
Benefit–cost   analysis
In his article on higher education funding and student 
tuition fees, Kevin Albertson discussed how benefit–cost 
analysis can be used to explore whether an individual 
should undertake higher education. Here are some of 
the key issues affecting that decision
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The graduate 
premium represents 

the additional expected 
real earnings for a graduate 

compared with a 
non-graduate.

There may be a 
consumption benefits, 

as students enjoy being at 
university.

University students build 
networks while studying and 
accrue other social benefits.

Society gains from 
graduates, who are more 

productive and ‘good’ citizens. 
Furthermore, graduates work 

well together, multiplying 
the benefits.

1 Direct benefits
• Graduate premium £210,000
• Consumption    £???

2 Indirect benefits
• Social benefits  £250,000

3 Society benefits
• Market benefits  £291,000
• Externalities and other  
non-market benefits £250,000

The calculation of both 
costs and benefits provides 

results for an ‘average’ degree 
programme. However, both benefits 

and costs may vary with the 
discipline being studied.

A complicating factor 
is that students face the 

costs in the short run, but gain most 
of the benefits in the long run, so a 

discounting procedure is needed 
to balance this out.

Notice that the 
calculation here assumes 

that the tuition fees exactly cover 
the cost of providing a university 

education. This may not be a valid 
assumption.

2 Indirect costs
• Opportunity cost 
(income foregone)  £16,289

Benefit–cost ratio
• Total benefits  c.£1,000,000
• Total costs  £48,626
• Benefit–cost ratio 20:1

1 Direct costs
• Tuition, books 
and travel over 3 years £32,337
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demand and supply models in the labour 
market show that labour mobility increases 
efficiency, despite the often-discussed 
distributional effects.

There are, of course, many issues to keep 
in mind. However, here we focus on the 
costs and benefits of a decrease in migration 
on the labour markets of the sending and 
receiving economies.

First, we discuss the impact of a 
restriction in labour movements on the 
labour market of the host economy (UK). 
Labour economics, the discipline that 
studies how the labour market works, 
can address this kind of policy question. 

Related with that, we look at how a generous 
welfare system in the host economy can 
distort migration flows. Second, we look at 
the welfare of migrants and the impact of a 
reduction in outflow on the labour market 
of a typical sending economy.

Are immigrants ‘stealing’ jobs 
and benefits?
There are various reasons why people decide 
to incur the cost of migration. The most 
obvious one is the willingness to find better 
job opportunities. We then expect that 
the migrant will be better off in the host 
economy. What about natives in the host 
country? A standard model of demand and 
supply in the labour market shows that, 

The EU rejection of a UK request 
for a cap on unskilled migration 
represented one of the main steps 

towards the controversial ‘Brexit’ events. 
During the 2016 referendum campaign, it 
appeared that the main debate had been 
focusing on the trade-off between the 
benefits of free trade and the costs of labour 
mobility.

Challenging mainstream 
economic theory
Is this the right way to look at Brexit? This 
view, for example, contrasts with the results 
of mainstream economic theory. Standard 

Brexit and labour mobility
Global winners and losers in the  
labour market
Concerns about immigration played an important part in the 
discussions leading up to the Brexit referendum. What does 
economic analysis tell us about the effects of Brexit on UK labour 
markets? Emanuela Lotti investigates

labour economics, migration, labour 
markets, Brexit

Key concepts 

EconomicReview 35i2 print.indd   2 26/09/2017   1:06 pm



W
ag

e

Employment

D

W1

W2

W0

S0 S2 S1

E1E2E0
Year

Em
pl

oy
m

en
t 

ra
te

 (%
)

50

55

60

65

70

75

80

85

UK EUA8
EU14 Rest of world

20
00

20
03

20
05

20
07

20
09

20
11

20
13

20
15

20
01

20
04

19
98

19
97

Accession of
A8 countries

19
99

20
06

20
08

20
10

20
12

20
14

20
16

3www.hoddereducation.co.uk/economicreview

Source: ONS

Figure 1 Employment rates by country of birth 1997–2016
Figure 2 A shift in labour supply (case 1: 
natives and immigrants are substitutes)

The employment 
rate of migrants 
has increased 
since 2004

Brexit and labour mobility
Global winners and losers in the  
labour market

that the host labour market faces a 
downward pressure on wages. A reduction 
in free mobility should then limit the 
impact on wages. However, the influx of 
immigrants increases national income, so 
limited mobility will reduce the overall 
gain to natives. Moreover, if immigrants 
increase native workers’ productivity due 
to skill complementarities or to positive 
externalities, a reduction of free mobility 
may have a wider negative impact on the UK 
economy.

A positive externality occurs when there 
is a benefit that is not taken into account 
by market prices (wages in this instance). 
They can be the result of human capital 
externalities if immigrants are more skilled 
than natives, as argued by Borjas (2017). As 
a result of complementarities and positive 
externalities, immigrants increase the 
marginal productivity of native workers.

overall, natives will be better off. However, 
it also shows how there are likely to be some 
losers among natives.

Figure 1 shows how, after EU enlargement 
in 2004, the employment rate of migrants 
has steadily increased. This was mainly 
the result of the very high employment 
rate of EU accession immigrants, who are 
often willing to accept lower-paid jobs than 
natives.

Unsurprisingly, immigration from the 
EU played an important part in the recent 
EU referendum, with an increasing public 
concern that immigrants are ‘stealing’ local 
jobs from natives.

