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Why go to university? The 
economics of higher education 
Jon Guest 

This resource provides answers to the questions posed in the article on higher education, 
featured in the February 2022 issue of ECONOMIC REVIEW. 

Question 1 
Discuss some of the key factors that will determine the opportunity cost of studying at 
university. 

The most significant opportunity cost for a person studying at university is the wage they could have 
earned by working in a full-time job. For example, assume an 18-year-old person with A-levels who 
does not go to university can earn a post-tax annual salary of £15,000. If they did go to university, they 
would be missing out on the chance to earn this money. This opportunity cost would have to be 
adjusted to take account of any part-time and full-time earnings while studying. 

Another important factor that needs to be considered is the displeasure/disutility of undertaking any 
paid work. For example, by studying at university the person avoids the disutility/displeasure of 
undertaking full-time work all year. One way an economist could place a monetary measure on this 
displeasure is to ask the person the minimum amount they would be willing to earn to accept the job. If 
this was £10,000, then this is a benefit of going to university, i.e. the displeasure of paid work that is 
avoided. 

Other opportunity costs of studying at university include tuition fees, any additional accommodation 
and housing costs over what would have been incurred by working full-time, and the additional cost of 
books/computers.  
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Question 2 
Provide three examples of the wider societal benefits that might occur when someone decides 
to study at university. 

Potential positive externalities from studying for a degree at university include: 

• Skill/productivity spillovers in the workplace. Employees learn from working with 
colleagues. If some people are more productive because they graduated from university, it will 
have a positive impact on the productivity and pay of people they work with. Increasing the 
pay of other people is a benefit to society that students are unlikely to take into account when 
considering whether to go to university. 

• Economic growth. A more highly educated workforce may lead to higher economic growth. 

• Reduced criminal activity. Graduates earn higher wages, which increase the opportunity 
costs of criminal activity. Lower crime rates reduce prison costs for society. 

• Higher tax revenues. Some of this tax revenue could be used for greater investment in public 
goods. 

Question 3 
Draw a diagram to illustrate the impact of these societal benefits on the economic efficiency of 
a competitive market for higher education. Using this diagram, provide an economic rationale 
for the subsidisation of tuition fees. 

Figure 1 below illustrates the competitive market for higher education. The marginal social benefit 
(MSB) of studying at university is greater than the marginal private benefit (MPB). This illustrates the 
external benefits of consumption/externalities of going to university. The analysis assumes that there 
are no external benefits of production/externalities of supplying higher education, i.e. MSC = MPC. 
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The equilibrium in a competitive market is at point ‘a’ with Q1 students going to university. The 
presence of positive externalities means that this equilibrium is below the socially efficient level of Q* 
where MSB = MSC. Deadweight welfare loss, a measure of economic inefficiency, is area a,b,c. If the 
government subsidises student tuition fees, the MPB curve shifts to the right (from MPB to MPB + S). 
The size of the subsidy is illustrated by the vertical distance between the MPB curves. This 
introduction of the subsidy increases the number of students going to university from Q1 to Q2. This 
reduces the level of deadweight welfare loss from area a,b,c to area e,c,d i.e. it reduces the level of 
economic inefficiency. 

 
 
 
 

 


