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Foreword

Foreword

Establishing a world-class Higher Education (HE) system and ensuring fair access to
all is a key objective for the UK government, helping us ensure long-term, balanced
and sustainable economic growth.

The direct benefits of higher education are clear: HE graduates are more likely to be
employed and can expect to receive, on average, comfortably over £100,000 more
over their lifetime (in present value terms) than those whose highest qualification is
two or more A-levels. There are also considerable wider benefits, for example,
through effects on health, social cohesion, civic engagement and social mobility.

The teaching and research activities of our Higher Education Institutions (HEIs) are
recognised as being world-class, with surveys of international students showing that
they are attracted to the UK by its reputation for high quality courses. However, there
is strong competition from other countries and to remain competitive and sustainable,
the UK needs to continue to adapt and reform its HE system.

As the number of students attending HEIs has increased in recent years, the current
funding system has come under increased pressure. The graduate wage premium
suggests a greater graduate contribution to the funding of HE is justified whilst
retaining a strong incentive for individuals to invest in their own education. However,
there remains a clear role for government to subsidise HE in the form of loans and
grants to enable students from all backgrounds to participate.

The HE reforms, including lifting the fee cap, have the potential to enable greater
investment, competition and innovation in HE. Price factors, including the provision of
scholarships and bursaries, will play an increasingly important role in prospective
students’ choices. However, non-price factors will remain central, including aspects
not only related to the quality of teaching and the value of qualifications in the
workplace, but also the attractiveness of broader facilities such as ICT, libraries and
accommodation.

This BIS Economics Paper provides the economic analysis underpinning the
Government’s Higher Education White Paper. This has been fundamental to policy
design in striking the right balance between private and public funding, competition
and regulation, and growth and social mobility.

exa Qs

Director-General, Economics, Strategy & Better Regulation, Department for
Business, Innovation & Skills and Deputy Head, UK Government Economic Service



Executive Summary

Executive Summary

This Economics Paper presents the underlying economic analysis and evidence that
has informed the development of the Higher Education White Paper. It summarises a
wide range of evidence and highlights the importance of a well-functioning higher
education (HE) system. It aims to bring together in one place evidence and analysis
relating to:

e The role of higher education in economic and social development of the country;

e The reasons why government intervenes in the market for higher education; and,
e The factors underlying behaviour and competition in the higher education market.
Introduction

The introduction provides a range of contextual information on the current higher
education sector in England. Data and descriptions are presented on the number and
size of Higher Education Institutions (HEIS), the current sources of income for
institutions and recent trends in the number and status of students. It is clear that
there is significant diversity in the sector — HEIs vary enormously in terms of their
size, income and the students they admit.

e The largest one-third of HEIs account for two-thirds of all student enrolments. By
contrast, fourteen HEIs had student populations of less than 1,000 each.

e The overall number of qualifiers has risen strongly since the mid-1990s;
substantial growth has been seen amongst qualifiers from higher degrees whilst
international student enrolments have also risen strongly.

In international terms, the performance of the UK’s higher education system
compared to other developed countries is mixed. The current stock of people with
graduate qualifications in the UK is above the average for the OECD. However, the
UK performs less well in measures which provide an indicator of the future trend of
qualifications, and some other countries have had much stronger recent performance
in terms of entry and graduation rates.

Economic growth

Higher education enhances the economy’s stock of human capital which has the
potential to generate economic growth through a number of channels. Highly
educated individuals are more likely to be in employment and bring skills and abilities
to the workplace that enable them to work more productively. They also facilitate
innovation by helping to develop new products or process, or adapt existing ones,
through their ability to draw on knowledge from the external environment. The UK
Innovation Survey 2009 provides one illustration of this link with innovation active
firms employing a greater share of graduates within the workforce than non
innovation active firms.
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Summaries of the empirical literature on the relationship between human capital and
growth frequently report a positive link although the magnitude of the effect differs
and it is not always possible to identify the precise mechanism through which human
capital promotes growth. There is, however, more microeconomic evidence on the
benefits that higher education creates for individuals as a result of improved labour
market outcomes, for example:

e In Q4 2010, there was an 18.8 percentage point gap between the employment
rate of those holding HE qualifications and those whose highest qualification was
equivalent to two or more A-levels or below; and

e The discounted lifetime wage premium for an undergraduate degree is estimated
to be over £100,000 compared to someone holding only two or more A-levels as
their highest qualification.

The recession was found to have an impact on the employment rates of 2008 and
2009 graduates in the first year after they graduated. Longer-term, however, there
are indications that the labour market prospects and earnings potential of graduates
will remain strong. The wage premium for graduates has remained fairly stable since
the mid-1990s suggesting that while the supply of graduates in the labour market has
increased, there has also been an increase in demand. Globalisation and
technological change are likely to continue to create a demand for highly skilled
individuals in the UK, providing opportunities and benefits for those investing in
higher education.

Wider Benefits

The third chapter looks further at the non-market impacts of higher education.
Although there are some measurement challenges, evidence suggests there are a
range of wider benefits to individuals and society beyond economic growth
considerations. Higher education, along with education and skills more generally, has
been shown to contribute favourably towards civic engagement and tolerant
attitudes.

¢ A UK longitudinal study shows individuals with degree-level qualifications are
more likely to have been a member of a charitable organisation and are more
likely to vote than similar individuals educated to lower levels.

Higher education has also been shown to have a beneficial effect on health and
healthy behaviour, and changes in parenting behaviour. The exact mechanism by
which these effects occur is unclear, but there is evidence to suggest that graduates
care more about future outcomes and adjust their behaviour accordingly.

e Controlling for smoking behaviour at age 16, non-graduates educated to level 3
are around 50% more likely than graduates with similar personal characteristics
to be a smoker at age thirty.

Some of these wider benefits accrue to the individual undertaking higher education
(or their family) but many are externalities, benefiting society more widely. There is
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some evidence to suggest that non-market benefits are substantial and potentially of
comparable magnitude to the private wage benefits of HE. However, determining

more accurately the overall size of non-market benefits and whether, on average, it is
individuals or society who capture most of the benefit requires further academic work.