Complementarities and positive 
externalities
In a simple case where immigrants and 
native workers compete for the same 
wages, an increase in migration implies 

Case studies
The points above can be shown using 
simple economic tools. A standard model 
of demand and supply in the labour market 
can generate three different cases:

■■ case 1 (shift in labour supply (LS) only)
■■ case 2 (shift in labour demand (LD) only)
■■ case 3 (simultaneous shifts in LS and LD)

In all cases, the impact of a decrease in 
labour mobility is a decrease in employment 
(and efficiency) in the labour market of the 
host economy. However, it is important 
to point out that in case 1, when natives 
and immigrants are substitutes, we also 
expect a change in the income distribution 
between factors of production (i.e. labour 
and capital).

Case 1: immigrants and natives are 
substitutes
If immigrants compete with native workers 
for jobs, then we can regard them as being 
substitutes. In Figure 2 we show how an 
initial increase in mobility generates an 
increase in employment. An increase 
in labour supply from S

0 to S1 when 
immigrants and natives are substitutes, leads 
to an increase in employment from E0 to E1, 
but a reduction in wages from W0 to W1.

If under Brexit the number of immigrants 
falls, then the curve shifts back to S2 and the 
wage rises to W2. There is less downward 
pressure on wages, but overall employment 
in the host country decreases. So, is this 
bad or good for natives? Native workers 
may be better off. However, overall, natives 
will have less income. How is this possible? 
In a simple framework with only firms 
and workers, firms are the ones that were 
benefiting from the increase in labour 
supply since in perfectly competitive labour 
markets, immigrants receive a wage which is 
less than their contribution to output.
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Figure 4 Shifts in labour supply and labour 
demand (case 3)

Figure 3 A shift in labour demand (case 2: 
natives and immigrants are complements)

Immigrants on average 
tend to be more skilled 
than native workers

of native workers and lead to an increase 
in labour demand. The impact on wages 
and employment would be positive, with 
employment rising from E

1 to E2 and wages 
increasing from W1 to W2. We do not worry 
about income distribution because the size 
of the cake increases for all. If under Brexit 
there is a reduction in labour mobility, 
the labour demand curve shifts back with 
a decrease in employment and wages, as 
shown in Figure 3.

Case 3: the effect of externalities in 
the labour market
Positive externalities can arise when 
immigrants compete with natives in the 
same labour markets, but they bring new 
ideas and interact with them. The exchange 
of ideas makes cities like London very 

Case 2: immigrants and natives are 
complements
If immigrants have different skills from 
native workers, then we can regard them 
as being complements. In the presence of 
complementarity, national income increases 
as a result of a shift in labour demand. After 
Brexit, the impact of a decrease in labour 
mobility would then be equivalent to a 
decrease in labour demand, with a negative 
impact on labour productivity. Similarly, 
in the presence of positive externalities we 
would expect a further decrease in labour 
productivity in the host economy with a 
negative impact on national income.

If immigrants complement natives, 
they do not compete in the same labour 
market and the impact of immigration 
would be to increase labour productivity 

productive. We expect that the increase in 
labour supply also generates an increase 
in labour productivity (shift of labour 
demand). Borjas (2017) illustrates various 
examples of positive human capital 
externalities. The diffusion of knowledge 
is difficult to quantify. However, historic 
events like the collapse of the Soviet Union 
and the Second World War have been used 
to account for those externalities.

With Brexit, a decrease in labour mobility 
would reduce the exchange of ideas, with a 
decrease in labour productivity. Both labour 
supply and labour demand shift back, as 
shown in Figure 4. Employment falls from 
E

1 to E2, and the effect on wages depends 
upon the relative movements of demand 
and supply. However, we could expect that 
the impact of a decrease in the diffusion of 
knowledge through the exchange of ideas 
will have a long-lasting effect on the host 
economy.

Summary
So, the main results from a standard model 
with competitive labour markets are:

■■ a decrease in labour mobility may reduce 
the income redistribution from capital to 
labour

■■ a decrease in immigrants reduces 
employment and national income

■■ the distributional effects may differ in 
the presence of complementarity or positive 
externalities between immigrants and natives
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Emanuela Lotti is a lecturer in 
economics at the University of 
Southampton

Claims of immigrants exploiting 
the welfare system are not 
supported by data

in the host economy and world income. An 
increase in income in the host economies 
can only be possible if immigrants 
contribute more than they are paid. This 
seems to be the case in a framework where 
natives and immigrants receive the same 
wage. However, this is further amplified in 
a scenario where immigrants have a lower 
reservation wage than natives and in the 
presence of complementarities and positive 
externalities.

As discussed above, the impact on 
migrants and on people left behind is 
ambiguous. However, an increase in 
mobility costs decreases the automatic 
adjustment taking place in perfectly 
competitive labour markets where workers 
with a lower labour productivity move to a 
more productive labour market.

Flow of migrants
The first point is of course the one looking 
at a change in the flows. If we are looking 
at the impact of Brexit, should we expect a 
decrease in emigration flows or a change 
in the composition of the destination 
countries’ mix, with only a limited impact 
on quantities?

Remittances
A second caveat is the impact of migration 
through remittances, namely transfer 
of money from migrants to the ones left 
behind. Depending on the way remittances 
are used in the receiving economies (whether 
they are a source of consumption or used to 
finance long-term investments) the impact 
of a decrease in migration remittances may 
be different. We could analyse the impact 
on the labour market using our standard 
model of demand and supply of labour. 
Remittances can have an impact on the 
demand for labour, if used to increase 
physical and human capital investment. 
However, they can also decrease the labour 
supply if the recipient of remittances decides 
to work less. Differently from the impact 
of a decrease in labour mobility on the 
British economy, the impact of Brexit on 
the sending economies is uncertain. It will 
depend on changes in migration flow and 
on the use of remittances.

