as the amount of money it has to spend
in providing the services, -etc., that it offers the people. Thus the
government alsp has an expendituré limit and hence faces the problem of .
limited resources with which to achieve its different objectives. Now it
1s necessary to consider our special interests, education, in the light of
this baslc fact of scarcity of resources. . . -

The various reasons why government is int¢ ‘ested in spending money
on education are well-known. There is public demand to be satisfied, there
1s the need of the economy for skilled and qualified manppﬁér, and there 1is
a built-in mome:.cum of the educational system itself, such'that once it is
established it has to be maintained. All of this is true and it provides a
powerful set of reasons for spending money on education. But equally there
are very good reasons for the government to spend money on other directions.
People have to be provided with housing. Agricultural development must be
fostered especlally in a predominantly agricul?ural country.

So the government has to make a basic decision in, the first place
whether to spend money on education or whether to spend it on other activi-
ties. Beyond this we come to all the detalls of what must be the exact
content of such an educational policy. Here again, i1t is necessary to
choose between different alternatives, since invariably people want to do
more than they can. However, notice that already a wider ranging decision
has been taken than simply the one to spend money on education, because by
deciding to spend money on education we also decide not to spend money on
certain other things on which it could have been spent. So although it
seems a very simple decision just to spend on education, actually it is a
whole lot of decisions. ,

Within the educational system choices have to be made in the first
place say, between spending more on primary education and less on secondary
or perhaps more on higher education., This is an economiz choice because,
for example, 1t is more expensive to expand secondary education by a given
amount than it 1s to similarly expand primary education. Secondary education
needs better qualified teachers so they have to be paid higher wages, or,
since more_equipmeﬁt is needed in a secondary school than in a primary school,
the school becomes more expensive. Also the educational system itself has
certain buillt-in limitations. Thus secondary education can only be expanded
as fast as additional teachers can be provided for it and of course there is
limited capacity for teacher training. Here again another economic element
comes into decision-making.

‘ 0 ’ ) o
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However, 1t is not only economic factors which affect this decision-
making. There is very strong public interest in education and the public
may want certain kinds of education and be perhaps less interested in
others, so this has to be taken into account in making decisions on how to
develop thé educational system. Similarly, once educational facilities are
in operation they usually have to be kept in operation and this necessi-
tates restricting part of the resounces allowed for education to maintain-
ing what already exists. Therefore there 1s less available for future
expansion and this in turn is another 1imitation on the freedom_ of decision,

on the economic choices.

-

This comes down to recognizing that although it is not only economic
influences which affect our educational choices, all these decisions on
education, these planning decisions, partake of the basic characteristic of .
economics, namely, the need to make choices within the limitations of scarce
resources. Thus it can be said that planning is only a speclally disci-
plined type of economic decision where we nave particular objectives in
mind. ) ‘ N
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PART IT  SAVINGS, INVESTMENT, CONSUMPTION AND PRODUCTION

”
, . |

A. The concepts

L]

. The basic point of the first lecture was to show how economics is -

- primarily interested in studying the questior How we can make better use

of the resources avajlable to us and also to recognize that planning is a
particular technique for carrying this out. In this lecture we begin to

éxamine some of the fundamental economic concepts which are relevant to .

the prnblem of making choices when we try to bchave economically. .In ™ N

particular we are going to look at savings and investment .and also we .

shall havé occasion to refer to the concepts of production and consumption. . Y

To introduce this subject we begin with a very - simple 1llustration
which will help to bring out some of the particular characteristics of
these concepts. Consider a society of the most primitive kind which’
exists only by hunting, so that 1ife 15 basically the hunt for animals
which provide food. Suppose for some reason that hunting becomes more
difficult as there are fewWer animals around. The hunter decides to '
develop some simple aid to help him, such as a vrimitive spear. Hitherto,

. nis whole time was devoted only to consumption but now he has, to pause
from hunting in order to make the spear. For economists the act of making
the spear represents both a process of saving and also of investment. It
is saving because while theshunter is making the tool he has to stop hunt-
ing, which means that for that period he is forgoing potential consumption,
although of course with the objective of belng able to consume more later.
However this is also considered to be investment because by making the
tool the hunter increases his hunting capacity, and therefore his future
productivitv in terms of the numbers of animals he can hope to catch,
which fn turn implies increased future consumption. The principle to be
brought out from this example is that for economists there is an identit
between savings and investment.