Social Mobility

Chapter 4 provides an overview of the evidence around social mobility, highlighting
the importance of higher education as a driver of mobility and reviewing the progress
in widening participation that has been made over recent years. While the evidence
is complex, the UK appears to have relatively low levels of social mobility by
international standards and to have experienced static (or possibly falling) levels of
mobility for generations born since the late 1950s. A variety of personal,
environmental and economic factors interact to influence the level of social mobility,
but higher education is recognised as an important driver.

Prior attainment is identified as the most important factor in determining whether a
young person participates in HE, though there are some unexplained differences
between the participation rates of different groups. Over the past 15 years and
particularly during the last five, good progress has been made both in increasing
participation in HE and in reducing the gap between the participation rates of the
least and most disadvantaged young people:

e Over the period 1994/5 to 2009/10, HE participation by young people has risen
from 30% to an estimated 36% - an increase of 22%; and,

e Over the same period, HE patrticipation of young people in the most
disadvantaged areas has increase from 13% to 19% - an increase of 51%.

This period saw significant improvements in attainment levels in schools and
expansion of the number of students in HE. However, a substantial gap still remains,
with the least disadvantaged young people still around three times more likely to
participate in HE.

While good progress has been made in widening participation to HE in general, this
has not been reflected in institutions with the highest entry tariffs, where the benefits
to study appear to be greatest. Over the last 15 years, while the participation rate of
the most disadvantaged young people in the lowest third by entry tariff institutions
has increased from 5.2% to 7.8%, their participation in the top third by entry tariff has
remained at 2.7%. Again, prior attainment is a key factor, but research has identified
that young people from state schools are much less likely to apply to higher tariff
institutions than their equivalently qualified peers from independent schools.

Role for Government

Chapter 5 explores the reasons why governments intervene in the market for higher
education and the characteristics of an efficient HE system. There are two primary
market failures present in higher education — imperfect information and positive
externalities. Imperfect information can arise for a number of reasons:
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o Despite an average wage premium, graduates are uncertain of their own future
earnings. Evidence from Canada suggests prospective students overestimate the
costs of a degree and underestimate the amount of support available and the
future benefits they will receive.

e Imperfect information in the credit market, leading to adverse selection and moral
hazard. This means purely private student loan providers would not provide full,
equitable coverage.

e Uncertainty amongst students about courses and institutions. There is evidence
that information, advice and guidance relating to higher education could be
improved — a significant number of students report they needed more assistance
with their choices.

Without some intervention by governments, these market failures would lead to too
little public and private investment and too few students attending HE. Certain groups
of prospective students, such as those from poorer backgrounds, would be
disproportionately affected because of higher risk aversion and greater information
barriers.

There is no single approach taken internationally to overcome market failures —
international comparisons show a range of public expenditure in HE and many
different approaches to student support. This partly relates to the fact that measuring
the externalities from higher education, especially by group, is intrinsically difficult so
the optimal outcome is not always known. In the case of the UK, the chapter argues
that there is potential for higher student contributions, combined with a well-
developed system of income-contingent loans and grants, to improve the equity of
the HE funding system in a way that is also consistent with economic efficiency.
Hence there is a case for rebalancing funding of HE in the interests of long-term
sustainability.

Behaviour in the HE system

The final chapter looks at the HE system, and the dynamics between the different
participants. The provision of HE in England is characterised by a large and diverse
community of institutions and students, with an active role for government and
(growing) interest and involvement from employers. While not operating as a perfect
market, there are elements of market dynamics influencing behaviour in the system.
There are also a number of structural features which support this, with many
suppliers, a large customer base, defined products, and consumer choice (subject to
constraints such as entry requirements, number of places — at each HEI as well as
the total in the system — and being offered a place by the HEI).

Student behaviour is an important factor for supporting good outcomes from HE, and
ensuring that they have the right information to be able to make good choices about
their participation in HE is central to this. There is evidence that price also has an
impact on participation in HE, and the response from students to the change in price
will act as a constraint on the prices set by HEIs, in addition to the fee caps set by
government. However, there is some uncertainty about how much HE may be
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influenced by the Veblen-effect where price is a signal of quality, and students view
higher prices as a signal of quality or prestige. In addition, the impact of price cannot
be considered in isolation to the student support available which has previously had
an important offsetting-effect.

Competition between HElIs is largely defined through non-price factors, particularly
around quality, reputation and the ‘total offer’ (such as broader facilities). While price
competition has been limited to date, the increase in the fee cap means that HEIs
need to identify new fee levels, taking into account a range of factors, including
decisions on levels of investment, and student response to prices. In addition to the
headline fee levels, HEIs will also be able to offer scholarships and bursaries,
additional to the National Scholarship Programme.

The changes in the White Paper will impact on both students and HElIs, affecting
their behaviour individually, as well as the dynamics between them.

Conclusions

Higher Education involves a number of diverse groups in society — from individuals
directly involved as students, then beneficiaries as graduates, to HEIs as providers,
business and the government — with the benefits spreading out more widely
throughout the economy and society more generally. The success of HE in
generating benefits and contributing towards economic growth and social mobility
goals depends on the interactions between all participants, and their responses to
each other’s choices and behaviours.
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1. Introduction

Summary

This chapter presents a brief description of Higher Education Institutions (HEIS)
in England. In October 2010, there were 131 HEIs in England, 89 of which were
universities. The mean number of students enrolled per institution is 16,000
although there is considerable variation, with the largest one-third of HEIs
accounting for two-thirds of students. Similarly, there is variation by income with
33 HElIs earning over £200m and the smallest 25% of HEs accounting for just
3% of total income. Although 87% of the two million students at English HEIs are
from the UK and EU, the UK attracts 10% of all international students, second
only to the US, with a reputation for high quality courses. International
comparisons of HE indicators suggest that although the UK performs above the
OECD average in terms of the proportion of individuals with higher education,
other countries have expanded at a relatively fast rate in recent years.

Higher Education Institutions in England

As of October 2010, there were 131 Higher Education Institutions in England
supported by some form of direct government support.> Of these, 89 were
universities.*">

Figure 1 shows the number of students enrolled in each HEI in 2009/10. The mean
number of students enrolled per institution was around 16,000.* There is, however,
substantial variation in the size of HEIs, ranging from a number of small specialist
institutions (such as the Royal College of Music) to large city universities offering a
broad range of subjects and facilities (such as the University of Manchester). The
Open University has the largest number of students enrolled, with a total of 210,000
in 2009/10.