Migrants’ welfare
Finally, as pointed out by Tim Harford, 
‘There is a crucial group which is usually 
missed — the migrants themselves.’ They 
are the clear winners of labour mobility, 
but their welfare is rarely included in the 
cost–benefit debate of labour mobility. 
For the potential immigrant, a restriction 
in destination countries (the UK in our 
example) may have an impact on the 
decision to migrate. This is particularly 
the case if the migration costs are higher 
elsewhere (language barriers, lack of a 
network of friends and family etc.).

Conclusions
In the first part of this article, we looked 
at the impact of a decrease of immigration 
in the UK. We then looked at the overall 
impact by including costs and benefits 
not only of natives, but also of people left 
behind and of migrants themselves.

What do we learn from economic theory? 
The main message is that a decrease in 
labour mobility decreases national income 

Immigrants and the welfare state
An additional concern of public opinion 
is the impact of a more generous welfare 
system on the decision to migrate to a 
particular country. If immigrants migrate 
in order to claim high levels of benefits, a 
decrease in labour mobility following Brexit 
would be beneficial to the host economy, 
since fewer immigrants would be claiming 
benefits in excess of their contributions. 
From an intuitive point of view, immigrants 
attracted by a generous welfare system tend 
to be mainly low skilled, imposing pressure 
on the already highly competitive low-
skilled labour market and on the UK budget. 
However, in fact immigrants tend on average 
to be more skilled than natives. This is also 
the case for EU immigrants. Brexit could 
then decrease the average skill composition 
in the UK.

What about those left behind?
A concern for labour-exporting countries is 
the so-called ‘brain drain’. If migrants are 
mainly highly skilled, the countries will 
lose precious labour force. The analysis 
mirrors the one discussed above for the host 
economies, with a few caveats.

1 Much of the discussion during the Brexit 
campaign focused on the damaging effects 
of excessive immigration, but what does 
economic theory tell us about this?
2 Following the enlargement of the EU in 
2004, the employment rate of migrants from 
the newly acceding countries rose substantially.
3 When immigrants and native workers 
are seen to be competing for the same sort 
of jobs, an increase in migrants results in 
higher employment in perfectly competitive 
labour markets, and a fall in wage rates. 
This effect would be reversed under Brexit if 
the number of immigrants falls.
4 When immigrants have different 
skills from native workers, the result in a 
perfectly competitive labour market would 
be an increase in the demand for labour, 
raising employment and wage rates.
5 Even when immigrants and native 
workers are substitutes, the presence of 
externalities can lead to increased 
productivity and an increase in demand for 
labour. This would be reversed under Brexit.
6 Criticism of immigrants on the grounds 
that they exploit the UK’s generous 
welfare system is not supported by data 
showing that immigrants tend to show high 
employment rates and a different skill set to 
that of native workers.
7 The impact of Brexit on the sending 
countries is uncertain.

Key points Questions
1 In what circumstances is EU immigration 
most likely to lead to lower wages for 
UK-born workers?
2 What impact would increasing levels of 
immigration have on the wage elasticity of 
labour supply for a particular occupation or 
industry? Draw a diagram to illustrate your 
answer.
3 What does the evidence suggest has 
been the actual impact of EU immigration 
on the wages and employment of UK-born 
workers? 
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Is university 
education a good 
investment?
Given that graduates are seen to earn an income premium over 
their working lives, should they be required to pay for their 
university education? The introduction of student loans as a way 
of funding higher education (HE) was controversial from the 
start. Kevin Albertson examines some of the issues 560,000 were undergraduates. Within four 

decades, just prior to the global financial 
crisis in 2007/08, this number had nearly 
quadrupled to 2,477,000. The rate of growth 
of student numbers has since tailed off and, 
in 2013/14, there were 2,299,355 students in 
HE. This increase has partly been driven by 
young people's aspirations, partly by politics 
and partly by the jobs market.

In this article I outline the historical 
reasons for the increase in the proportion 
of UK young people who take advantage 

of the opportunity to pursue HE. I go on 
to suggest the benefits from HE are such 
that the sector ought to continue to expand. 
However, the way in which HE is funded 

in England is economically and socially 
inefficient.

The recent history of HE
Higher education has grown in the 
past four decades. In 1970/71 there were 
621,000 students in HE in the UK, of which 

economics of education, labour economics, 
benefit–cost analysis

Key concepts 
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Over the last 40 years, the demand for 
labour in ‘traditionally masculine’ jobs  
has declined

Figure 1 Demand for and supply of 
graduates

employees increases, the demand curve 
moves to the right. If there has not been a 
corresponding shift in the desire to undertake 
higher education, the graduate premium 
increases, the market moves to point B with 
more people choosing HE, and graduates 
receive an increased return on study.

Conversely, suppose more people 
determine to undertake HE at every value 
of the graduate premium. If the demand 
for graduates does not increase, the supply 
curve moves to the right. The economy 
moves to point C, there are more graduates, 
but the graduate premium declines.

If both the demand for and supply of 
graduates increase, whether the graduate 
premium increases or decreases depends on 
the size of the relative shifts. In the UK, at 
least, as we have discussed, there has been 
an increase both in the demand for, and 
the supply of, those members of the labour 
force with HE qualifications. According to 
the Institute for Fiscal Studies, the graduate 
premium has been remarkably constant 
over the last few decades. This implies that 
the demand for graduates is increasing at 
roughly the same rate as the supply. One 
thing we can be sure of, however, is that the 
imposition of higher student fees in England 
has reduced the premium.

of unskilled work have created both the 
incentive and opportunity for people to 
participate in HE.