"One important point needs to be made at the beginning of this dis-
cussion of savings which 1Is that for economists saving is not just hoarding.
It is not simply a case of holding money and keeping it under the bed, but
j something more positive. Saving is the decision to abstain from consumption
N now with the expectation of being able to consume more later, whereas ot

course keeping money under the bed is simply postponing spenddng?dt. This
can be seen more clearly, for examﬁle, by considering again the 1llustration
used above. We saw that making the tool was both saving and investment, but.
in the context of this example hoarding would simply be deciding not to hunt
one dgy,'i.e. postponing the possibility of consumption for a day. So there
is an important difference between saving and hoarding in economics.

e
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The identity of savings and investment was very obvious in the above
example, but of course in modern econogic life which i's far more complex, it
is not always so clear that there is this identity between savings and
investment, especially when we recognize that the two activities of saving
and investment are frequently carried on by different people who have quite
different motivations.

l. Investment . / . s (/P

In economics investment refers only to net capital formdtion, i.e.
the ac't of increasing of the community's stock of productive capacity.
Thus an important aspect of inyestment is that 1t always 1nvolves some kind
of innovationd That does not mean that every time a factory is built it
has to be a new kind of factory, because simply building an existing type
of factory in a new location is an investment since it creates a new situa-
tion for economic behaviour. A further corollary of this concept of¢invest-
ment 1s that we exclude the simple replacement or maintenance of the
existing productive tapacity. In economics the terminology that is commonly
used to describe such replacement 1s provision for depreciation.

.o iy

Thus 1nvestment 1s undertaken by the producers in sociét;:-which
méans enterprises of different kinds in agriculture, industry, etc., d
also of course the government " In the case of enterprises tﬁeir motivation
in undertaking investment is clear enough. They expect to make a new
produgt, or sell an old “product more ‘widely, and so to make higher profits.-
In the case of government the motives for investment may be somewhat more '
obscuré and diverse. For example, much of government investment is in
developing social services. These 'do not produce a physical product to be
sold in the market, but they c contribute to the productive capacity of
the community, e.g. education expenditure potentially increases the skill
of the labour force. This cén help the economic policiés of the government
and in turn improve its political position, so we can see that there 1is a

‘wide varlety of possible motives for the government to choose'tgwinvest in

1ts different activities. . ‘ .
2, Saving . . ‘ ‘ X

‘ > :
~

The concept of saving has ‘a restricted meaning 1n conomics by which
it excludes hoarding and simply postponing consumption. e only count asa
saving that which involves withholding from current consumption in order to
have more future consumption. In terms of .everyday life this distinetion
may sound a 1ittle artificial but in economics, it.is an important one.

Some saving in the modern,economy, in fact a fairly rapidly increasing pro-
portion, is.done by enterprises out of thelr own profits, but of course
there 33 also a considerable amount done by individuals. |, K

T 10 J
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In the case of enterprises there is an obvious motive for such'saving
relating to the motives we have referred to in their choosing to invest for
increased future profits. Th the case of individuals, however, motives for
. “saving dh be extremely varied, e.g. they may wish to buy a car or teke a

long vacation or perhaps they have a longer-term aim such as wanting to en- .
> ' Syre a-more confortable old age. But in each case the point which tharacter-
1zes this activity is the desire to increase future income rather than simply

to retain the existing income for use at Some later time.

/ N
This(point is a complex one to make ciear-because the economic u§é of
the term saving is dec dely narrower than the everyday use of the term. For
exarple, to the econoifiist much that is habitually .spoken of as saving, such
as purchasing industrial securities, is not Saving in the economic sense
because there is no real capitsl creation involved but only a transfer pay-
. ment, transferring a source of income from cne rE:ipient to another, without

.

.

~reating any new source of income. There is no ertainty that the man who
sold the securities is then going to use the proceeds of the sale for any
capital creation. '
However, to show how complicated this definition of saving can prove
to be in practice, consider the case of buying stock in the new capital
1ssue of an enterprise. This<Would be a form of economic. saving because
the enterprise 1s going to use this capital suppYied to it in the creation
:°f a larger capital stock for increasing its own production.* But simply
buyivg and selling shares between people on the stock exchange 1s not
regarded in economics as saving because it does not bring about immediate
capital formation, increase of the community's capital stock. Nevertheless, =
desplte these complications just touched on, the fundamental point to .
. - recognize in economics is that by definition, becalise both savings and
investment refer to the increase in the community's capital stock, saving
must equal investment.' . ; ) S

¢

3. Consumption ard production o
- We“QO”on“tO“speak'brtefly on the concepts of consumption and produc-
tion since these also havé some importance in educational planning.