The largest one-third of HEIs account for two-thirds of all student enrolments. By
contrast, fourteen HEIs had student populations of less than 1,000 each, meaning
the smallest 10% of institutions accounted for less than 0.5% of the student
population in England.

! This includes some private institutions which benefit from some form of government funding, either through
support for students on their courses or research funding.

% Universities UK (2010).

® Institutions with university in the title, awarded by QAA.

* HESA (2011).
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Figure 1: Total students enrolled by English Higher Education Institution
(excluding Open University), 2009/10
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Source: HESA 2011. The Open University had around 210,000 enrolments in the same year.

Institutions

The majority of HEIs in England are publicly-funded, not-for-profit charities.® The
main changes in the number of publicly-funded HEIs in England in recent years have
been the result of changes in legislation — mainly through the Education Reform Act
1988 and the Higher Education Act 1992. This has increased the diversity of publicly-
funded provision, although HEIs are sometimes considered to be part of one of two
broad categories — pre-1992s and post-1992s. The post-1992 group is largely made
up of former polytechnics and colleges of higher education which gained university
status from the changes in legislation. There are many more narrowly defined groups
of HEIs, however, such as teacher training colleges, universities established in the
1960s and 1970s, specialist institutions, as well as civic and ancient institutions.

Further Education Colleges (FECs) in England also deliver higher education
courses.® These courses can be funded directly from the Higher Education Funding
Council for England (HEFCE), via the Development Fund for Learning and Teaching,
or indirectly via a HEI.

In 2008/09, 5.3% of all higher education courses in England were provided within
FECs. In the same year, around 112,000 full person equivalents were enrolled in
HEFCE-funded HE courses in English FECs. However, this represents a decrease

> Note these institutions are technically classified as being in the private sector even though the majority are
Eublicly funded. Private institutions in this paper are defined as those who are not predominantly publicly funded.
As defined under the HEFCE/QAA quality assurance framework.
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of 25% since 2002/03,” which can be partly explained by changes in the
classification of courses and registration of students, and a fall in the number of
FECs providing HE courses.

In addition, there are a small but growing number of private providers active in the
provision of higher education in England. These institutions typically offer a range of
gualifications besides degree-level awards, but there tends to be a more restricted
subject choice. Institutions range from those with UK degree awarding powers® or
accreditation from a recognised UK awarding body,® to overseas universities with UK
campuses and smaller private colleges targeting international students for degree-
level study. In addition, Universities UK (2010) has identified a growing number of
private institutions providing foundation and pre-degree courses,® and the Higher
Education Policy Institute (2011) notes a potentially large number of colleges that
have been validated by UK HEIs to award their degrees.

A HESA survey of private and for-profit providers of higher education* indicates
there were around 38,000 students on higher education courses (across the UK) at a
total 65 institutions in 2009/10. The majority (around 80%) of these students were
studying business, management or law courses. Private, not-for-profit companies or
charities accounted for the largest number of students although for-profit companies
also play a role. Most institutions were small with the median number of students
being around 160.

Sources of funding and activities of HEIs

Each HEI is responsible for the teaching of their students and most also undertake
academic research. The balance of resources universities devote to these two main
categories of activity varies by institution. For instance, research funding is highly
skewed towards a small number of institutions; in the past around thirty percent of
HEIls have had less than 2% of their funding council income allocated for research,*?
far below the institutional average.

The nature of teaching and research is also heterogeneous — within teaching
activities, for example, HEIs can provide various subjects, courses and units (and
factors such as curriculum and assessment processes mean even courses in the
same subject differ). There are also different levels of qualification (from foundation
and first degrees to PhDs*®) and intensity of teaching (part-time or full-time). The
majority of institutions offer a mix of both undergraduate and postgraduate
qualifications, with only a few exceptions - HESA data shows six HEIs had no

! Learning and Skills Council’s Individualised Learner Record (FO5 and LO05).

® There are currently five private providers with degree awarding powers: BPP University College of Professional

Studies Ltd, University of Buckingham, The College of Law, Ashridge Business School and ifs School of Finance.
o Specific courses offered by private providers may be accredited by UK awarding bodies, such as universities, to
award recognised degrees in the UK.

10 Universities UK (2010).

" HESA (2011a). Not adjusted for non-response.

2 HEFCE (2003). Does not include other sources of research income e.g. industry.

13 Degree awarding powers are granted by either a Royal Charter, Act of Parliament or the Privy Council. Degree
awarding powers cover the various levels from Foundation Degrees, Taught Degrees and Research Degrees.

8
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undergraduate students in 2009/10 and only one HEI had no postgraduate
students.™

In addition to these core activities, HEIs provide a range of facilities to students.
Some of these directly support the teaching of students (such as libraries and ICT),
but others include ancillary activities such as accommodation, catering and sports
facilities. These factors are important as they form part of the whole package that an
institution can offer prospective students and therefore students’ decisions on which
HEI to attend. HEIs also engage in other commercial activities from their estates,
such as the provision of conference facilities.

Sources of funding

Government funding for HE teaching activities in England has, to date, been largely
provided to publicly-funded HEIs on a formula basis administered by HEFCE. While
this form of direct support has provided a large element of funding to HEIs until now,
it will provide a smaller proportion of direct funding of HEIs in the future. The current
funding formula takes into account a range of factors including:

e The number of students and the courses they are taking (to allow for higher costs
associated with expensive technology or laboratory equipment);

e The costs associated with attracting disadvantaged students; and,

e The type of institution and location (for instance specialist institutions and those
in London may face higher operating costs).

These factors are used to determine a single block grant to individual institutions for
the purposes of learning and teaching. HEFCE allocated a total of £4,675 million for
teaching in 2010/11. These funds are distributed subject to a funding agreement
between the HEI and HEFCE, which includes targets relating to student numbers and
other general requirements. The HEFCE teaching grant is mainly focused on
undergraduate student places as it is assumed that most postgraduate courses will
charge higher tuition fees to make up the cost of delivering the course.*® Non-EU
student places are not covered by public funding.®

While the majority of funding for student places under the HEFCE teaching grant
follows the student, there are some constraints to how freely that funding can flow
between courses and HElIs, at least in the short term. Although HEIs have autonomy
in how they internally allocate their learning and teaching funds, these constraints
effectively fix the number of funded student places HEIs are able to offer. Any
switching of resource within a university to allocate more places on a course will
normally mean reducing the number of places available on another course. In
addition, HEIs will also have some capacity constraints of their own that will limit their

* HESA (2011).
15 Postgraduate research places are funded from research grants.
' More detail in HEFCE (2010).