The market for HE skills
Figure 1 describes the market for acquiring 
HE skills. The vertical axis represents the 
real wage a graduate expects relative to a 
non-graduate. This is what is known as the 
graduate premium. Note that, as HE costs 
increase, the graduate premium will be 
reduced.

The shifting value of the graduate 
premium
Suppose the market is initially in 
equilibrium at point A. If there were to be 
an exogenous shift in preferences in the 
economy such that the demand for graduate 

Difficult though it is to believe today, 
the working-age male employment rate in 
the UK in February 1971 was 92%, and the 
equivalent unemployment rate was only 3%. 
We may contrast this with today, when it 
is by no means straightforward to win a 
decent job, even with a degree. Conversely, 
the adult female employment rate was 
much lower, at 56% in 1971, with a similar 
unemployment rate of 3%. The reason for 
the lower employment is that it was more 
acceptable to work at ‘homemaking’ in the 
1970s than it is today.

The rise of the service sector
Over the last 40-something years, the 
UK demand for labour in jobs seen as 
‘traditionally masculine’ has declined and 
there has been a corresponding increase in 
the demand for labour in the service sector. 
This has been accompanied by an increase 
in the proportion of women entering the 
paid workforce. In February 2016, 79% of 
working-age men and 72% of working-age 
women were employed. The unemployment 
rates were 4.5% and 4% respectively.

Service-sector jobs require a different set 
of employee skills and, as the jobs market 
has become increasingly difficult for the 
unqualified to access, the proportion of 
young people acquiring HE qualifications 
has increased. Therefore over the last four 
to five decades, the change in the nature of 
work, the increasing relative importance of 
the service sector and the relative decline 

AS HIGHER EDUCATION COSTS 
INCREASE, THE GRADUATE 
PREMIUM WILL BE REDUCED
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Participation in HE makes for more 
conscientious citizens

according to the Complete University Guide, 
average real starting salaries for graduates 
dropped by 11% between 2007 and 2012. The 
typical graduate is worse-off in recent years, 
but then, so is the typical non-graduate.

Benefits to society
It is not only the graduate who benefits 
from HE. Increasing participation rates 
improve specialisation and drive economic 
growth. One recent study carried out at the 
London School of Economics estimated 
that if each of the UK’s 10 regions had an 
additional university, national income 
would increase by 0.7% (£11.3 billion based 
on 2010 figures). The cost of this would be 
approximately £1.6 billion. In addition, the 
exchequer benefits — the more people earn, 
the more tax they pay. For every graduate, 
government revenues benefit to the tune of 
£264,000 for men and £318,000 for women.

On top of this, there are non-financial 
returns. Graduates are less likely to engage in 
risky lifestyles than non-graduates and are 
generally more law-abiding. Graduates are 
also, in general, more tolerant, more stable 
and more innovative than non-graduates. In 
short, participation in HE makes for better 
citizens. It is by no means straightforward 
to quantify the non-market benefits of 
education, but the evidence indicates non-
market benefits are likely to be as great 
as market benefits. It seems reasonable to 
suggest the non-market benefits of HE are 
£250,000 for society and a further £250,000 
accruing to the individual.

Is HE worth it?
If HE is unlikely to expand further, it seems 
reasonable to ask whether we are currently 
at the point where the marginal student 
ought to eschew HE — to consider, in short, 
whether the benefits of HE are still greater 
than the costs.

HE costs
The cost of study — or at least, the sum of 
the tuition costs and estimated associated 
expenditure (travel, books etc.) is £10,800 
per year, or £32,337 for a 3-year degree.

Note that the cost of the degree is 
not £32,337. We must also include the 
opportunity cost — the foregone wages 
which the individual might have earned if 
they were not a full-time student. Assuming, 
as a lower bound, the individual would have 
worked an additional 37.5 hours each week 
for 6 months each year if they had not been 
a student, the value of foregone earnings for 
a 3-year degree is £16,289 over the course of 
the programme. The full cost of the degree 
(for a graduate) is therefore £48,626. In 
England, this cost is borne by the individual 
student (or their family).

The average student debt of the 2012 
graduating cohort in England is estimated 
to be £44,000, the highest in the English-
speaking world. Admittedly, graduates do 
not start repaying the debt until they earn 

£21,000 a year or more, but when they do, 
debt repayments effectively increase their 
marginal tax rate by 9%. It hardly needs 
pointing out that, in a global job market 
where English graduates are competing 
against graduates from other countries, 
having to pay an extra 9% tax will hardly 
add to their competiveness.

HE benefits
In general, there is evidence that the 
graduate premium has declined in the 
UK since the onset of the global financial 
crisis. Other things being equal, this will 
mean fewer graduates. According to a recent 
report published by the Intergenerational 
Foundation, the level of debt a typical 
student takes on in order to read for a degree 
is such that the repayment pretty much 
eliminates the graduate premium.

The UK government begs to differ. A 
recently commissioned study into the 
graduate premium indicates HE is still 
worthwhile. In 2013 the estimated premia 
were £252,000 for women and £168,000 
for men. For economics, the premia are 
£335,000 for men and £902,000 for women. 
Note that this is net earnings — that is, after 
taxes and loan repayments.

Given the difference in the premium paid 
to different genders, it is not surprising that 
more women than men choose to pursue 
HE. It is, however, surprising that there are 
not more female economists.

