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WELFARE EFFECTS OF GOVERNMENT INTERVENTION
IN EDUCATION

GEORGE PSACHAROPOULOS*

Distortive effects of government intervention, especially in in-
ternational trade-, have received considerable attention, But not
much literature exists on similar effects of public policies toward
education. This paper provides a review of government interven-
tion in education and its likely effects on economic growth and
equity. Although governments may act with good intentions, ed-
ucational policies often have adverse effects on social welfare.
Less government involvement in education might actually lead
to greater and more equally distributed real income, especially
in developing countries.

Section I of this paper identifies and documents the extent of
government-induced distortions directly or indirectly related to
education. Section II assesses the likely effect of such distortions
on social welfare. The final section discusses the role of govern-
ment in education.

1. AN OMNIBUS OF DISTORTiONS

Government intervention in education can be direct (e.g., regulation of
teacher salaries) or indirect (e.g., minimum-wage legislation, which eventu-
ally affects human capital formation). It can be implemented in terms of
prices (e.g., subsidies covering the private cost of education) or in terms of
quantities (e.g., admission quotas to schools). Or it can be expressed by means
of institutions (e.g., establishment of a student loan program). These distinc-
tions are not clear-cut. For example, indirect institutional intervention can
affect prices, which eventually can affect quantities. However, for purposes
of analysis, such overlapping areas of government intervention are considered
separately here as "independent variables," so that their likely effects on a set
of social welfare "dependent variables" can be discussed. Economic growth,
equity, and employment are treated as dependent variables, but again these
variables are neither sanctum sanctorum nor mutually exc lusive.

A. Subsidies to Education

Subsidies to education traditionally have been favored by recipients and
politicians alike. On the surface, they appear highly desirable. A popular view
is that education is a basic need or human right and that it should be provided

*The World B.. ., Washington, D.C. The views expressed here are those of the author and
should not be attributed to the World Bank. An earlier version of this paper was presented at
the Fifty-ninth Annual Western Economic Association International Conference, Las Vegas, Nev.,
June 1984, in a session organized by Simon Rottenberg, University of Massachusetts.
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free, financed by the state. Yet, indiscriminate subsidization, which is prac-
ticed in many countries today, can have perverse social welfare effects, con-
trary to those intended by policymakers.

On the efficiency side, educational subsidies create a difference between
the private and social costs of education; hence, resources may not be allocated
according to social optimality. User fees cover only a small proportion of the
social cost of education, and they decrease as the educational level increases
(Jimenez, forthcoming 1987, table 2.2). For example, primary school students
and their families in Burkina (formerly Upper Volta) bear a CFA 20,000 cost
per year, whereas secondary and university students get a net subsidy of CFA
42,000 and CFA 372,000, respectively (Psacharopoulos 1982). In Tanzania,
the private cost of secondary-school attendance is one quarter of the social
cost (Tan 1985).

On the equity side, educational subsidies can be sociallv unjust on two
counts: first, general taxpayers, a large percentage of whom may be poor,
finance the education of those who attend school, including higher levels of
school; second, those who eventually graduate with advanced degrees enjoy
greater rewards over their lifetime than those without such degrees. The first
proposition has been extensively documented in developing countries. Jallade
(1974) found that secondary and higher education in Colombia are financed
in a way which results in a redistribution from poor to middle-class families.
A similar result has been reported by Selowskv (1979), regarding the financing
of higher education in the same countrv. In another study, Selowsky (1981)
reports that the higher-educatioin subsidy in Colombia are more unequally
distributed relative to personal income. The second proposition is evidenced
by mean earnings ratios of the more-educated relative to the less-educated in
developing countries. In NMalaysia and Colombia, for example, the structure
of earnings bv level of education is reported in table 1.

Heavy subsidies to higher education result in substantial differences be-
tween private and social rates of return in manv countries, and thus prevent
optimal resource allocation. Examples of these differences are reported in
table 2. On the other hand, in the Philippines-where educational subsidies
are the exception rather than the rule-the private and social rates of return
are 10 and 9 percent, respectivelv.

TABLE 1
Struieture of Earnings Level by Level of Education

for NMalavsia and Colombia, 1983

Earnings Ratio Index

Educational Level Colombia Malaysia

Primarv 1.0 1.0
Secondarv 2.3 1.6
University 7.7 6.1

Source: Psacharopoulos (1983!.



