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What have the trends been?

Many observers have been pointing to a tuition spiral or college
bubble, what do the numbers say?

I Undergraduate tuition real increases 1982-2012
I Private: 3.5%
I Public: 5.1%
I 2-year: 3.5%



What have the trends been?

However, many people do not pay the full cost of tuition but get
some scholarship or grant money:

I Net tuition cost paid by the average student 1990-2012:
I Public: 4.1%
I Private: 3.4%
I 2-year: saw a decline (number unreported)
I Compare to inflation of 2.7%
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What have the trends been?

Where does the money go?

I Private universities are spending a significant amount of
tuition on financial aid, the average tuition discount rate was
42% in 2008

I (up from 26.7% in 1990)

I Full-time faculty share has declined
I 80% in 1970 to 51.3% in 2007

I Full-time but not tenure track share has increased
I 18.6% in 1975 to 37.2% in 2007



What have the trends been?

Where does the money go?

I State subsidies have fallen 19% from 1987-2010
I $7,993 to $6,454

I Even controlling for the great recession
I Net tuition revenue plus state appropriation per student

I roughly equal in real terms between 2010 and 1987



What have the trends been?

Where does the money go?

I Share of expenditures on faculty salaries and benefits
I Declined over the period

I Expenditures per student have risen
I Share of expenditures for student services, academic support,

and institutional support has risen



Changes in Higher Ed.

Is it important to have tenure-track faculty?

I Tenure protects professors who research controversial ideas or
who provide expert testimony

I Tenure promotes mentoring of junior faculty
I tenured faculty do not need to worry about competition from

mentees for jobs

I Tenure acts as a winner-take all tournament that increases
work effort



Changes in Higher Ed.

Is it important to have tenure-track faculty?

I Tenure serves as a substitute for salary when attracting faculty
I at least in economics departments

I As faculty specialize they reduce outside options for
employment

I job security from tenure becomes needed to incentivize this
potentially valuable specialization



Changes in Higher Ed.

Is it important to have tenure-track faculty?

I Rising non-tenured and part-time faculty shares are correlated
with falling first year persistence and graduation rates

I Controlling for many institutional characteristics

I Two year institutions that expose students to more part-time
faculty

I reduced transfer’s to 4-year schools
I reduce completion rates of 2-year degrees

I At Ohio public 4-year institutions students taking freshmen
courses that are more likely to be taught by non-tenure track
or part-time lecturers

I Become more likely to drop out after their first year



Changes in Higher Ed.

Is it important to have tenure-track faculty?

I Some studies have found that students in some fields respond
to adjuncts positively by taking more courses in that field

I Adjuncts may represent a cost in student graduation rates, but
they also cost $10,000 less on average

I Non-tenure track faculty are supposed to be able to focus on
teaching

I Face heavy course-loads and may have a limited ability to work
one on one with students

I Reduces the amount of time they can spend staying on the
cutting edge

I Not everyone can be a star teacher
I Lower salary and benefits may reduce the ’efficiency wage’

effect



Changes in Higher Ed.

Is it important to have tenure-track faculty?

I Top institutions granting Ph.d.s have access to the best labor
I This mitigates the negative effects of non-tenure track faculty

I Concentrating the negative effects on lower ranked institutions
I Crowding out by top institutions makes their search for top

teaching talent difficult



Changes in Higher Ed.



Changes in Higher Ed.

What about that money being spent on things besides faculty?

I Research:
I Changes in federal grant requirements have made it harder to

recover indirect costs of research
I Grants are now more likely to require matching funds
I Start-up costs for new STEM researchers is higher and harder

to recover from later grants

I Share of total cost of research paid by institution has risen
from 12% in 1976 to >20% in 2008



Changes in Higher Ed.

What about that money being spent on things besides faculty?

I Student services
I admissions and registrar activity
I student activities, cultural events, newspapers, intramural,

clubs, tutoring

I Growth rate of this category is double growth in instructional
spending



Changes in Higher Ed.

What about that money being spent on things besides faculty?

I These services have a positive impact on first-year persistence
and graduation

I At lower ranked institutions serving less advantaged students
I re-allocating money from instruction to these activities would

lead to higher graduation rates

I Re-allocating from instruction to student services had a limited
effect when the graduation rate was already above average



Changes in Higher Ed.

What about that money being spent on things besides faculty?

I Academic support services
I libraries, museums, and computing
I Libraries costs have been rising by 2% more than inflation
I New technology is not adopted by Universities to cut costs



Changes in Higher Ed.

What about that money being spent on things besides faculty?