It should be borne in mind, of course, 
that not all graduates will earn the average 
premium. Half of all graduates earn less 
than the average. Further, these figures 
should not be interpreted as indicating 
graduate incomes have increased. In fact, 

IN THE UK THERE HAS BEEN 
AN INCREASE BOTH IN THE 
DEMAND FOR, AND THE 
SUPPLY OF, MEMBERS OF THE 
LABOUR FORCE WITH HIGHER 
EDUCATION QUALIFICATIONS
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The University of Suffolk, opened in 2016. 
Should there be more universities in the UK?

attractive return than either of these projects 
— it is a very good investment.

However, the current funding system, 
under which the student is responsible 
for the full cost of HE, is inequitable as it 
allows the state effectively to free-ride on 
the individual’s HE investment, to the tune 
of half a million pounds per graduate. 
Further, and more worryingly, the higher 
cost of HE to the student reduces the 
graduate premium, implying the nation 
will have fewer than the optimal number 
of graduates, leading to a skills shortage. In 
recent years, the country has made up such 
skills shortages through migration. In the 
current political climate, this may be less 
acceptable.

Conclusion
Ultimately, politicians of all parties are well 
aware of the inefficiencies of the student-
finance scheme in England, and some have 
even promised to reduce, or eliminate, 
tuition fees while in opposition, only to 
increase them when in power. I suggest it 
is time for politicians to live up to their 
promises and eliminate the need for students 
to bear the cost of tuition. State funding of 
fees is more fair, it is more efficient, it is a 
very good investment.

Not only do English students have greater 
debt than graduates of other nations, but 
the UK rate of interest on such debt is twice 
the Organisation for Economic Cooperation 
and Development (OECD) average. 
Little wonder then that it is estimated the 
majority of graduates will never fully pay 
off their debts. It is not even clear that the 
imposition of £9,000 per year tuition fees 
funded by student debt will actually save 
the government money compared with the 
previous system.

It appears likely the benefits which might 
be expected to accrue from HE are in the 
proportion of 52% to society and 48% to 
the individual. It is reasonable, therefore, for 
society — that is to say, the state — to bear 
52% of the costs, which is to say £25,458, or 
£8,486 per year. The individual might bear 
the remaining costs.

In sum, given tuition costs of £9,000 per 
year, the appropriate level of fees which the 
student ought to contribute is approximately 
£500. The state should bear the remaining 
£8,500 cost, through paying the bulk (if not 
all) of tuition fees.

HE needs to grow
Consider that the overall average benefit 
of an individual’s engaging in HE is 
approximately £1,000,000, shared between 
society (52%) and the individual (48%). The 
cost of the degree is £48,626, which gives a 
benefit-to-cost ratio of about 20:1. Compare 
the return on HS2 — which is estimated to 
be as little as 2.3:1 — or the third runway 
at Heathrow — estimated to be 10:1 by the 
Airports Commission. HE provides a more 

A summary of what HE is worth
In summary, a typical graduate can expect 
to enjoy over their lifetime market-based 
benefits worth approximately £210,000, 
and non-market benefits worth £250,000 
— a total of £460,000 (£492,337 gross of 
tuition costs). Society as a whole benefits to 
the tune of £291,000 market benefits and 
£250,000 non-market benefits — a total of 
£541,000.

How should HE be funded?
We have seen that approximately half 
the benefits of an individual’s university 
education accrue to society in general. Yet in 
England, the individual (and/or their family) 
is expected to bear the costs. This hardly 
seems a recipe for economic efficiency.

Kevin Albertson is professor of 
economics in the department of 
accounting, finance and economics at 
Manchester Metropolitan University

1 Since the 1970s, the number of students 
undertaking HE in the UK has expanded 
enormously, so that there are now more 
than 2 million students studying in HE.
2 The increase has been fuelled by young 
people’s aspirations, politics and the jobs 
market.
3 One factor has been the rise of the 
service sector, where jobs require a different 
set of employee skills from the labour sector.
4 From the potential graduate’s perspective, 
an incentive for undertaking HE study is the 
graduate premium — graduates can expect 
to earn higher incomes over their lifetime 
compared to non-graduates.
5 A key question is whether the graduate 
premium will be sufficient to compensate 
for the costs to an individual of acquiring 
a degree, and this has been a source of 
contention.
6 There is evidence that society benefits 
from having more graduates in the 
population.
7 Compared with other OECD countries, 
students in England face greater debts as 
a result of the HE funding system and pay 
higher interest on these debts.
8 It can be argued that governments 
should recognise the social benefits 
from HE, and thus reduce the burden on 
individual students.

Key points 

THE TYPICAL GRADUATE 
IS WORSE-OFF IN RECENT 
YEARS, BUT SO IS THE 
TYPICAL NON-GRADUATE
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Google’s 

It is difficult to think of many firms that have a 100% 
market share, but one that comes close is Google. 
In January 2017, it had 80.5% of the global desktop 

search-engine market and a 94.9% share of the global 
mobile/tablet search-engine market. This has not 
always been the case. It is hard to imagine now but 
when the company began in 1997 it was a new entrant 
doing battle with other established firms such as Lycos 
and Webcrawler. However, its global market share grew 
dramatically from less than 5% at the beginning of 
2000 to over 50% by 2003. By 2007, it had reached a 
position similar to the one it has today. Ten years later 
and its market share has changed very little.

Next page

Google appears to have initially obtained its 
dominant position by using superior technology to 
search the web. Its early success is largely credited to the 
quality of its results page, which users found far more 
useful than those of its rivals. Why are other internet 
search engines still finding it so hard to compete?