PSACHAROPOULOS: GOVERNMENT INTERVENTION IN EDUCATION 53

TABLE 2
Rates of Return to Higher Education for Selected Countries

Percent Rate of Retturn

Country Private Social
E.hiopia 27 10
Ghana 3 7 17
Kenya 31 9
Nigeria 34 17
India 16 10

Source: Psacharopoulos (1981).

Perverse effects of public subsidies to education also are evidenced by the
backlog of unsatisfied demand for education-the many frustrated aspirants
seeking university or even secondary-school entry. This is the case, for ex-
ample, when only 4 percent of the relevant age group enrolls in secondary
education in Tanzania, or less than 15 percent of applicants get access to
university education in Iran (Psacharopoulos 1977).

Clearly, the provision of education at or near zero private cost in many
poor countries is inconsistent with the ability of the state to satisfy the level
of demand generated by the low price. Hence, a nonprice rationing mecha-
nism, such as admission quotas validated by stiff entrance examinations, must
be implemented. Neglect of schooling in the countryside is another result.
Such rationing mechanisms often are inefficient, since investment to the so-
cially optimum point does not take place. They also are inequitable, because
it is the poor who are more likely to be excluded or crowded into schools of
inferior quality in the process.

B. Miinim-W1'age Legislation

This is another government intervention which can have adverse efficiency
and equity effects. First, it is extensively documented in general literature on
advanced countries that legal minimum wages create unemployment among
the youth. Some who would be willing to work at a lower wage than the
minimum cannot legally be hired by the employer (Welch 1974, Mincer
1976). This must be true to a greater extent in developing countries where
the difference between competitive wages in the countryside and minimum
wages in urban areas is much greater. For example, Gregory (1975) reports
minimum wages in the urban sector of Uruguay and the Ivory Coast to be
more than 60 percent greater than the agricultural wage. Also, artificially
high urban wages increase migration among those who expect to find a job
in the city and thus increase the number of unemployed. Such unemployment
hits the least-educated.

Another major education-related connection exists between minimum wages
and social welfare. Legal minimum wages compress earnings differentials
between the least- and the more-educated urban workers at the lower end of
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the schooling ladder. Thus, they create a disincentive for human-capital for-
mation. This argument is based on the plausible assumption that minimum
wages directly affect mainly the lower end of the education spectrum (say,
the illiterates) and that earnings of those with primarv education arc deter-
mined more competitively. Under such circumstances, individuals have less
incentive to acquire primary education, which is socially the most efficient
form of investment in human capital. Or, if they do go to prinmary school,
they tend to seek more advanced education to realize higher private returns.

A popular myth is that legal minimum wages are equitable because they
compress the earnings dispersion. In fact, in developing countries, where! the
majority of the population lives and works in rural areas (not subject to the
legal minimum), minimum wages tend to accentuate overall income dispar-
ities. Of course, minimum wages do tend to reduce the dispersion among the
select groups of workers employed in the urban sector.

C. Civil Service Pay Scales

Civil service pay scales affect the whole spectrum of wages and salaries,
and hence educational levels. The) tend to reduce earnings disparities within
the public sector, and to distort relationships be! ceel earnings andl produc-
tivity. For example, Psacharopoulos (1983) repor:s substantial wage differ-
entials between the private and public sectors in Brazil, Colombia, und Ma-
laysia-even for employees with the same level or ed--ication. Similar e'iidence
is reported by Bennell (1981). Again, the beneficial ecuit,, effects are ques-
tionable when reference is made to developing countries and the magnitude
of wage leadership, as well as coverage, of the public 5ector. Public employ-
ment shares in excess of 70 percent of the nonagricultiral labor force have
been reported in some developing countries (e.g., Ghana and Zambia), and
the share of the educated employed by the public sector is sometimes even
higher (Lindauer 1981, Heller and Tait 1983). Civil service pay scales, based
on criteria that are not necessarily competitive, largely determine the remu-
neration of university graduates. This raises more questions about the social
efficiency of human capital investments which result from distorted signals.
Rates of return estimated on the basis of public sector remuneration typically
are less than those estimated on the basis of private sector, competitive earn-
ings. (See Psacharopoulos 1983 for such contrast in Brazil, Malaysia, and Co-
lombia; see Edwards 1983 for that in Chile.) To the extent that fringe benefits
increase with the level of education and basic pecuniary pay, another wedge
is driven between wages and productivitv. Gregory (1974) reports that fringe
benefits amount to more than 60 percent of the pavroll in countries such as
Brazil, Chile, Colombia, and Venezuela.