-  Consumption is a term about which nqt much needs to be said because econo-
mists use the term consumption in much the same way as 1t 1s used in every-
day conversation, Consumption simply represents the disposal of the rest of
income apart from that which is'saved. It is important to note that hoarding
is included in consumption since hoarding is only delaying the purchase of
goods and services for current satisfaction, as explained earlier.

/
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Production in the economic sense is the total’ output of goods and
services resulting from previous investment. This 1s an obvious statement
but it contgfn ‘complication. Part of the output of one enterprise very
often represents part of the investment input intof another enterprise.
- Thus one factory makes bricks, and these are’ the tput of the brick fac-
’ tory. But of course the bricks are also a very {mportant input into the v
rest of the building industry, in making houses, schools, ete. Taking
another example of this complexity from education, one of the objectives
of the educational system is to produce trained teachers who can hence be
. regarded as part of the output of the educational system. But trained '
teachers are also-a very important input in the educational system because
they help in the production of the qualified school leavers who are another
important output of the educational system. The point to be made here Is
that 1t is comparatively easy to assess the gross production of a country
but it is nuch more difficult ‘to calculate the net production, since this.
irvolves excluding all products which are used in further production as, Lo~
investments, because to establish net production it is. only necessary to
“} count the value added at each stage of production. : This problem is con-
sidered further, in a later lecture on national income. ¥ '

B. Applications of the concepts to edﬁcationar planning

In "the second part of this lecture we cofisider the application of
the above concepts for educational planning, beginning again with consump-
* tion and 1nvestmeptv, v g
N oy s N
. Education can be tre;%ed'as both consumption and investment if
considered from the individual's point of view. When someone recelves
education it’'fits him in a.wide variety of ways for what can be called -
. to use the simplest term - a better life., He has greater access to culture,.
' he can read newspapers and so on, and.this represents_ an increase in his
consumptidn possibilities.” But also from this ihdividudl's point of view
such education is an inveStment in that it provides hih with better qualifi- . 5
*cations for employment or better capa¢ity to absorb fukther training. 1In
this way he can deMelop‘hiswfutuneneg?ning-9apac&tywand~potent;nlly»h&s
living standards as well. This is ¢ sidering education, only from -the
individyal recipient's viewpoint, but“investment in educational development

~—

is aiso very important from the.national point of .view for economic growth, " ;
mainly because of the passibility offered of increasing the supply of quali- >
fied manpower. : N

4 PR

i o




IIEP/TM/40/509 - page 9

<

These general comments on investment and consumptior in relation to
education are fairly self-evident, but in going beyond them it is necessary
to recognize that the detailed application of these concepts in educationa:
Planning has not been entirely successful so far. It has created a great
many problems for educational planners which are still far from solved. we
will refer to a few of these in order to indicate some of the complexities.

These concepts are difficult to measure when used, in relation to
education.” Thus although educaticn has both investment significance and a
consumption significance it is very difficult in practice to identify one
part of education/hs having primarily the investment effect and another
part primarily thédconsqmption effect. If we said that a history lessgw’ is
a consumption aspect of education and a mathematics lesson an invest t.
aspect this is obviously a very over-simplified and unrealistic way of_'w
trying to approach the problem of separating the consumption and investment
effects. Although the different effects of education can-be distinguished,
they cannot be linked to particular types of education, so it is difficult
13 be specific in trying to allocate resources to education say for its
investment effect or for its consumption effect. ‘.

There is also the question of trying to identify the rate of return
10 expenditure on education. In the case of physical investment, a monetary
* value can be given to the resultant output, but what value can be given to
the output of education, educated people, especially when we take into
account the consumption aspects of the education received? The differentia.
earnings of the better educated are a 1imitdd guide in this instance.

