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The Funding of Higher Education
I. Introduction.
During the 1960s, following the Robbins report, the British Government undertook to subsidise higher education. With only 5% of school-leavers going to universities and other institutions, the total cost was minimal when compared with to-day’s funding
. Furthermore, funding was subject to means testing, with only poorer students benefiting. Universal free tuition in the U.K. was guaranteed only between 1977 and 1998
. Participation rates in higher education however remained below 15% until the late 1980s but reached 33% by 2000
. The Government aims to increase this to 50% by 2010
. 
This rapid expansion has not been matched with an equivalent increase in funding. Indeed, real funding per student fell by 36% between 1989 and 1997
 (see graph 1). The ratio of students to teachers has doubled from 9:1 ten years ago to 18:1 to-day
. Despite this apparent fall in the quality of tertiary education, the private returns to higher education remain high at 17.3% per year in the U.K.
, the average graduate earning £400,000 more in his lifetime than a non-graduate
.
Although the private benefits are obvious, the higher earning potential conferred by a degree implies a certain social return to higher education through an increased contribution rate (tax). Thus, it could be said that higher education “pays for itself” in the long run through increased fiscal receipts. 
Moreover, the increased earning potential of graduates indicates that employers value the skills and knowledge gained through the higher education system and are prepared to pay for the expected increased productivity that a graduate brings. Thus, it is suggested that higher education contributes to productivity and therefore to the growth rate, further augmenting government income. 
Krugman (1979) suggests that since production involving ‘obsolete’ technologies is transferred to low-wage economies, the North must continually innovate, giving it access to technologies not yet available to the South. Such economic theory suggests that a highly educated workforce is necessary if industrialised countries are to prevent jobs from moving to low-wage economies in an increasingly globalised world economy.
A lower quality of higher education will decrease the value of a degree, both to the individual and to society, and will have a negative affect on a country’s ability to “compete” with low-wage economies. 
Fears that the result of under-funding is a drop in quality are voiced by academics: “the main casualty … is the quality of education
”. Universities U.K. (UUK) estimates that “in addition to the £8bn of public money it receives annually, it also needs another £9.94bn over the next 3 years to put things right
”. The Government, in its recent White Paper, The Future of Higher Education, has promised a 31% increase in university funding between 2002/03 and 2005/06.
It is thus agreed that widespread university education is central to a country’s prosperity in an increasingly globalised economy. Since the Dearing Report (1997), the Government has attempted to introduce more money into the system through the introduction of tuition fees. Indeed, in 2000, Tessa Blackstone, the former minister of higher education, “boasted that the government had reduced the rate of decline of real resources per student to just one per cent a year
”. This policy however, combined with the elimination of maintenance grants, meant that students would graduate with debts of between £12,000 and £15,000
. The resulting decline in student numbers was borne disproportionally by those from poorer backgrounds
 (who are more risk averse than students from richer backgrounds
), thus failing in the quest to ensure “widespread university education”.
We will show, briefly, how higher education might affect economic growth and thus how the fiscal situation of the country might be affected. Since the Government aims to ensure high quality higher education for as many school-leavers as possible, irrespective of background (“widespread university education”), we will look at how tertiary education could be funded in order to achieve this. Although education is not simply academic (it can also be cultural, habit-forming, etc…), we will largely ignore non-economic reasoning.
II. Education and Economic Growth.
The origin of modern theory of human capital can be traced back to Becker’s work in the 1960s and 1970s
. Offshoots of Becker’s work by Solow and Denison have been analysed by R.Dornbusch and S.Fischer (1990)
 who conclude that “advances in knowledge and efficiency stand out as the major sources [of economic growth] and point to the roles of research, education and training as important sources of growth”. Deakin
 claims that 70% of the growth rates in the U.K. and U.S.A. can be attributed to improvements in labour quality and resulting changes.
Furthermore, in modern endogenous growth models, human capital is a key variable in producing economic growth (Lucas, 1988). Since human capital is the result of education, such models would suggest that it is essential to invest in this variable. 
These analyses fail however to take into account the difference in productivity resulting from higher education and that resulting from primary and secondary schooling. Although the private benefits of university education are well documented, the social benefits are not so clear-cut, with some commentators suggesting that higher education merely acts as a “signalling device
”, and has little affect on productivity.
III. Social Benefit versus Private Benefit.
Although graduates pay increased contributions to the Treasury as a result of their higher earnings, this “social benefit” is not forthcoming for many years after a student has finished his
 university career, whereas the private rewards are almost immediate; this will lead to short-team fiscal imbalances. Furthermore, as we have seen in the introduction (see p.1), the private benefits are large; whilst the social benefits in terms of increased productivity and growth are debatable. Cohn and Geske
 show, in a cost-benefit analysis of education, that the public benefits of education are subject to decreasing returns to as the level of education increases. Thus, an increasingly frugal taxpayer is funding a system of higher education of decreasing quality with only questionable returns. 
Economic models of type: V = u w H(e)(1-τ)+e b 
where 
u=time spent working

w=wage


e=time spent in education=(1-u)


b=benefits conferred on an individual in education (education subsidy)