Introduction

ability to offer more places in the short-run (for example teaching accommodation,
including lecture halls and laboratories).

An alternative student funding arrangement is for employers to co-fund a student
place. In 2009/10, there were 19,800 co-funded students at 93 HEIs. Employer co-
funded places provide funding in two parts — the top-up from the employer to co-fund
the teaching grant element provided by HEFCE and the student fees (which may also
be paid by the employer rather than the student in some cases).*’ Many students,
e.g. those studying part-time, may receive less formal support from their employers.

Government funding for research is made available via two routes: HEFCE quality-
related research grants (block grants awarded to institutions on the basis of recent
research performance, as assessed by the Research Assessment Exercise every 5
years'®); and the seven Research Councils®® (via competitively awarded grants for
specific scientific projects). Competition for research funding is intense — institutions
face incentives to increase their focus on excellence and impact to win more funds
from these funding streams, as well as from interactions with business. The amount
and performance of research activity also contributes to the reputation of a HEI,
influencing the ability to attract high quality academics as well as students.

Figure 2: Sources of Income for HEIs in England, 2009/10

Fart time UK and EL HE Endowrment and

fees

3%

Mon-EU domicile HE fees
10%

investment incorme
1%

Funding council grants

Other fees and support
32%

grants
2%

Research grants and
cantracts
16%

Other incame Full tirme UK and EU HE
19% fees

17 %

Source: HESA (2011): Finance plus 2007/08, tables 5b.

Y HEFCE is currently developing a programme for co-investment in HE with employers. Co-funding rates from
employers are expected to be 50-75%.

18 More detail at www.rae.ac.uk.

9 More details at www.rcuk.ac.uk.
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The primary sources of public funding for HEIs, funding council allocations for
research and teaching, are reflected in the overall composition of income, as shown
in Figure 2. As the figure shows, however, there are other major sources of income
apart from the government.

Most notably, international, home and other EU students pay tuition fees directly to
HEIs. Fees are levied at varying levels but subject to a government regulated cap of
£3,290 in 2010/11 (although part-time fees are currently unregulated). In this sense
part of an institution’s income is directly linked to the student. Domestic students
(defined as UK, rather than just England) are able to access loans administered by
the Student Loans Company (SLC) for which graduates subsequently make income-
contingent repayments. There are also government funds available to students for
maintenance, in the form of a student loan system and means-tested grants. The
postgraduate student support system is currently limited to means-tested fee grants,
whilst non-EU international students are responsible for their own fees and
maintenance funding.

Student support from the government is available to eligible students attending
publicly-funded HEIs, as well as specific courses provided by private HEIs which are
individually designated to attract student support. The latter set of courses, however,
represent a small proportion of the total students accessing student support; in
academic year 2009/10 the SLC approved 935,000 individual applications,? of which
4,440%" (less than 0.5 per cent) were for students attending private HEIs.?

Overall, reflecting the variation in institutional size and the amount of research
conducted, there are considerable differences in the income of institutions across the
English higher education sector, as shown in Figure 3. In 2009/10, thirty-three HEIs
in England had income of £200m or more, and 44% of HEIs accounted for 78% of
total income. By contrast, thirty-two HEIs earned less than £50m in 2009/10. The
smallest 25% of English HEIs accounted for just 3% of income.

0 BIS/SLC (2010).
L SL.C management information.
22 87 private HEIs have courses which are eligible for student support.
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Figure 3: Distribution of HElI incomes in England, 2009/10
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Students

As of October 2010, there were over two million students on courses in HEIs in
England. The majority of students are domestic undergraduates — 70% of the
student population are UK or EU-domiciled full or part-time students at this level. The
remainder of students are domestic postgraduates and international students at both
undergraduate and postgraduate levels.”* Around 30% of all undergraduates study
part-time, whilst there is a roughly equal split between full-time and part-time
postgraduates.

% This includes those with some form of government funding (including the University of Buckingham), but not
those private institutions, for which data is not available.
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Figure 4: Students in English HEIs by course type and domicile, 2009/10
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There is some variation in characteristics and mode of study according to where
students study. A large proportion of students in FECs study part-time (75% of
undergraduates and 88% of postgraduates in 2008/09 compared to 37% of HE
students overall) and are mature students (78% of undergraduate students in FECs
were aged 21 and over, and 86% of postgraduates were aged 25 and over in
2008/09 compared to 21% and 43% respectively for all students).

In terms of the number of individuals qualifying from HEIs, Figure 5 shows that the
number of qualifiers from UK universities®* has risen strongly since the mid-1990s.
Between 1994/95 and 2009/10 there was a 47.5% increase in the number of first
degree qualifiers. During this time, full-time and part-time qualifications grew at the
same rate.

Postgraduate qualifications have risen proportionately much faster over the same
period — there were over three times as many higher degrees awarded in the UK in
2009/10 compared to fifteen years earlier (Figure 5). Within this there has been a
proportionate shift towards more full-time postgraduate qualifications which have
risen over sevenfold during the same period. The larger overall increase has come
from ‘other’ postgraduate qualifications, including Masters courses, although
doctorates have also risen strongly.

?* Data on the number of qualifiers is available only at the UK level.
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Figure 5: Trends in all student qualifiers in the United Kingdom, 1994/95 —
2009/10
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International and transnational education

Surveys of students show that, with the exception of the US, the UK is the most
attractive study destination for students. Both the US and the UK rank very highly in
terms of the reputation of HE qualifications, although both are considered to be high-
cost countries.?® Satisfaction levels amongst international students of UK HE have
also increased over time reflecting the strong learning experience provided and
continuing to encourage international students to study in the UK.

In 2008, the UK attracted 10% of all international students (second only to the US at
almost 19%).%’ Students from China and India form the largest component of non-EU
students, accounting for aimost one-third of the total.?® As a consequence, the fee
income that UK HEIs receive from non-EU students has increased from £746 million
to £2,580 million over the same period (Figure 6).