When we go a 1ittle more deeply into educational pianning these
duestions become much more complex. Thus, in making a cholce between
developing different types of education we might ask what are the relative
contributions to economid' growth of emphasizing technical and vocational
etducation or emphasizing general secondary education. To put emphasis on
technical and vocational education may mean immediately a better supply of
certain types of skilled workers. ‘But emphasizing gen¢ ral secondary educa- -
tion may improve pupils' capacity for and their receptivity to further
training. In this way it may be possible to create a greater flexibility
in the future Iabour force than if we only endeavour to traln people very
specifically for certain technical positions. This indicates a fundamental
difficulty in human, resource development. Do we only try to.educate people
to fit them into some preconceived employmenit pattern, which might be
regarded as a strict manpower approach, or alternatively are we trying to
educate people so that they can bring to future society ﬁheiy particular
abllities and offer their full capacities for the continuing development of
society? )
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Finally we 'must refer briefly to the concepts of saving and production
and their significance in educational planning. We spoke of saving as belng
an identity with investment. Thus from the individual's viewpoint whenever
he contimies his education beyond any compulsory level he has to make some
kind of saving to support this. This might be through the form of income he
forgoes in not starting work earlier, or through using personal resources
which he could otherwise zonsume. If he is supported by some kind of govern-
ment grant in that case the government undertakes the saving in order to make
the investment of providing more education. Thus when government undertakes a /
programne of educational investment it also has to make a saving decision R
since in choosing to invest certain resources it thereby precludes the
possibility of allowing those resources to go into consumption, for example,
through making a reduction in taxes. [

The significance of the production concept in educational planning
refers to our earlier example of the characteristics of teachers in the
educational programme, in that they are both an input and an output. This
can be extended to a further level if we consider the need to produce people
who will staff teacher training colleges. They are an output of the educa-
tional system but then they are also an input which in turn will help create
sometlung else, teachers, which is again both an input and an output of the
system. Thus the question of gross and net production can become quite
complex even within the educational - system.a

This concludes our illustration of the applicability of some basic
economic concepts to the study of educational planning problems.

'&s’ . { - . 4';'3 ‘ !
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PART III  THE CAPITAL STOCK

We begin by discussing the concept of capital in economics and then
go on to consider the development of this concept in relation to human
capital. Finally we shall examine various methods of evaluating rates of
return to investment in education and some of the difficulties attaching
to these different methods.

A. The concept of capltal

In traditional economics capital has been treated as one of three
factors of production along with land and labour. Within this division
capital could be defined as the stock of goods produced by the economic
system which are to be used as productive inputs for further production of
consumption and other goods or services.

In this definition land is excluded. The reason for this is that
land already exists as part of our natural resources, hence it does not
have to be produced. @.vever the characteristic of the definftion is that
capital is produced. Labour 1s also excluded, for when this theory was
being developed production was generally far simpler than it is today and
hence most labour was relatively unskilled and uneducated. Thus labour was
treated as a much more homogeneous commodity than today, and something
which could simply be separated from machinery, etc. Perhaps another
reason why earlier economists chose not to talk about labour as a form of
capital was a certain distaste for putting men and machines together under
one term, in conflict with prevailing humanistic attitudes. .

The capital stock is the result of investment and the pﬁevious
lecture explored how an act of investment involves a parallel act of
saving. Thus it becomes evident that an important determinant to the
country's ability to increase its capital stock must be its ability to
save more. However, in developing countries the majority of people have
a very low income scarcely sufficient to satisfy their dully needs. Then
it 1s comparatively much more difficult to make a temporary reduction of
consumption in order to save more for an expanded fulure consumption, even
though such a reduction is only intended to be temporary. Since increasing
the capital ¥stock is a preqﬁquisite for raising the living standard, it is
very evident that the difficulty in increasing savings is a potential bottle-
neck for development in the developing countries. ;

A variety of ways have been suggested in which savings can be in-
creased, such as taxation, foreign aid, private foreign investment,
finally inflation. These are discussed in turn, taking particular note of
their disadvantages.

»
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l. Taxation

The basic difficulty with taxation in many countries is its
inefficlency. Evasion is prevaient and collection inefficlent. Thus an
extra 10 per cent tax on Imports may result in an increase in smuggling,
so_that although the price of imports is increased, the amount of legal 5
imports may decrease, along with the yleld from the vax. Even when there
is no evasion of tax the result may be only that an increase in tax deters
people from whatever saving they may have been carrying out, in order to
be able to pay the higher taxes. Then all that changes {s the method of v
saving, not the amount saved. -

2. Foreign aid :

Virtually all developing countries already receive foreign aid, in
some cases a considerable amount. But it is increasingly coming to be
recognized that this has its limitations. Most foreign aid, hitherto, has
been in the form ot loans, which usually must be repaid with interest, ’
frequently in a foreign convertible currency. By making extensive use of
foreign aid in this form a country creates an extra future burden on its
balance of payments, breaking into its limited foreign exchange reserves to
make such repayments. Already several developing countries face a serious .
problem of servicing their foreign debt. In such countries the continued
possibilities for using foreign aid in this form are becoming more limited,

"and grants are increasingly preferred, though probably more difficult to
obtain. ) .