τ=tax rate








and


H(e)=human capital, which is a function of education
and individuals seek to maximise their utility, V, show a trade-off between education and work. Where the Government wishes to increase the numbers in education, it should subsidise education as much as possible, all other things being equal (cetirus paribus). 
However, “the rationale for the public support of higher education rests mainly on the externality argument
”, (i.e. higher education confers benefits on people other than those who participate directly) but where the returns to higher education for society are not evident, the question of “over-investment in education
” is posed. Furthermore, Heckman et al.
 find that any benefits to increasing education subsidies are largely wiped out when set in a general equilibrium framework. It is thus debatable as to whether higher education will pay for itself in the long run through higher growth rates, particularly where the quality is decreasing. Fiscal imbalances are likely to result.
Issues of the role of universities in a “healthy culture” are out of the scope of this report, but are addressed by Barr (2001) and Wolf (2002).
IV. Who Should Pay?
We have established that the major beneficiaries of higher education are those who have the opportunity to participate. Furthermore, students in tertiary education come overwhelmingly from families whose earnings are in the upper quintiles (see graph 2). Thus, whilst the bill is footed by the taxpayer, (high and low earners alike), higher education is a luxury enjoyed mainly by higher earners. It is not therefore, a good re-distributive mechanism.
Friedman (1962) suggests that “the person that benefits should pay
”; one would thus abandon the current system of funding education since it is very regressive. Since it is the rich who benefit, according to Friedman’s analysis, they should pay.
Issues of risk (drop out) are not addressed here except to say that a system of higher education where courses are adaptable and transferable between institutions would reduce the chances of a student dropping out with no qualification and large debts.
V. How to Encourage Poorer Students.
Assuming we want to maximise human capital across the whole workforce, students from all backgrounds need to be encouraged into higher education. Although the origins of under-representation of certain groups of people can be traced back to before GCSE level
, much can still be achieved in encouraging the bright to profit from higher education.
It is noted in a report published by the National Audit Office that “students from poorer homes are more likely to drop out because of financial difficulties
”. Furthermore, because of the current funding arrangements, many students from all backgrounds have an income lower than that to which they are entitled, the major shortfall being in parental contributions. By not treating students as independent, Barr calculates that 50% receive less than they are supposed to; whilst one in thirteen lives below the poverty threshold. Many drop out because of a lack of parental support, whilst many don’t go to university because of this threat
.
The current system does not then adequately provide for students from rich families, and is still worse at providing for those from poorer families. Re-introducing the maintenance grant, abolishing fees, and increasing public university funding (which will be necessary since good academic institutions are needed if widespread university education is to help a country prosper in an increasingly globalised economy) will lead to short-term, but large fiscal imbalances. 
How then, do we fund higher education in such a way as to avoid public deficit, improve its quality, and encourage students to participate, as well as ensuring that the system of funding is fair (i.e. those who benefit, pay)?
VI. Higher Education Funding: The Compromise.
At first glance, it seems that these are two basic models of higher education funding, one being the ‘American model’ of private funding; the other being the ‘European model’ of state funding. A brief analysis however will confirm that Britain and the United States spend a comparable amount of public money on tertiary education. Private sources then double the percentage of GDP spent on this sector in the U.S.
. Moreover, we can see a ‘third way model’, (students contributing a certain proportion of the cost of their education
,) used, to some extent, in the U.K., Australia and Sweden.
Van Den Haag (1956)
 first suggested allowing students to pay for their education with an Income Contingent Loan (ICL), students only making repayments once their income reaches a certain threshold. Barr and Falkingham
 find that loans to fund both students’ education and living costs could be provided by the private sector, given a 20% government backing
.
Allowing students to fund their education and living costs in this fashion has certain advantages, both for students and the Government: 
i. Universities would be allowed to set their own fees, giving a big boost to their income, helping to combat the under-funding of recent years and increasing the quality of higher education, thus increasing its value. The resulting increase in funding for tertiary education would not result in large fiscal deficit. Indeed, the fact that most of the money could be found through the private sector means that the Government’s short-term fiscal position will improve