%5 British Council (2006).

%% i-Graduate International Student Barometer (2010).

>’ OECD (2010a).

%8 students in Higher Education Institutions 2008/09, HESA (2010).
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Figure 6: Income from non-EU students and number of non-EU enrolments in
UK HEls, 2000/01 to 2009/10
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In addition, the Erasmus programme offers the opportunity for students to study for a
part of their degree programme in another EU university. With an inward flow of
16,000 students in 2008/09, the UK had the fourth largest intake of Erasmus students
behind Spain, France and Germany. In terms of outflows, 7,000 UK students studied
abroad on the Erasmus programme in 2008/09, making the UK the 6" largest
participating country.®

Economic impact of higher education and international students

Universities UK (2009a) use ONS data to construct an input-output model, combined
with a range of other data sources relating to universities, employment and student
expenditure to estimate the contribution made by the HE sector to the UK economy.
This modelling approach enables the direct effect of universities on the economy to
be estimated, as well as the indirect effect arising from the supply chain impact of
university expenditure on other sectors of the economy. There is also an induced
effect stemming from university staff consumption. The results provide estimates of
the impact of HE on a range of measures including output, employment, export
earnings and GDP in 2007/08:

%9 European Commission (2010).
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e Interms of gross output, including multiplier effects*® on other sectors of the
economy, HEIs accounted for £59 billion of output;>*

e HEIs directly employ around 314,000 full time equivalents with a further 324,000
UK jobs being dependent on universities;

e The expenditure of international students and visitors generated £5.3 billion in
export earnings; and,

e For gross value added, universities accounted for over £31 billion to national
GDP as a result of both direct and indirect effects.

Using analysis of similar data sources, HEPI (2007) examine the economic costs and
benefits of international students. The report estimates international students
provided a direct injection of around £1.4 billion in 2007 (in 2005 prices) into the UK
economy from tuition fees. Further expenditure on factors such as living costs and
leisure is estimated at £2.3 billion. According to the report, this would rank higher
education as a major export sector, comparable in size to the media and cultural
sectors. International students who stay on in the UK after graduation provide further
economic and labour market benefits.

International comparisons of higher education

The OECD’s Education at a Glance 2010 provides the latest comprehensive

international comparisons across a range of indicators including the individuals who
participate in education, how much countries spend on differing levels of education,
and outcome measures such as qualifications obtained and labour market earnings.

In 2008, 33% of those aged 25-64 in the UK held tertiary qualifications as their
highest educational attainment (Figure 7). This is above the OECD average of 28%,
but the UK remains behind high performing countries like Canada, Japan and the
US, where over 40% are educated to this level.

% Note estimates of multipliers are always subject to uncertainty, particularly for induced effects, and are
g;lenerally not included within Green Book style appraisals.

The UUK analysis provides an estimate of gross impacts and does not include an analysis of the
counterfactual.
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Figure 7: Percentage of population aged 25-64 holding tertiary education
ranked by attainment in 2008
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In addition to the stock of graduate-level qualifications amongst the population, the
OECD also present indicators that relate more to the flow of people gaining tertiary
level qualifications. Figure 8 reports the percentage of the population aged 25-34
who hold tertiary qualifications compared to those in the 55-64 age group. This
comparison gives an indication of the relative improvement in attainment of younger
individuals compared to those close to retirement age and thus the extent to which
overall attainment of the working age population may be expected to increase in
future.

Korea has the highest level of tertiary attainment amongst 25-34 year olds at 58%
and has the largest gap between 25-34 and 55-64 year olds of 46 percentage points.
The UK is similar to the OECD average with 38% of 25-34 year olds holding graduate
qualifications — 11 percentage points higher than 55-64 year olds. However, the UK’s
international ranking is lower for 25-34 year olds than older workers.
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Figure 8: Percentage of population aged 25-34 and 55-64 with tertiary education
(2008), ranked by attainment of 25-34 year olds
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As an alternative measure of the future flow, Figure 9 shows entry rates in to tertiary
education, expressed as a percentage of the age cohort. Over time, the UK has
remained close to the OECD average, with the rate growing from 45% in 1999 to
57% in 2008. Some countries, including Australia, Korea and the United States,
which started at a similar level to the UK in 1999, expanded at a faster rate over the
following decade. Others such as Denmark and the Slovak Republic have overtaken
the UK over the same period.
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Figure 9: Entry rates into tertiary-type A education in 1999 and 2008 by country,
ranked by 2008 entry rates
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Notes: Entry rates represent the proportion of people in an age cohort who enter tertiary-type A
education. The rates presented are sums of net entry rates for all ages, representing an estimate of
the probability that a young person will enter tertiary education in his/her lifetime if current age-specific
entry rates continue. This method eradicates differences stemming from differences in the typical
starting age of tertiary education. To maximise observations, the figures shown are unadjusted for
international students; this affects the figures — Australia, for example, would lose its position if
international students were excluded.

Figure 10 presents the proportion of individuals graduating by country. Here the UK
is below the OECD average and significantly behind leading countries such as
Finland, New Zealand, Australia and Denmark but has a more favourable
performance against the US, Canada and Germany.

Figure 10 also illustrates the proportion of graduates by broad subject areas. For the
UK, 37% of graduations are in STEM subjects with a further 27% in humanities, arts
and education, and 35% in social sciences, business and law.
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Figure 10: Tertiary-type A graduation rates by country and broad area of
subject studied
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Source: OECD Education at a Glance 2010. * STEM includes health and welfare; life sciences,
physical sciences and agriculture; mathematics and computer science; and engineering,
manufacturing and construction.

Type A programmes have a minimum duration of three years and are designed to enable entry into
advanced research programmes and professions with high skill requirements (e.g. Bachelors/first
degrees in the UK).

Type B programmes are shorter than type A (minimum of two years full-time equivalent) and provide
practical, technical or occupation skills for entry to the labour market. In the UK, 15.8% of individuals
graduate with these programmes (compared to an OECD average of 9.8%) with 53.3% being in STEM
(with an OECD average of 37.5% (e.g. Foundation Degrees and HNDs in the UK).