3. Private foreign investment

This is a subject on which there are perhaps more political than
economic comments to be heard, bearipg in mind the history of most
developing countries which at some time have been colonies, and also the
fact that a great part of such investment ccmes from countries which were
previously the imperial powers. However there are also economic difficul-
ties because private investment is generally looking for profits as its -
first objective, rather than specifically endeavouring to assist the
development of the country. Often this involves putting money into the
foreign® trade sector of the developing econcmy, e.g. investment in plantation
agriculture. For the country in which the investment takes place, this has
the adverse effect that it does not help to diversify the economy. In general,
the objection to private foreign irvestment as a means of increasing savings
lies in the difficulty involved in fitting 1t into pianncd national develop-
ment, since the criteria of thoice of the investors are most unlikely to
accord with those of.the national policy-makers.

]
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4, Inflation

The last of the alternatives mentioned is inflation. To take a simple
example, this might begin with the government undertaking capital ,projects
for which it does not have the immediate financial resources and then
creating money in order to pay for them. Thus through the government's capi-
tal creation there 1s a flow of money into the economy. Thus wage earners,
working on these projects, have more money to spend on consumption, as do
SuPpliers of raw materials and equipment for their completion. If the goods
they want to buy cannot readily be expanded in supply this means certain
increases in prices, pushing an extra flow of money into the economy again,
The general result is to set off a ¢hain reaction of this inflationary
effect throughout the economy. While this brings an immediate benetit in
some capital projects, over the longer period, through the inflation, subse-
quent capacity for carrying out further capital formation 1s reduced, because
the general price increase also raises investment costs. The increased
prices may also make it more difficult to sell export products abroad. Hence
this is essentlally a short-term palliative, to be used with discretion.

We have shown above that there are difficulties to the various ways of
trying to increase the capital stock, but in virtually every country some
capital formation is taking place and in some cases at an appreciabie rat-<
through all or most of these techniques. But while earlier economists fel
that increasing the capital stock was tne important key to development, there
i1s a trend of opinion tc“consider this as no longer the only important factor
influencing develepment. It 1s now considered that the impact of continued
technical progress and the processes of invention, together with the effects
of education, may on the one hand, by informing people better, increase their
willingness to;undergo sacrifices for development .and on the other hand
increase their skills and also their possible direct working contribution to
development. Thus it is not only the quantity of capital but also its
productiveness which contribute to development.

-

B. Human capital .

We now consider the concept or capital in relation to education in
more detall. One element of the educational system obviously 1s part of the
stock of physical.capital which we have been talking about hitherto. This
is the physical plant of the various schools and colleges which make up an
educational system in a country and all the equipment which is contained in
those buildings. But for our purposes this is not the most important part
of capital stock when we talk about education. Much more important is the
stock of educated people in the economy. This brings us to talk about the
ldea of human capital already mentioned. <

17




~

IIEP/TM/40/69 - page 14

When capital was referred to as one of the factors of production we
distinguished it from labour. More recently economists have come around to
talking about humah as well as physical capital which implies that they
have come to consider the labour force and particularly the educated labour
force as part of the country's productive equipment and hence as part of
its capital. This is largely the recognition of the earlier excess emphasis
on the accumulation of physical capital and the appreciation that a
deficiency of skills in an economy is also an impediment to development.

It is evident that the efféctive use of additional physical capltal largely
depends on the avallability of the appropriate human skills. Thus human
capital formation involves not only investment by society (public expendi-
ture on education), but also investment by employers in training activities
as well as the investment by individuals of their own time and money in
developing their capacities. ‘

In this variety of approaches to human capital formation there can
be seen parallels developing in relation to our earlier discussion of
physical capital formation. There is a variety of possible techniques for
making‘the appropriate investments and savings and of course there are
also difficulties in making these different investments. We are concerned
with not only the stock of capital but also with its rate of accumulation.
But although the concept of human capital is parallel to that of physical
capital it 1§ as"well to recognize that the parallel has its limitations
and some of these rust now be considered. . :

In the first place even in the case of physical capital there is no
mechani-~al relationship between the amount of resources invested and the
value of the capital formation that results, i.e. an investment of $1
million does not necessarily produce a $1 million return, but maybe
$100,000, or evén $5 millior. This can happen even though most physical
capital investments are comparatively specific, e.g. equipment for making
bricks can be used for little else. By comparison investment in human
capital is much less specific. However specialized .their education, people
have a great variety of jobs open to them, assuming the existence of
suitable vacancies. Thus the relationship between the input and the output
is rather more complex in the case 3f human capital than it 1s in the case
of physical capital. ‘ .