These considerations suggest that the relationship between pay and pro-
ductivity in developing countries is as depicted in figure 1. The productivity
curve is concave to the horizontal axis because of the assumed diminishing
returns to every additional year of schooling. Although the exact position and
shape of the pay curve are unknown, evidence from developing countries
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FIGURE 1

The Relationship Between Pay and Productivity Because of Government Intervention
Monetary
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indicates that major discrepancies exist at the lower and higher educational
levels (in the direction shown in figure 1). Because of minimum-wage legis-
lation and civil service pay scales, wages exceed productivity at each end of
the spectrum. This is socially inefficient and unjust, for the reasons mentioned
earlier.

Such productivity and pay distortions contribute to a misallocation of labor
between economic sectors. Too many people enter or queue to enter the
protected low-productivity sector because pay is higher than in the unpro-
tected sector. Also, too manv students prepare to enter high-paying govern-
ment positions, rather than educating themselves for socially more productive
occupations. Evidence is provided by the level of expected returns to edu-
cation. In Greece, for example the expected private rate of return from uni-
versity graduation is about 35 percent, while the social rate of return to the
same level of education is only 8 percent (Psacharopoulos and Soumelis 1979,
Psacharopoulos 1982).
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D. Teacher Salaries

Teacher salaries are set and financed mostly by the public sector in all
countries, and especially so in less-developed ones. Government intervention
is important on several counts. First, since teacher salaries typically represent
70 percent of the direct cost of education (Jimenez, forthcoming 1987, ap-
pendix table 0.2), any decisior. on their level directly affects the amount of
resources the state can devote to education and the number of schools it can
offer. Second, the level of teacher salaries can affect the level of government
expenditure on other priority social sectors. This seems to have been the case
in the Ivory Coast, where the ratio of teacher salaries to per-capita income is
7.5 (contrasted to, say, Asia's 2.5). As a result, 45 percent of the Ivory Coast
state budget is spent on education, which effectively limits further expansion
of other sectors (Mingat and Psacharopoulos 1985).

E. Educational "Planning"

Historically, education has evolved from, and has been provided by, the
recipients involved in using the product (the family, the church, or the firm
by apprenticeship on the shop floor). Today, education in many parts of the
world-especially in advanced industrial countries-is shaped by the de-
mands of households for certain types and levels of education, as well as by
firms' demands for skilled manpower.

In many developing countries, however, mainly the state determines the
types and levels of education that are offered. The argument is that the state
knows best what the country "needs" in terms of education and skilled man-
power, and that coordinated and planned education leads to a better allocation
of scarce resources. Although the rationale for educational planning is instinc-
tively appealing, the state involvement with planning in developing countries
leaves much to be desired.

There exists one main reason for this apparent paradox: Planning units in
developing countries almost always adopt the "manpower forecasting" tech-
nique to assess future enrollment in schools. (For a discussion of this issue, see
PsacharopouJos 1984.) This has led to the neglect of unit costs in allocating
resources to education and to policies which expand universities and voca-
tional schools to meet future "high-level and technical manpower needs." For
example, Bertrand and Griffin (1984) report that the cost of a university place
in Kenya is 73 times that of a primary-school place. This policy often has
been adopted amid widespread illiteracy. Utilization of another technique to
assess future investment priorities, such as cost-benefit analysis, would result
in the promotion of primary schools. For example, Orivel (1982) reports that
the 4,300 students at the University of Burkina (formerly Upper Volta) cost
more to the nation than the entire primary-school population of 200,000.
Elimination of student grants alone would enable primary-school enrollments
to expand by 130,000. This reallocation of funds would be both efficient and
equitable, as evidenced by the declining social rate of return structure as the
educational level rises in developing countries (Psacharopoulos 1981).
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TABLE 3
Effects of Labor-Market Distortion on Growth Rates

Labor-Market Distortion Growth Rate (%)
Low 5,9
High 4.5

Source: Agarwala (1983).