Overall, therefore, the international comparisons of UK performance present a mixed
picture. Although the current stock of graduate qualifications indicates the UK is
above the OECD average, some other countries have much stronger recent
performance in terms of entry and graduation rates.

This overview provides the context for the analysis contained within the rest of this
Economics Paper. Chapters 2, 3 and 4 examine the evidence of the importance of
higher education in supporting economic growth and achieving broader social
objectives. Chapters 5 and 6 examine the HE system in England, assessing the role
of government and gaining an understanding of what is driving behaviour in the
sector.
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2. Higher Education and Growth

Summary

Higher Education is important to growth through equipping individuals with skills
that enhance their productivity in the workplace, promoting the economy’s
knowledge base and driving innovation. Research shows that graduate-level
qualifications provide benefits to the economy in terms of growth and offer
significant returns to individuals in the form of higher wages and improved
employment prospects. These wage returns have remained stable over time as
the supply of graduates has expanded. Globalisation and technological change
are likely to continue to drive demand for high level skills in the future.

Introduction

Economic growth, defined in terms of the ability of an economy to expand the
potential supply and consumption of goods and services over the long-term, is
important for raising social welfare. Between 1990 and 2008, average annual GDP
growth in the UK stood at 2.3%, with Canada and the US being the only G7 countries
to grow at a faster rate. Following the longest and deepest post-war recession, it
became evident that UK growth had become unbalanced with an over-reliance on
public and private debt, while the contributions to growth from business investment
and net trade declined.® The Government's core economic objective is to restore the
economy to long-term sustainable growth.

One of the central pillars through which Government aims to secure sustainable
growth is by supporting individuals to fulfil their potential. Within the knowledge
economy, individuals’ skills and talents are a valuable asset and for growth to be
sustainable and balanced, everyone should have the opportunity to contribute.
Government has a role to play in enabling this through investment in the education
and skills system and by promoting a labour market that rewards work and
encourages people to access the opportunities available to them.

Higher education is a vital component of the overall education and skills system,
opening up new opportunities to individuals in the labour market, promoting fairness
and helping to achieve economic growth. This chapter presents the evidence relating
to the contribution that HE makes to economic growth and the mechanisms through
which this occurs. The literature linking HE to growth is divided into three main
sections. Firstly, there is a large theoretical and empirical literature that explores the
relationship between human capital — which includes higher education — and
measures of national economic growth such as GDP per head. This research has

%2 BIS Economics Paper No. 9 ‘Economic Growth’ contains a full discussion of UK growth performance across a
range of measures.
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evolved over time with new insights being offered for understanding how highly
skilled people in an economy or region facilitate economic growth.

Secondly, since they are able to capture some of the benefits from growth, there are
substantial economic returns to graduates arising from improved employment
probabilities and labour market earnings (which serve as a proxy for productivity).
The latest research indicates a discounted graduate lifetime premium of over
£100,000 in today’s money and after taxes, suggesting that there remains a strong
incentive for individuals to invest in their own education.

Thirdly, there are a range of benefits to employers from graduates, who are able to
generate new ideas, transfer knowledge and promote innovation. In some cases,
there is a challenge to employers in integrating graduates into wider business
strategies and being able to make the most effective use of skills to maximise the
benefits.

The final section of the chapter explores the future drivers of demand for higher
education graduates to assess the extent to which high level skills will remain
important for UK competitiveness in the global economy over the long-term and
continue to generate significant benefits to individuals, employers and the economy.

Human capital and economic growth

The importance of the role of human capital in driving economic growth has been
studied in a wide-range of theoretical and empirical literature that has evolved since
early contributions in the 1950s. Human capital is the productive wealth associated
with the set of skills, competences and knowledge that individuals acquire through
formal study and training (for example, at school, college, work-based learning or
university) and through the learning-by-doing that accompanies work experience.

In terms of economic outcomes, employed individuals with higher levels of human
capital help to enhance the productive capability of firms, contributing to economic
growth. Higher levels of human capital are necessary for product or process
innovation, assisting in developing new technologies, providing a talent pool for
entrepreneurship, and promoting agglomeration externalities arising from the
concentration of skilled individuals and firms in one place. Graduates may also
continue to study for higher degrees and pursue a career in research which further
adds to the economy’s knowledge base and the potential for technological advances.

Theoretical models of long-term economic growth examine the way in which
improvements in both the quantity and quality of inputs such as capital and labour,
and the efficiency with which these inputs are used (broadly defined as “technology”)
increase output. Early neoclassical contributions based on the work of Solow and
Swan in the 1950s did not seek to explain the rate of technical progress, taking it as
given (exogenously determined), and focused on the accumulation of capital and
labour. In the short-run, investment in capital increases output per person, but in the
long-run, the decreasing returns to further investment will eventually lead to a steady
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state where new investment just offsets depreciation, capital and output per person
reach a steady state and economic growth is driven to zero. The only source of
economic growth is derived from the effectiveness by which inputs are combined
within the production process, which is determined by the existing stock of
knowledge within the economy. This stock is simply assumed to grow at an
exogenous rate to reflect scientific discoveries and innovations.

Subsequent developments in the literature have made more explicit attempts to
model the rate of technical progress to gain a greater understanding of the sources of
long-term economic growth. Early models of endogenous growth assumed that the
accumulation of capital generated technological advances which offset the effects of
diminishing returns. In other approaches, the stock of human capital affects growth in
output per worker through the contribution it makes to a research sector that leads to
greater product variety in the economy, or product innovations which make old
technologies obsolete through Schumpeter’s process of creative destruction.®?

Although the theoretical approaches offer differing insights into the relationship
between human capital and growth, the empirical literature is often unable to
discriminate between these different hypotheses. Instead it examines the role of a
range of variables implied by the models (including human capital) in explaining the
growth in GDP across countries and over time. Sianesi and Van Reenen (2003)
present a summary of this literature, outlining some of the methodological difficulties
associated with cross-country regressions and the importance of the way human
capital is measured. In particular, whilst exogenous growth models imply that it is the
flow of human capital (for example, enrolment in education) that influences growth
towards a new steady state, endogenous growth models typically predict that the
existing stock of human capital (for example, average educational attainment of the
population) can generate new ideas and technology that drive growth. Overall,
Sianesi and Van Reenen conclude that the literature indicates a positive relationship
between human capital measures and growth. For example, for tertiary education,
Gemmell (1996) finds evidence for both the initial stock and subsequent growth in
education exerting a positive impact on GDP growth across OECD countries
between 1960 and 1985.