Network externalities
One potential reason is network externalities. If a 
network externality exists then consumers’ valuation of 
a good increases with the number of other consumers 
who also use the same product. For example, as 
more people use the same search engine it enables 
the provider to collect more data about users’ search 
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Jon Guest investigates whether a firm 
that has a monopoly in one market 
can use this power to its advantage in 
another market

market 
power
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Find out more about our full  
range of magazines and online  
archives of back issues at  
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Weblinks
EC statement explaining its decision to investigate 
Google over its comparison shopping results:  
www.tinyurl.com/zqx2yhj

Kent Walker, Google’s senior vice president, defends 
Google Shopping: www.tinyurl.com/go48ozt

Guardian report on Google’s response to the EC’s 
accusations: www.tinyurl.com/j8shkt2

Activities
1 Why is the definition of the market so important 

when deciding if a firm has market power?
2 What is a barrier to entry? Provide some 

examples of different barriers to entry to 
illustrate your answer.

3 To what extent do you think there are barriers 
to entry that make it difficult for new firms 
to enter the general internet search-engine 
market?

4 Provide at least three examples of a good or 
service that has significant network externalities.

reviewreview
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behaviour. This extra information enables the business 
to create a results page people find more useful.

Investigating Google
Google’s business conduct is currently being 
investigated by the European Commission (EC). One 
of its objections relates to the way the general search 
page displays the results from a product search enquiry. 
The EC has accused Google of taking advantage of its 
dominant position in the general search-engine market 
to suppress competition in another market where it 
faces much greater competition — the comparison 
shopping services market.

Comparison shopping websites collect product 
information from participating retailers and display 
them on a single results page in response to a shopper’s 
search enquiry. The EC argues that Google has 
systematically favoured its own comparison shopping 
service — Google Shopping. The shopping service 
appears as a very prominent box of images and links at 
the top of the general search results page. By doing this, 
Google is accused of potentially preventing consumers 
from seeing the comparison shopping websites they 
would find the most useful. The EC noted that Google’s 
first comparison shopping service, Froogle, was not 
very successful. The subsequent services — Google 
Product Search and Google Shopping — have grown 
far more rapidly after changes to the presentation of 
results were first introduced.

Google’s response
Google responded to the objections in November 2016 
by complaining about the way the online shopping 
market is defined. In its report, the EC concluded that 
comparison shopping services and merchant platforms 
such as eBay and Amazon were separate markets. 
Google argue that general search engines, comparison 
shopping sites, supplier websites and merchant 
platforms are all effectively in competition with each 
other. They refer to studies in the USA that found that 
55% of customers start their online shopping using 
Amazon, 28% start on a search engine, while 16% start 

by going straight to the individual supplier’s website. 
Although Google is becoming increasingly dominant 
in comparison shopping services, they argue that this is 
just one small part of a much bigger market.

The EC argues they are separate markets as 
companies such as Amazon pay comparison shopping 
service websites for referrals. Google’s response is that 
it is quite possible for companies to simultaneously 
compete and cooperate with one another.

If Google is found guilty of abusing a dominant 
market position it could be fined up to 10% of its 
annual turnover. This could be as much as €6.5 billion.
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The economics of 
healthcare
The National Health Service (NHS) is the main system of 
healthcare provision in England, Wales and Scotland. It was 
established in 1948 with the aim of providing healthcare that 
was ‘comprehensive, universal and free, from cradle to grave’. 
Recent controversy suggests that things are not working out as 
planned. Jennifer Roberts investigates

The relationship between healthcare and 
health is complex. We can think of this as a 
production function — health is the output 
and healthcare is one of the inputs. We 
cannot be sure how much health is produced 
for any given healthcare input. The results 
vary between individuals because of their 
biomedical make-up and because healthcare 
is only one determinant. Health is also 
strongly influenced by things like housing, 
diet, education and lifestyle (for example, 
how much you exercise and whether or not 
you smoke), which are closely associated 
with income.

In a normal market we assume consumer 
sovereignty — consumers are best placed 
to know what goods and services benefit 
them the most. We cannot make the 
same assumption about the demand for 
healthcare. Consumers do not generally 
know how much, and what type of, 
healthcare they need.

Demand vs need
Demand and need are different things. 
Need is not a relevant concept in the market 
for coffee — you may want a cappuccino 
because it will taste nice but this is not 
need. Need exists where we have defined 
the outcome as a basic human right. An 
individual needs healthcare when they 
have some capacity to benefit from it — it 
may improve their health, or stop it from 
deteriorating. Doctors act as our agents in 
the healthcare market because they have 
better information about the relationship 
between health and healthcare than we do 
(there is asymmetric information), and they 
tell us what we need.

Surveys have shown that people in the 
UK are extremely proud of the NHS. 
However, recently there have been 

numerous reports that the NHS is ‘in crisis’. 
In March 2017, BBC News reported that NHS 
providers warned that services were facing a 
‘mission impossible’ — frontline services did 
not have enough money, and longer waits 
for hospital operations and more delays in 
Accident and Emergency were predicted. At 
the same time, the government claimed that 
the NHS had sufficient funds.

The economics behind the 
headlines
Some people express surprise, even 
distaste, that economics is involved in 
decisions about healthcare. A little more 

thought should reveal that the provision of 
healthcare is a classic problem of how best 
to allocate scarce resources.

Demand for healthcare is virtually 
unlimited, but its supply (such as drugs, 
medical devices and staff time) is finite. 
The NHS has to manage this problem 
without a price mechanism to balance 
supply and demand. In a normal market, 
like that for drinks from coffee shops, if 
demand outstrips supply the price rises. This 
encourages an increase in supply (new coffee 
shops open and existing shops supply more) 
and a reduction in demand, and this restores 
the market equilibrium. This does not 
happen in the NHS because most healthcare 
is provided free at the point of consumption.