F. State-Managed Schools
Educational planning in poor countries inevitably is linked to the provision

of schooling by the state and to the management of schools by headmasters
who are civil servants rather than entrepreneurs. These features result in two
major limitations. First, the number of school places provided is determined
by the limited tax base on which schools are financed. Second, management
of schools by persons who have no direct incentive to maintain quality of
service can lead to extreme inefficienc'es and pillage.' For example, Heyne-
man (1975) reports that after the state took over production and distribution
of textbooks in Uganda, fewer books actually reached the poorest students in
the countryside.

11. WELFARE IMPLICATIONS

What are the welfare implications of these government-induced distor-
tions? Although the literature on welfare effects of interventions in interna-
tional trade and prices in general has been rather prolific, there are few
empirical estimates on the welfare effects of education-specific distortions.
Tvpically, reported losses (in terms of GNP) related to tariffs or monopolies
are less than 1 percent in advanced countries and onlv a few percentage
points higher in developing countries (Agarwala 1983).

Dougherty and Selowsky (1973), howvever, report a 1.7-percent static loss
of GNP associated with wage differentials between equally educated workers
in different sectors of the Colombian economy. According to de Melo (1977),
the estimated welfare loss is greater in a general equilibrium framework.

More recently, Agarwala (1983) used a crude index of labor-market distor-
tion-the extent to which real wages in manufacturing rose significantly faster
than productivity-and found that such distortions explain 10 percent of the
variance in growth rates between countries (table 3).

Dougherty and Psacharopoulos (1977) report that the welfare cost of mis-
allocation of the state budget-e.g., toward higher educational levels which
exhibit low social rates of return-can amount to 2 percent of GNP. In another
study, Psacharopoulos (1977) used Iranian data to estimate the separate effects

1. This tvpe of X-inefficienev might be as important or more important than allocative inef-
ficiencies already discussed. X-inefficiency arises when a monopoly engages in high-cost internal
practices which result in resources receiving compensation greater than their opportunity costs
(see Leibenstein 1966).
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on three social-welfare indicators of reallocating the education budget away
from higher education and toward primary education. The total gain from
such a reshuffle was equivalent to 3.3 percent of GNP-divided nearly equally
between gains in efficiency, equity, and employment.

In a more subtle analysis, Pinera and Selowsky (1981) found that rationing
school places by factors otli r than student ability (which enhances learning)
amounts to a drop in GNP of between 3 and 7 percent in a number of
developing countries. The present system of allocation of places or access
excludes some poor but academically able students who would enroll if another
finance system prevailed; therefore, the present system is suboptimal.

III. THE APPROPRIATE GOVERNMENT ROLE

Given these government-induced distortions and the adverse welfare effects
which result, one wonders what the role of government shouild be in educa-
tion. To answer this question, let us initially abstract from political consider-
ations that might override rational economic calculus.

It is easier to determine what a government should not do than what it
should do in education. Also, the list of "do nots" would be much longer than
that of the "dos." For the former, one should simply reverse the statements
made in section I: i.e., governments should not provide as many subsidies,
especially in higher education; should not set minimum wages at unrealisti-
cally high levels relative to the free-market wage for lower-skilled labor;
should not set civil service pay scales at levels which bear no relationship to
remuneration for high-level manpower in the private sector of the economy;
should not plan the educational system according to mechanical manpower
forecasts; and should not attempt directly to provide or manage schooling
services,

What Friedman (1955) wrote 30 years ago to address this issue still remains
valid today, and may have been reinforced by evidence that has since accu-
mulated. The key to his argument (also see West 1970) lies in two sharp
distinctions that often are forgotten in discussions of educational policy-the
diff erence between basic and vocational schooling, and the difference between
the finance of and direct provisioin of schooling:

... The role of government in education ... has been unbalanced. Govern-
ment has appropriately financed general education for citizenship, but in
the process it has been led also to administer most of the schools that provide
such education ... largely in the form of making it available free or at a
low price at governmentally operated schools. It reflects primarily the fail-
ure to separate sharply the question what activities it is appropriate for
government to finance from the question what activities it is appropriate
for government to administer-a distinction that is important in other areas
of government activity as well.