By comparing high-income and developing countries, some studies find that primary
and secondary education are most important for growth in developing countries while
higher education is more important within OECD countries (for example, Keller
(2006)). Other studies, however, find that tertiary education is important for less
developed countries in terms of their ability to catch-up with developed countries (for
example, Chatterji (1998)).

Although many studies focus on the number of years of education as the measure of
human capital, there is also a literature which argues that the quality of education is
more important than the quantity. International surveys provide one way of
measuring individual’'s competences in key areas like mathematics and science,
which can be used to construct measures of the quality of human capital which can

% A full discussion of the range of models of economic growth is provided by Aghion and Howitt (2009).
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be used alongside the quantity. For a sample of 50 countries over the period 1960 to
2000, Hanushek and Woessmann (2010) find that a one-half standard deviation
increase in individuals’ mathematics and science performance increased the annual
growth rate of GDP by 0.87%.*

Rather than examining the overall relationship between human capital and GDP
growth, other studies have instead focused on exploring the evidence for the
mechanisms through which human capital ultimately generates growth. Following the
early thinking by Nelson and Phelps (1966), which described how the stock of human
capital facilitates the adaptation of productivity enhancing technologies, Ciccone and
Papaioannou (2007) test whether as a result of new technologies being skill-biased,
the initial stock of human capital leads to higher employment and value-added growth
in human capital intensive industries across a range of countries. Their results
indicate positive and significant relationships between both the initial level and the
improvement in education, and the growth in schooling-intensive industries over the
period 1980 to 1999 (where the schooling intensity of sectors across countries is
defined in terms of the educational attainment of employees in US sectors).

In addition to the links between human capital and growth, econometric studies also
attempt to quantify the relationship between investment in research and productivity.
A 2004 OECD study of a group of 16 countries from 1980 to 1998, including the UK,
found that a 1% increase in public R&D increases multi-factor productivity by
0.17%.%® These findings relate to the overall economic impact from research, but do
not differentiate the impact of research in delivering highly skilled people to the labour
market and thus contributing to the stock of human capital.*® An important element of
research is the development of trained researchers who have significant impact to
the UK economy by working both in the publicly funded research base, and outside in
industry. English universities performed £1.6bn of contract research, collaborative
research and consultancy in 2008/09.%

HE and regional economies

In addition to looking at the relationship between higher education and measures of
national economic growth, there is also a literature focusing on the importance of
HEIs and graduates for local and regional economies. The most traditional role for
universities is seen in terms of the production of research and highly skilled
individuals, but some (e.g. Brennan, King and Lebeau (2004)) have argued they also
have a role to play in facilitating cultural values and attracting and retaining highly
skilled individuals which enables local areas to exploit knowledge and grow.

The OECD has been exploring the role of HEIs in regional and city development
through a series of ongoing reviews that focus on a number of regions across both
OECD and non-OECD countries. They also argue that the role of HEIs goes beyond
education and research and extends to ‘cultural and community development’ which

% See Hanushek and Woessmann (2008) for a review of the literature on the impact of cognitive skills on growth.
% Guellec and Van Potttelsberghe De La Potterie (2004).

% 1n 2009/10, almost 19,000 new PhD qualifications were granted by UK HEISs.

3" PACEC/CBR analysis of HEBCI surveys.
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includes activities that promote diversity, attract and retain talent, and create the
conditions to promote innovation and the growth of business.

In a number of papers,*® Richard Florida has argued that too much emphasis is often
placed on the role of universities in developing knowledge through business
collaborations that can be exploited commercially, leading to regional growth.
Although this remains an important function, he argues that universities are vital to
local growth through their ability to attract and retain talented individuals from a
diverse set of backgrounds which, in turn, helps to bring in other individuals, generate
new ideas and promote entrepreneurship (Box 1).

Box 1: Technology, talent and tolerance in the creative economy

Florida et al. (2006) discuss how Technology, Talent and Tolerance are the three
key drivers of development in the creative economy and that universities are a
necessary but not sufficient condition for regional economic development to
occur through these channels. Using data from across 331 US metropolitan
areas, they explore the relationship between university size and a range of
indicators relating to technology, talent and tolerance, including:

e There is a positive correlation between the number of students per capita in
an area and measures of talent including the percentage of the population
aged 25+ who hold degrees and the percentage of employees in creative
occupations (e.g. management, business, legal and healthcare occupations)
and in super-creative occupations (e.g. computing, engineering, arts, design
and media occupations);

e Only 10% of US areas were “brain gain” areas in terms of attracting talent
which is found to be positively correlated with a number of regional
development indicators (e.g. job growth and per capita income growth); and,

e A positive correlation exists between student and faculty numbers and a
composite measure of tolerance which captures the relative proportion of
individuals living in an area by race, nationality, sexual orientation and with
creative talents (e.g. authors, actors and dancers).

A study by the Economic and Social Research Council (ESRC) (2006) notes that
many qualitative studies refer to a ‘buzz’ that HEIs can add to a city or town, although
this is difficult to analyse in a systematic way. Case studies also show that the
presence of a large student population may be beneficial for the perception of a city’s
cultural and entertainment life, which can in turn help to attract businesses.

Linked to this, the ESRC Regional Impacts programme*° is a large ongoing study on
the local social effects of HEIs and students. The project has noted the importance of

% See for example, Florida (1999).
%9 http://lewds.strath.ac.uk/Default.aspx?alias=ewds.strath.ac.uk/impact
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students as catalysts in their local communities. This can happen through them
providing neighbourhood change and revitalisation or creating a demand for diverse
new services. The programme has not, however, found much quantitative evidence
for these phenomena, which is likely to reflect the inherent difficulties in measuring
these effects at a spatial level.

Other researchers, however, continue to argue that human capital policies should not
be focused on the attraction and retention of skilled individuals within the creative
classes to prevent brain drain. In reviewing the empirical literature for the US,
Donegan et al. (2008) find mixed evidence to support the impact that the types of
talent and creativity measures proposed by Florida have on regional growth
outcomes. Their own analysis leads them to argue that more traditional strategies
such as investing in high-quality education and promoting business development are
more effective for growth.