I Institutional support services
I legal, accounting, auditing, HR, alumni affaris, public relations,

etc
I Government mandated reporting increases costs

I
Universities must higher whole departments to report on

human/animal subject research, hazardous materials, conflict

of interest

I Facilities and maintenance is also a serious issue
I Reports that Cornell plans to cut admin expenses by 5% of

operating budget
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Theory of Higher Education

First some theories you may be familiar with:

I Note: we have been focused on rising costs since 1980, but
costs have been going up since WW2

I Baumol: higher education is a non-traded service that does
not get as much of a productivity gain from new technology as
other goods

I Its price should rise faster than inflation, rising not with the
average good, but directly with the wages of its inputs

I Ehrneberg & Murphy: Net tuition accounts for some of change



Theory of Higher Education

First some theories you may be familiar with:

I Clotfleter: Rising demand for high skilled workers and inelastic
supply of college graduates

I Supply was likely elastic due to excess capacity in the 80s, also
only explains recent trend

I Bennett: Federal govt. acts as 3rd party payer, market
participants don’t pay, so won’t hold down costs

I Problem share of 3rd party payments is small (increasing
recently, but not enough to account for long trend)



Theory of Higher Education

Digging in deeper on the last two:

I These explanations rely on market imperfections to explain
data

I Barriers to entry that prevent supply of college graduates from
rising

I Bennett argument relies on induced demand: i.e. consumers
cannot tell what colleges are cost effective

I This means they just take the colleges word for it
I Because of subsidies students don’t have an incentive to

become informed, and colleges can raise tuition

I Some other commentators suggest colleges are collusive



Theory of Higher Education

Hoxby (1997) tells a different story:

I Argues that higher education has become more competitive
not less

I Market imperfections have diminished

I Argues that, counter-intuitively, more competition has led to
higher prices



Theory of Higher Education

Hoxby (1997) tells a different story:

I Story hinges on transition from many local autarkies
I To a geographically integrated market

I Two things happen simultaneously:
I Colleges loose monopoly power
I Colleges loose monopsony power

I Think of colleges as choosing quality of education rather than
quantity



Theory of Higher Education

When the college looses monopoly power:

I It looses rents
I It increases quality and value



Theory of Higher Education

When the college looses monopsony power:

I Must pay higher wages to its inputs–like faculty but also
capital

I Students are an input (your ability alters how much you can
get out of college)

I Higher ability students can get higher ’wages’ i.e. more
scholarship money

I All investments in quality (not just high ability students)
payoff better in the larger market

I Remember loss of monopoly power

I Higher average quality of education results in a higher price
being able to be charged

I value does not fall



Theory of Higher Education

When the college looses monopsony power:

I In each autarky colleges were vertically differentiated
I But not all quality levels may have been provided

I In the integrated market students are able to match their
ability to college quality

I Within college diversity falls, between college diversity rises
I Vertical differentiation increases

I Tuitions and scholarships will increase in variance



Theory of Higher Education
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Theory of Higher Education

Hoxby finds that the data agree with all of the predictions of her
theory:

I Within college variance in incoming SAT scores fell while
between college variance rose

I Increases in tuition track the basic predictions of our graphical
model

I Decreases in market concentration and in-state/out-of state
student ratios are associated with

I Higher tuition in private colleges and an increase in the
variability of tuitions

I Higher tuitions in public colleges

I Scholarships to all students have risen
I And the most selective colleges have raised their subsidies to

students more



Student Debt
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Student Debt

The trend:

I Student Load Debt Clock

http://collegedebt.com/


Student Debt



Student Debt

Is this a bubble?

I A bubble would mean that the value of educations is not high
enough to justify the debt

I The asset is the human capital you get from college
I It has a market value in the future, and you can borrow against

this value
I

If the value is high your can borrow more

I In a bubble people would be borrowing more than the value



Student Debt

While debt has increased so has the college wage premium:

I The college wage premium to high school wage premium has
doubled over last 3 decades

I Great recession has not done much to mitigate this:
I In 2011 unemployment among those with college degrees was

4.4%
I In the same year without a college degree unemployment was

8.5%
I With some college the rate was 7.6%



Student Debt

Enrollment rates and loan rates are rising from 1980 to 2009:

I Enrollment: 10.5 million to 17.6 million
I Federal Loans: 2.3 million to 10.9 million



Student Debt

Student loans are a pretty significant innovation in the economy:

I In the past it was not possible to invest in human capital in
the traditional sense

I Physical capital can easily be collateralized by the actual asset
I Human capital is more difficult to collateralize

I Difficult to know market value of a student prior to entry to
labor market

I Difficult to know effort level of student in school will be as
high as investor would want

I Student can also make choices in labor market that investor
would disagree with



Student Debt

Student loans are a pretty significant innovation in the economy:

I Federal government chooses to ignore these issues in order to
subsidize investment in human capital

I Additionally to overcome lack of willingness on the part of
state governments

I Private lending uses asset-backed securitization to pool the
risk from multiple student loans

I Both have probably been a positive thing from the perspective
of human capital market inefficiency



Student Debt

Students may borrow too much:

I College wage premiums may be driven by selection
I High ability students that would do well in the labor market

self-select to attend college
I College may still be needed as a signal mechanism

I College wage premiums are generally given as averages
I The premium is likely to be highly heterogenous across

students, colleges, and careers
I Students may not be able to forecast their premium accurately

I It is also possible students are not borrowing enough
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Student Debt

It seems that with these kinds of lifetime earnings differences a
college degree is worth it:

I Value of Ohio State
I Borrowing to get one could be worth it if you face liquidity

constraints or desire to smooth consumption
I Borrowing is even worth it on average just to get that premium
I Interest rate when article was written for unsubsidized loans

was 6.8%
I Estimating cost of me attending Ohio State to be $160,000
I Median salary of college graduate is ~$45,000
I Loan estimates

http://www.collegefactual.com/colleges/ohio-state-university-main-campus/paying-for-college/value-for-your-money/
https://studentloans.gov/myDirectLoan/mobile/repayment/repaymentEstimator.action#view-repayment-plans


Student Debt

Heterogeneity across students throws a wrench into this nice story:

I In particular it many expect to be able to complete college in
~4 years

I But they fail to do so
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Student Debt

Major has a big effect on earnings potential:

I The average lifetime earnings of a high school graduate is
$780,000

I Comparing that to the lower earning degrees shows the
premium being eroded significantly



Student Debt



Student Debt

I A significant portion of the gains to college degrees may be
accruing to those who go on to get professional or graduate
degrees or certificates.

I Variance in general has risen
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Student Debt

The mean monthly loan payment to income ratio for borrowers who
have begun repaying loans after 6 years is 10.5%

I This is considered manageable by loan industry standards
I Those graduating from private schools are not faring as well

with almost 3 times the default rate



Making College Free

I Making college free will undoubtedly increase the quantity of
education while lowering the price paid by students/workers

I Demand curves slope downward afterall

I There is an important fairness concern
I Boils down to the idea that some people currently pay far more

for education than others
I If college becomes free and there are persistant differences in

peoples willingness to pay for college
I

Then those who tend to pay more already benefit more

(simply arithmetic)

I Who pays more? People who have more resources
I

The wealthy



Making College Free

I Suppose people come in two types
I High ability, and low ability

I Types may represent:
I something innate about people
I Or human capital accumulation prior to the education decision



Making College Free

I High types:
I Cost of education ch(e)
I Education is productive (raises their MPL) according to yh(e)
I Utility of wealth u(w � ch(e)

I Similar for low types
I But y l(e) < yh(e) point-wise
I And c l(e) > ch(e) point-wise

I Tuition is the same for both types: t(e)

I Under these conditions and some technical conditions on the
function forms there is a truthful equilibrium where

I high types buy more education and get higher wages the low
types
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Making College Free

I The key is the income expansion paths (engel curves) for
education/wealth bundles

I If one of the types has a different expansion path then they
benefit more than the other type

I There is reason to think that this may be the case since people
with more income tend to spend more on education

I This could be due to the signaling equilibrium illustrated above
I Signaling is necessary but not sufficient for this effect

I Currently I am not aware of any attempts to estimate the
income expansion paths and welfare effects of free college



Making College Free

I Free college will increase average education (increase average
productivity)

I At one point Clinton’s plan was estimated to cost $500 billion
dollars, that’s a large tax increase

I May not get rid of wage inequality due to signaling
I High ability workers may still try to differentiate themselves

I If income expansion paths differ for education then the policy
may benefit the rich more than poor

I Seems to be primary policy concern beyond total cost
I Suggests that more targeted policies may be more helpful



Price of Textbooks

Textbooks are expensive, why?

I First a book has a monopoly on being that book
I Within a niche like an economics issues textbooks there are

often few choices
I I found about 6 that roughly matched, and looked at 3 in detail

I For my graduate classes there are usually 1 or 2 possible
books, but demand is low and there are few resellers so they
are more reasonably priced

I Undergraduate books must make their money on the first
5,000-10,000 copies sold and so may charge a higher price



Price of Textbooks

Textbooks are expensive, why?

I Books must be adopted by professors and professors may not
fully internalize the cost of the book

I One might think that competition from used books would
drive prices of new books down

I A seller might start with a high price, and then drop the price
over the lifetime of the book

I New books and used books erode in value as the time till a
new edition gets smaller

I Again we might think that prices should fall



Price of Textbooks

Textbooks are expensive, why?

I In the first period re-sellers drive the price up
I re-sellers get a discounted price in effect because they will

re-coup some of the expense
I This hurts high valuation buyers who don’t get to enjoy the

discounted price



Price of Textbooks

Textbooks are expensive, why?

I In the second period if the number of high valuation buyers is
low enough

I The publisher will want to raise the price of the book in
response to the increasing quantity of used books on the
market

I The publisher basically abandons the re-sellers and tries to sell
only to the high valuation buyers