Also, when we invest in physical capital we may be endeavouring. oh
the one hand to rectify certain short comings in outr natural resources and
existing stock of capital or we may be trying to exploit more fully certain.
particular advantages we have. But we cannot make exactly this kind of
parallel when considering investment in.human capital because while we
certainly want to exploit individuals' natural advantages we do not educate
them only to exploit those advantages, there are other more humanistic
aspects as well. A further objection made to the concept of human capital
is as follows. Imagine a mistaken physical investment, such as a railway

18
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located in a certain river valley when it subsequently appeared that a much
better route could have been used. It i1s possible to decide simply to dis-
card the first railway and build a new one, assuming of course that the
resources are avallable for the purpose. However, if a lot of people are
educated in one way and then they cannot find employment very easily they
L cannot be discarded. People cannot in this respect be treated 1like material
investments - human capital cannot be scrapped in the same way as physical.

c. Return to capital formation in education

In concluding we must examine one or two of the approaches which
have been used in studying returns to capital formation in education, and
in particular objections to these approaches.

(a) A fairly simple endeavour of this kind involves relating the
gross national product of countries to their educational enrolments. But
the basic difficulty with doing this 1is that even if a very good correlation
is discovered, this does not indicate whether a high enrolment in education
is the reason for a nigh level of GNP or whether, because a country has a
high level ot GNP, it can afford to put a lot of money into education. Thus
the causal relationship here does not come out very clearly since this is
orily a simple correlation approach.

(b) The next approach used is fréhuently referred to as the residua.
approach. One of the best-known exponents of this approach(l) attempted to
show that an appreciable part of the economic growth of the United States
over the last century could not be related to the increase of physical capi-
tal during this period, but was due to something else called a 'residual’. .
In the course of this exercise an attempt was made to establish returns to
education by taking certain groups of the population and from census data
relating different age groups to different earnings in order to show how
these earnings were a function of the education people had received. Howeve:,
in the process an assumption was made which casts serious doubt on the whole
exercise. It was assumed that three-fifths of the reported income differen-
tial represented differences due to education as distinguished from associated
characteristics such as differences in ability and so on. But this assumption
appears to be assumihg what 1s to be proved, which is tantamount to invali-

\' dating the approach. ,

t
(1) Edward P. Derison. 'The Sources of Economic Growth in the United States
and the Alternatives before us'.
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(c) The third of these attempts to measure returns to educational
investment is to some extent a variation of the previous one and is called
by the general name of the returns to education approach. The endeavour
here 1s to compare life time earnings with the amount of education that
people have received and then relate differences in these earnings to
their education. However, there are a great many difficulties in doing
this. In the first place, there is the problem of how to measure the
amount of education received, since different countries have different

~ educational systems. For example, the length of the school year differs

> " quite widely in 8ifferent countries, so it is comparatively difficult to , )
\\find & common measure of the amount of education that people have received.

Secondly, there 4s the question of the differing abilities and motivations

of individuals. A highly intelligent person may make far more use of

three years' education than a less intelligent person who receives six

years' education, and this of course says nothing about the comparative

quality of the education in each instance. 1In any case, people do not

select their education, to the extent that 1t 1s not compulsory, oniy in

relation to the earnings they hope will result subsequently.

There 1is. another type of difficulty to be considered also. Some
types of humah capital formation, particularly on-the-job training, are
provided by employers who obviously expect to obtain some return from the
provision of these training opportunities. That means of course that they
expect to receive some profit which will be directly attributable to this 5
expenditure. Thus in turn they will not want to pay all of the increase

- in their profits to the people .who have received the training, so that the
earnings the trained workers receive will not entirely reflect the amount
of training they have had. Finally there 1s another motivational type of
objection, the fact that we do not always choose a job Just because of the
level of earnings it provides. A sense of vocation enters into choosing

4 certain jobs and there is the question how to take that into account in
trying to make this type of calculation.

D. Conclusion
. -

This lecture has tried to examine critically, how the capital concept .
used in economics can be made use of in educational matters. Thus it perhaps
gives more attention than is necessary to the difficulties involved.  However,
having recognized that there are considerable difficulties, this is not to
say that this type of approach should not be made use of in educational
planning. It can be so used, but this must be done with a proper sense of
caution.
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