. 
ii. Students could be counted as independent, increasing the loan entitlement for living expenses, and helping to reduce the risk of student poverty which discourages potential students from all backgrounds
.
iii. The current situation (recent changes excepted) where students pay the same tuition fees regardless of which institution they attend will end. Not all Universities are the same; an Oxbridge education confers greater earning potential than would be gained at most other higher education institutions. Since Universities could set their own tuition fees in line with supply and demand, (greater earning potential increasing demand), students would pay in proportion to expected future earnings.
iv. As shown by the previous point, this system ensures that “those who benefit, pay”. Since students as a group undeniably benefit from higher education in terms of future income (average earnings increased by £400,000 over a lifetime), it is fair, according to our criterion, that they reimburse the costs. Furthermore the repayment of loans would be contingent on income, ensuring that only those who can afford to do so, pay.
v. Such a system would mean greater risk sharing, with the student (borrowing against expected future income) and the private sector (providing the loan) as well as the Government (guaranteeing a certain proportion of the loan) sharing the risks involved.
vi. No up-front fees would be payable, reducing the immediate burden of higher education on the student and their families. This will encourage students who couldn’t previously afford the tuition fees, to attend University.
vii. Competition between higher education institutions will encourage an increase in the quality, with those not offering an acceptable product, either closing down or merging. Since the student is paying, he will have a greater say in the quality of his education.
Such a system would also allow for cross-subsidisation or other subvention where the Government, a university or society judges a course to be under-demanded, for cultural, historical or economic reasons. Students could be encouraged to participate in such courses, by discounting some proportion of debt, for example, or by offering grants in addition to the loan, (an example can be found in the current funding of teacher training courses in England, Wales and Northern Ireland).

Administration costs of ICL would be minimal if the current National Insurance system is used to collect payment, and unlike a pure ‘graduate tax’, former students are still liable even if they are working abroad.
The style of the loan is justified both on grounds of ‘fairness’ and practicality. Barr and Falkingham
 find that a greater proportion of the total loan is repaid under an ICL scheme than under a mortgage-type loan (often offered in the U.S.), where students are obliged to repay regardless of income, since the default rate is lower for ICL. Furthermore, Europe is a far more risk averse society than is the U.S., and such a loan may have an adverse effect on the participation rate.
As in Australia, students could choose to pay the full or part of the cost of their tuition immediately. This option is suggested by the Fabian Society
, and would reduce the interest payable on the loan. (Discussion of a suitable interest rate for ICL is out of the scope of this report. For more information see Barr [2001, 1996, 1993]).
VII. Conclusion: Summary of Recommendations.
The writers of this report believe that the current under-funded university education system is unsustainable. University funding needs to be greatly increased if higher education is to be central to the country’s prosperity in an increasingly globalised economy. Furthermore, we believe that up-front tuition fees and the low living-standard amongst students discourage widespread university education. We believe that loan entitlement needs to be increased to allow students to be independent and that up-front fees need to be abolished in order to increase enrolment. 
Since the social benefits of tertiary education are unclear, we do not recommend the reintroduction of the maintenance grant (except in special circumstances as set out in section VI), but believe that the costs of university education should be borne by those who benefit, i.e. the students. We also believe that, given the high cost of increasing public funding to universities and the debatable long-term returns, there is a risk that increased public spending on higher education may not pay for itself in the long-run. Furthermore, we believe that, in order to prevent long and short-term fiscal imbalances, the introduction of income-contingent loans provided by the private sector is necessary to finance the essential improvement in the quality of higher education. We do not believe that these measures will lead to a long term decline in student numbers since the private returns to higher education are high; under a far stricter regime, the U.S. can boast one third more graduates per capita than the U.K. (see graph 3).
We believe that these recommendations will increase the quality of the university education which is essential to the country’s prosperity in an increasingly globalised economy. They will encourage enrolment in higher education in the long run, from people of all backgrounds and will improve the long and short term fiscal situation of the Treasury.
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Further Issues.
· Lack of information (known to students and parents) regarding returns to education and educational choices.
· Higher education: a right? (Food: a right?)
· Ways to reduce risk/optimal risk sharing. (A case for funding First Year of Higher Education?)
· Cultural benefits to education.
· When and how to subsidise. (Marginal Social Benefit equals Marginal Social Cost.)
· Diversity of education.
· Primary and secondary education: ensuring equality of opportunity.
· Economic Growth. (A case for wiping/reducing the debts of those who go onto research?)

· International definition of public and private financing of investment.

· Wider financial implications of increased borrowing in the financial markets (crowding-out effect?)
Appendix.
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(The Economist, Poor students, 28th Oct 1999)
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(The Economist, Education, 1st Nov 2001)
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