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Comment Sandy Baum

Gordon and Hedlund have developed a detailed model to shed light on the 
important question of why college prices rose so rapidly between 1987 and 
2010. They appropriately focus on net tuition revenues of institutions, rather 
than on the sticker prices they charge. They consider both the demand and 
supply sides of the market.

The authors take many historical trends into account, including prices, 
student aid, the college earnings premium, and nontuition revenue sources. 
But as the authors acknowledge, the model makes many assumptions that 
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are not consistent with how higher education institutions are structured and 
operate in the real world and with how students make decisions.

There is one representative institution, combining characteristics of the 
public and private nonprofi t four- year sectors. There is no competition for 
the institution, which maximizes quality and prestige.

In reality, public and private institutions operate in very diff erent worlds. 
They have very diff erent funding sources and, as fi gure 10C.1 illustrates, the 
paths of tuition prices in these institutions have been quite diff erent. The 
graph displays the path of sticker prices over time, illustrating the fact that 
prices in public four- year institutions rose much more rapidly than prices in 
the private nonprofi t sector during the period of time covered by Gordon 
and Hedlund’s work.

The model focuses on net tuition revenues, not sticker prices. But the dis-
count rates at private institutions are higher and have increased more over 
time than those in the public sector, magnifying the divergence in prices. It is 
not at all clear that combining public and private price increases can generate 
an accurate estimate of the forces driving those price increases.

Fig. 10C.1 Infl ation- adjusted published tuition and fees relative to 1985–1986, 
1985–1986 to 2015–2016 (1985–1986 = 1.0)
Source: Ma et al. (2015).
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The main conclusions emerging from the model in this chapter are both 
counterintuitive and inconsistent with existing evidence. In particular, the 
authors fi nd that declines in nontuition revenues (including both state 
appropriations and endowments) are associated with price reductions, as 
are increases in institutional costs. These “reverse” eff ects leave increases in 
federal loan limits with the dominant positive impact on increasing tuition.

Looking at the actual patterns of  changes in state funding for higher 
education and public college tuition levels, reported in fi gure 10C.2, raises 
serious questions about the conclusions emerging from the model. If  the 
authors really want to argue that public colleges are not raising tuition to fi ll 
in the gaps left by declines in state per- student funding, they should provide 
strong logic and empirical evidence, not just the numbers that emerge from 
a model of a hypothetical institution.

Several other assumptions in the model deserve attention. The college 
only admits students who have a willingness to pay that exceeds mar-
ginal cost. When “custodial costs”—basically expenditures on student 
amenities—increase, colleges lower expenditures on instruction for fear that 

Fig. 10C.2 Annual percentage change in infl ation- adjusted per- student state fund-
ing for higher education and in tuition and fees at public institutions, 1984–1985 to 
2014–2015
Source: Ma et al. (2015).
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they will lose high- quality students if  they raise tuition. So costs do not drive 
tuition—in fact, the reverse is true.

In fact, the goal of  maximizing quality and prestige that underlies the 
model actually applies only to a subset of four- year institutions—almost 
50 percent of public and private nonprofi t four- year colleges accept at least 
75 percent of  applicants (Ma et al. 2015). And selective institutions face 
considerable competition for students—a phenomenon not incorporated 
into the model.

A key question is which assumptions really matter for making the model 
a good representation of reality. Simplifi cation is obviously necessary, but 
the model overestimates tuition increases and the number of students with 
loans. It underestimates enrollment. It predicts a 17 percent default rate on 
student loans over the entire time period. The authors acknowledge that this 
bears little relationship to reality, but nonetheless appear to have confi dence 
about their analysis of the role of loans in driving net tuition.

According to the model, all undergraduates take federal students loans in 
2010. But in fact, in any given year, the majority of undergraduates do not 
borrow (fi gure 10C.3). Just over two- thirds of bachelor’s degree recipients 
graduate with debt. Many students borrow, but not every year.

Fig. 10C.3 Percentage of undergraduate students borrowing federal subsidized and 
unsubsidized loans, 2004–2005, 2009–2010, and 2014–2015
Source: Baum et al. (2015).
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A critical question about the impact of the availability of federal student 
loans relates to alternative fi nancing mechanisms, such as private loans. Non-
federal loans constituted 25 percent of education borrowing in 2007–2008, 
but declined sharply to 12 percent the following year, as fi nancial markets 
collapsed and the federal government increased its borrowing limits. The 
increase in federal loan limits had almost no impact on total borrowing. As 
table 10C.1 shows, it was just associated with a substitution of federal bor-
rowing for nonfederal borrowing. Is this reality consistent with such a large 
impact of federal loan limits on tuition prices? Information like this has to 
be incorporated into the logic and the conclusions of the model.

It is certainly useful to develop a stronger theoretical foundation for ana-
lyzing changes in college prices. But starting with a model that does not 
distinguish between public and private colleges or between endowments and 
state appropriations and that assumes that all colleges are selective—and 
presenting the results emerging from that model as reliable—has the poten-
tial to do real damage to the higher education fi nancing system.

This chapter has already generated headlines including “Economists Con-
fi rm Financial Aid is Infl ating Student Loan Bubble” (Shiff Gold 2015). An 
article in Forbes titled “Cause of High Tuition? It’s the Government, Stupid” 
reports that “Gordon and Hedlund attribute the big rise in tuition charges 
almost entirely to the federal student fi nancial assistance programs. Bill Ben-
nett is, by and large, right. Student loan programs do not help students, they 
help the permanent citizens of college campuses—the administrators, the 
faculty, the research assistants, and so forth” (Solis 2016).

The authors do not clearly distinguish between their measure of the net 
tuition revenue institutions receive and the net prices students pay. Even if  
federal aid does increase net tuition revenues of institutions, it can lower the 
net prices students pay. This is the case as long as the increase in net tuition 
per student is lower than the aid per student—a point the Forbes discussion 
misses. There is no measure of the distribution of those net tuition prices 
across students from diff erent income categories, making it even more dif-
fi cult to consider the impact on college access.

Table 10C.1 Federal and nonfederal education borrowing, 2006–2005 to 
2010–2011 ($)

   Federal loans  Nonfederal loans  Total borrowing  

2005–06 70.5 20.8 91.3
2006–07 71.7 23.7 95.3
2007–08 78.5 25.6 104.1
2008–09 93.6 12.5 106.1
2009–10 110.7 9.0 119.6

 2010–11 116.1  7.9  124.0  

Source: Baum et al. (2015).
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The question underlying this chapter is of critical importance in the real 
world. Of immediate concern, how should the student aid system be struc-
tured to meet goals of access, success, and attainment? How can any poten-
tial impact on increasing the net price of college for students be diminished?

The main conclusion of the chapter is that increases in the availability of 
federal student loans more than account for the full increase in net tuition 
prices over the years in question. As the authors note, a number of empirical 
analyses by prominent higher education economists have generated results 
contradicting this conclusion. So the evidence behind this assertion should 
be strong.

If  the availability of federal student loans is as signifi cant a driver of col-
lege prices as this chapter suggests (despite much evidence contrary to this 
fi nding in existing literature)—is it time to abolish or dramatically reduce 
this stream of funding for students?

The authors acknowledge that their model “likely exaggerates the impact 
of the Bennett hypothesis. . . . The fi ndings in this chapter should be viewed 
as an initial exploration to guide further research, rather than being authori-
tative or defi nitive.” The exploration should continue before conclusions 
from this work become arguments for policy changes not really supported 
by evidence.
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