The demand for healthcare
The demand for healthcare is derived from 
the demand for health. We do not consume 
healthcare for its own sake (in fact it can be 
unpleasant) but because it contributes to the 
ultimate good, which is our health. Health 
is seen as a basic human right, important to 
both individuals and societies. While health 
is a good it cannot be traded — you cannot 
directly purchase improvements in health 
but you can consume healthcare in an effort 
to improve your health.

health economics, market failure, merit 
goods, opportunity cost
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Demand for healthcare 
in the UK is growing

the individual (a private benefit), as well as 
external benefits to other people who are 
now less likely to catch the disease.

■■ Even the private benefit of a merit 
good is not fully recognised at the time of 
consumption. We know how much benefit 
we obtain from consuming a cappuccino, 
but it is difficult for us to judge how much 
benefit we will derive from consuming 
healthcare, especially because much of this 
benefit will not be realised until later in our 
lives.

In a free market merit goods would be 
under-consumed, so the government plays a 
paternalistic role and decides on our behalf 
that we should consume more healthcare 
than we would if left to our own devices. 
This is better for us and better for society.

We do not only care about the efficiency 
of healthcare provision, we also care about 
equity. It is not simply a question of how 
much healthcare we can produce from 
the resources we have, but also about who 
obtains access to that healthcare. The basis 
of a universal healthcare system like the 
NHS is that a person’s income should not 
determine their ability to access care.

How can the NHS crisis be 
resolved?
A solution to the NHS ‘crisis’ requires an 
increase in the supply of healthcare and/or a 
reduction in demand.

Taxation and productivity
On the supply side, to provide more resource 
to the NHS, the government could take 
money away from other public services, 
like education or defence, but this is 
unlikely to be popular with the electorate. 
Or, they could increase taxation to raise 
the extra revenue. This may not be very 

UK workforce). Increasing demand for 
healthcare means increasing demand for 
staff, but the NHS faces a shortage of trained 
staff so it uses a lot of overtime (paid at a 
higher rate than normal working hours) and 
high numbers of agency staff, who cost more 
than standard NHS employees.

Drugs
Drugs make up about 15% of NHS 
expenditure and the costs are rising 
all the time. The NHS drugs budget was  
£16.8 billion in 2016 and this has grown by 
30% over the past 5 years. This increase is 
partly because of the development of new 
drugs, which represent improvements in 
technology. We can treat conditions that we 
could not previously and the treatments are 
more successful and have fewer side effects. 
Expenditure is also increasing because of the 
rising demand for drugs. For example, in the 
past 10 years, the number of prescriptions 
for the treatment of diabetes has risen by 
67% and diabetes drugs alone cost the NHS 
almost £1 billion per year.

Some people argue that drug costs 
are too high because pharmaceutical 
companies have a high degree of market 
power. Pharmaceutical companies carry 
out research and development in order to 
produce new drugs. To reward them for this 
they are granted patent protection, which 
means that for a set time (up to 30 years) 
they have a monopoly in the production of 
that drug so that no other firm can compete 
with them to bring down the price. Once 
patents expire prices usually fall because 
cheaper generic (unbranded) versions of the 
drugs become available.

The healthcare market
In the UK, as in nearly all developed 
countries, the provision of healthcare is not 
left to the free market because of market 
failure and equity concerns. Market failure 
occurs because healthcare is a merit good 
— society believes that everyone should 
consume healthcare regardless of whether 
or not they want to. Education is another 
example of a merit good. Merit goods have 
two characteristics that distinguish them 
from normal private goods.

■■ They generate large positive externalities 
(spillover effects), meaning that people 
other than the individual consumer 
also benefit from their consumption. For 
example, vaccinating an individual against 
a contagious disease provides protection to 

Not all demand is a need. In the NHS 
demand is partly managed by general 
practitioners (GPs) acting as gatekeepers 
controlling access to hospital services and 
prescriptions. You cannot choose to go 
directly to hospital or to buy antibiotics, 
you must visit your GP first for a decision on 
whether you need that level of care.

Why is demand growing?
The need for healthcare is growing because 
the population is ageing and because many 
more people are living with chronic (long-
term) disease. Chronic health problems 
are also increasing among younger people, 
partly because of poor health behaviours 
and lifestyle. For example, 25% of the adult 
population of the UK is obese. Obesity 
increases the risk of many serious illnesses, 
such as Type 2 diabetes, high blood pressure, 
heart disease, stroke and cancer.

Demand for healthcare is also growing 
because people expect more of the 
healthcare system. As drugs and medical 
devices improve, our expectations of 
healthcare increase. For example, the 
proportion of women who die within 5 
years of receiving a breast cancer diagnosis 
has declined substantially over the past 
50 years as a result of improved diagnostic 
screening and testing, as well as advances in 
chemotherapy to treat tumours. This means 
that many more people now seek diagnosis 
and treatment, because their expectations of 
recovery have increased.

The supply of healthcare
Healthcare is a large and growing 
component of most developed economies. 
In the UK total health spending is around 
10% of GDP, which is about average for 
European countries. In the USA, where more 
of the expenditure is private, this proportion 
is closer to 20%. In the UK, because of our 
NHS system, most of this spending is by 
national and local government — health 
spending equates to 20% of all public 
expenditure. Healthcare is taking up an 
increasing proportion of GDP because of 
rising demand, and because the costs of 
providing healthcare are increasing and 
difficult to control.