The alternative arrangements . .. distinguish sharply between the financ-
ing of education and the operation of educational institutions, and between
education for citizenship or leadership and for greater economic productiv-
ity. They center attention on the person rather than the institution. Gov-
ernment, preferably local governmental units, would give each child, through
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his parents, a specified sum to be used solely in paving for his general
education; the parents would be free to spend this sum at a school of their
own choice.

For vocational education, the government, ... might likewise deal di-
rectly with the individual seeking such education, If it did so, it would make
funds available to him to finance his education, not as a subsidy but as
"sequity" capital. In return, he would obligate himself to pay the state a
specified fraction of his earnings above some minimum. Such a program
would eliminate existing imperfections in the capital market and so widen
the opportunity of individuals to make productive investments in themselves
while at the same time assuring that the costs are borne by those who benefit
most directly rather than by the population at large.

The result of these measures would be a sizable reduction in the direct
activities of government, vet a great widening in the educational opportu-
nities open to our children. Thev would bring a healthv increase in the
variety of educational instittutions available and in competition among them.
Private initiative and enterprise would quicken the pace of progress in this
area as it has in so manv others. Government would serve its proper function
of improvirng the operation of the invisible hand without substituting the
dead hand of bureaucracy.

Beyond paternalistic, merit-good arguments and externalities, there exists
one major rationale for government intervention in economies of contempo-
rary developing countries. This concerns imperfections in the capital market
for iiivestment in schooling, and marginal-cost pricing for efficiency and eq-
uitv.

At present, there is underinvestment in education-especiallv at the lower
levels in developing couiitries-as evidenced by a social rate of return to
primary education which is several times that of other investment alternatives.
This underinvestment can be explained partly by the inability of state-fi-
nanced systenms to raise enough tax revenue for investment to reach its socially
optimum level. Although the investment is privately attractive, potential stu-
dents might be deterred because of their own financial inability to enroll.
Even if education is "free," the individual must be able to afford loss of
earnings (or loss of part of his father's agricultural product) to attend school.

Compare the typical scenario described above with the following alterna-
tive. Fees are charged at the upper end of the educational ladder, and pro-
ceeds are used either to expand the number of primary schools in the coun-
tryside or to improve the quality of existing schools. In addition, free meals
at primary schools might be provided to attract more students. A svstem of
educational loans is instituted for those seeking to borrow and to enroll at the
university. Furthermore, the state need not provide the increased schooling
services at the primary level; instead, a system of vouchers could allow stu-
dents and their families to spend the monev at the schools of their choice.

Would such a scheme b. unrealistic for any government to adopt? Perhaps.
But this svstem would be socially efficient, since investment would occur at
the level which exhibits the highest profitability. And the system would be
equitable, since university graduates who enjoy higher rewards in life would
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eventually bear the cost of their education by repaying their loans.2 Although
it is politically unpalatable to charge fees, this practice can have beneficial
socioeconomic effects. In a theoretical paper, Thobani (1983) established that
when there is excess demand for a social service-such as education provided
at nominal cost to the user-charging fees and using the proceeds to expand
the system lead to higher efficiency (less discrepancy between marginal ben-
efit and cost).

Tan, Lee, and Mingat (1984) have empirically documented this proposition
in the case of a pooI African country. Given the conditions of excess demand
for secondary education in Malawi and the estimated low responsiveness of
families to fee increases, it woould be possible to increase fees up to 67 percent
of the current unit cost. UTnder the assumption that the added revenue would
remain in the educational system, the increase in fees would allow a 144
percent increase iII the supply of secondary-school places if we consider only
the quantity of students eiiroll,'. The increase woould be 100 percent if si-
1in tltarle(o.ls]v a bursarv scheme were developecl to avoid any dropout of stu-
dents who could not afford to pav the increase(d fees (Mingat arid Tan 1984).

Givein the relatively small share of private education in most countries, the
allocation of resources to and within education in the near future will depend
on the political will of governments. The role of the economist is not to dictate
what governments should do, but politicians often are influenced by compar-
isons of the outcomes of alternative policies. I hope this essay will contribute
to this end.

2. In a(ldition, the scheme -would lead to substantial gains in X-efficiencv, because schools
would ultimately be managed by those wlho use them and not by those who allocate the state
budget to remote districts.
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