NHS staffing
Like any good, the production of healthcare 
requires a number of inputs, the largest 
of which is labour. The NHS employs 
1.7 million people (about 5% of the 
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Questions
1 What share of GDP does the UK 
spend on both public (NHS) and private 
healthcare? How does this compare with 
other countries in the EU?
2 In the article it states that in a normal 
market ‘we assume […] consumers are best 
placed to know what goods and services 
benefit them the most.’ Why might this not 
be true about the demand for healthcare?
3 Draw a demand and supply diagram to 
illustrate the market for non-urgent healthcare 
in the UK. Using this diagram, try and explain 
why in March 2017 nearly 130,000 people 
in England were waiting for an operation 
after being referred to a consultant.
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popular either. Another way of increasing 
supply is to increase productivity so that 
more healthcare can be produced with the 
given resources. However, research has 
estimated that productivity in the NHS has 
already increased. Healthcare technology is 
continually improving and staff are working 
harder than ever, so there is limited capacity 
for further improvements in productivity.

Centralising care
One other possibility is to reduce the cost 
of providing care by exploiting economies 
of scale. Larger hospitals can often carry 
out procedures (like operations and 
diagnostic tests) more efficiently, and with 
better quality, than smaller hospitals. This 
is an advantage of specialisation. However, 
centralising care by closing smaller local 
hospitals and having specialist units in 
larger hospitals is very unpopular with the 
electorate because it means that patients 
have to travel further to access care.

Waiting lists
On the demand side, in the absence of a 
price mechanism healthcare must be 
rationed in other ways. Waiting lists are 
one way of rationing care, meaning that 
people who require non-urgent procedures 
have to wait before they can receive them. 
Waiting lists are combined with rationing 
on the basis of need, so that people who 
need urgent care, such cancer diagnosis 
and treatment, are seen first. However, one 
problem is that people can end up waiting a 
long time for non-emergency care. A further 
problem is that it is often difficult to judge 
who needs care the most.

Increasing charges
Demand could also be managed by 
introducing a price mechanism into some 
parts of the NHS. For example, the NHS 
already charges for prescriptions and could 
increase the price. However, there are a large 
number of exemptions and only about 10% 
of all prescriptions dispensed are paid for, 
so a price increase may not do much to 
stem demand. An alternative is to charge 
for GP appointments, similar to the system 
in Australia and New Zealand. GP charges 
are controversial because while they may 
stop people visiting the GP with trivial 
complaints, they could also prevent people 
with real need from accessing healthcare 
in a timely fashion. This could adversely 
affect the health of those people and result 

in greater demand for expensive hospital 
resources further down the line.

Improving health
Demand for hospital care and drugs can also 
be reduced by improving the health of the 
population. For example, the government’s 
Change4Life campaign is a public health 
programme designed to reduce obesity levels 
by improving diet and exercise. Change4Life 
works by helping people to change their 
behaviour and take more responsibility for 
their own health.

In contrast a fiscal policy like the ‘sugar 
tax’ on fizzy drinks has the same overall 
aim of reducing obesity but works more 
directly by using price to reduce demand for 
an unhealthy product.

The opportunity cost of 
healthcare
No matter how many resources are devoted 
to the NHS, and how productive these 
resources are, the supply of healthcare will 
still be finite and demand will continue to 
grow. Within a finite resource system, we 
cannot devote more resources to one type 
of care (like an expensive new drug to treat 
cancer) without taking them away from 
another type of care (like long-term care 
for people with dementia, or vaccinations 
against infectious diseases for children).

NICE
The National Institute for Health and Care 
Excellence (NICE) is a body established 
by government to help quantify the 
opportunity costs of providing different 
treatments. NICE aims to ensure that the 
NHS gets the maximum benefit from its 

limited resources (efficiency) and that 
people get access to the healthcare they need 
(equity). NICE uses systematic methods to 
estimate the amount of health benefit that is 
produced by different treatments, and how 
much the treatments cost. This allows them 
to make judgements on whether a treatment 
is cost effective. These estimates are used 
to make decisions on what treatments the 
NHS should provide and to what groups 
of patients. For example, NICE has recently 
announced guidance concerning a new 
cancer drug called Nivolumab. It has 
deemed that it is cost effective for use in 
some forms of cancer but not others.

When NICE turns down a treatment 
its decisions are often controversial and 
attract media attention. This is because 
healthcare is a very emotive issue. However, 
decisions like this are essential in a resource-
constrained system. If a new expensive 
treatment is provided it means that other 
care is sacrificed. NICE committees include 
economists alongside doctors, other health 
professionals, patient representatives and 
members of the public, and in this way they 
inform decisions that can help to solve the 
perpetual problem of the best allocation of 
scarce resources in healthcare.

1 Recent media discussions have 
highlighted issues in the provision of 
healthcare through the NHS.
2 The demand for healthcare is virtually 
unlimited, but its supply is finite.
3 The demand for healthcare is derived 
from the demand for health, but there is 
asymmetric information — doctors act as 
our agents in the healthcare market.
4 For myriad reasons the demand for 
healthcare is growing.
5 The supply of healthcare depends upon 
the inputs into the activity — especially 
labour and medicines.
6 Market failure and equity concerns 
affect the provision of healthcare, which 
may be seen as a merit good.
7 A solution to the NHS crisis requires an 
increase in the supply of healthcare and/or 
a reduction in demand.
8 However the provision of healthcare 
shapes up in the future, it will always 
be necessary to tackle the key issue of 
opportunity cost.

Key points 

Jennifer Roberts is professor of 
economics at the University of Sheffield

EconomicReview 35i2 print.indd   26 26/09/2017   1:06 pm


	Benefit cost analysis
	Brexit article
	Economics of university article
	Google's market power
	NHS article