Within England, there is considerable variability in economic performance across the
regions. Following the initial work of Krugman (1991), the concept of ‘new economic
geography’ has been used to analyse the emergence and persistence of regional
economic disparities. This approach recognises that there may be spatial clustering
of activities that arise from market imperfections, externalities or the public good
properties associated with specific locations, for example town centres.*

The clustering of highly skilled workers provides one way of generating
agglomeration externalities that benefit firms co-located in one area. A pool of skilled
labour improves the quality of job matching between individuals and employers, and
may create additional incentives for individuals to acquire new skills (if market signals
indicate these skills are being utilised productively). In addition, a pool of skilled
labour may facilitate the process of knowledge transfer and innovation, generating
benefits for both individuals and firms in the region.

In 2008, London and the South East were the leading performers in terms of GVA
per head. It is important to recognise, however, that there remains variability within
regions; economic performance in parts of East London, Kent and East Sussex are
relatively low while areas around the cities of Manchester, Bristol and Leeds have
stronger economic performance. Between 1989 and 2008 the disparities in regional
incomes have risen with most of the change taking place since the mid-1990s.*

By decomposing GVA differentials into their constituent parts of productivity and
employment, it is found that productivity differentials account for most of the
disparities in regional economic performance. These productivity differentials have
also been widening over time, with London continuing to move ahead of other
regions as a result of stronger average annual productivity growth (4.9% over the
period 1993 to 2008 compared to 3.6% in the slowest growing region of the North
East).

“9'Venables (2005).
“1 BIS/ICLG (2010) Economics Paper No. 7 provides a detailed description of relative economic performance
across English regions.
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Figure 11: Decomposition of regional GVA per head disparities, 2008
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Notes: 1. English NUTS1 areas. 2. Employment information is for those aged 16+. 3. Regional GVA
estimates are on a residence basis where the income of commuters is allocated to where they live
rather than work. 4. Statistical discrepancies are included within the productivity differential. 5.
Nominal GVA. 6. 2008 data is provisional and subject to revision.

Wages are often used as a proxy for productivity. Gibbons et al. (2010) use wage
dispersion analysis across 157 areas in Britain in order to identify how much of the
dispersion is attributable to individual characteristics that occur as a result of the
mobility of individuals (sorting) or area-specific effects. Their analysis shows that
wage disparities have remained persistent over the last decade and that only a small
proportion (around 10%) can be attributed to area effects, with the remainder due to
the characteristics of individuals located there.

In an analysis of the 100 largest cities in the UK, Cowling (2009) finds that the
distribution of talent — measured by the percentage of the population with a degree in
2001 — is uneven, ranging from 53% in Oxford to 15% in Ipswich. This pattern would
be anticipated if cities with large universities are able to retain a significant number of
graduates. Cowling then looks at the specific issue of retention (defined as students
who left their home to study at a different university city and remained there in the
first six months after graduation) and finds that cities such as Belfast, Glasgow,
Aberdeen and Edinburgh retained the greatest proportions of graduates. Consistent
with some of Florida’s hypotheses, positive correlations are also found between the
attraction of this new graduate talent to cities and the stock of existing local
graduates, as well as with measures of culture and entrepreneurial activity.
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Using the Higher Education and Statistics Agency’s (HESA) data on the destinations
of leavers from higher education, Mosca and Wright (2010) also look at the extent to
which students move to other regions or countries in the first six months after
graduating. Figure 12 presents the English region in which students studied and the
percentage of students who were in employment in the same region (stayers),
London, the rest of England, the rest of the UK, and abroad six months later. The
South East retains the lowest percentage of graduates at 42%, but it is important to
note that around one-quarter of South East graduates find employment in London.
For the other regions of England, the East Midlands has the lowest retention rate at
43%.

Figure 12: Distribution of graduates in employment six months after
completion by place of study, pooled 2002/03 to 2006/07 cohorts
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Source: Mosca and Wright (2010) analysis of HESA data

Economic returns to graduates

The macroeconomic evidence summarised above looks at the link between
measures of human capital (including tertiary education) and GDP. There is also a
large literature based on microeconomic data that asses the relationship between the
qualifications held by individuals and the benefits they receive in the labour market
through increased employment and higher earnings. In addition to raising the
chances of finding employment, the human capital literature predicts that more skilled
individuals are more productive in their jobs which, in a competitive labour market,
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will be reflected in the wages they receive.** This individual-level evidence which
uses wage outcomes as a proxy for productivity therefore provides another approach
for examining how human capital can exert a positive impact on growth.

Employment

There are substantial labour market benefits in the form of increased employment
rates for more qualified individuals. Figure 13 shows the employment rates of the
working age population between 2006 Q1 and 2010 Q4. There is a notable difference
in the employment rate of those holding level 4+ qualifications (equivalent to HE level
qualifications) compared to those at level 3 (equivalent to two A-levels) or below. In
2010 Q4, 85.5% of those with level 4+ were in employment — 18.8 percentage points
higher than those with level 3 or below. The corresponding ILO unemployment rates
for these two groups of individuals in 2010 Q4 were 4.2% and 10.1% respectively.

Figure 13: Employment rates for those with level 4 and above qualifications
compared to those with level 3 or below
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The 2008 recession was observed to have had an impact on the labour market
outcomes of recent graduates. Data from the Labour Force Survey can be used to
estimate the employment rates of recent cohorts of first-degree graduates over the
first year after graduation. Figure 14 presents the employment rates of those

2 As an alternative to the theory of human capital, the screening hypothesis asserts that individuals acquire
qualifications in order to signal their ability to firms in the labour market rather than the qualifications themselves
enhancing their productive potential.
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graduating in each of the years between 2005 and 2010. Degree courses typically
finish during the summer months of the year and so it is assumed that graduates first
enter the labour market in the third quarter of the year (July-September) with the
employment rate then rising over the year as graduates find jobs in the labour
market.

Figure 14: Employment rate of graduating cohort in the year following
graduation
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Four quarters after graduation (Q2) there appears to have been a notable decline in
the employment rate of 2008 graduates compared to previous cohorts. For 2009
graduates, the employment rate had recovered to 71.9% at the same point since
graduation, but remained below that of the 2005, 2006 and 2007 cohorts. For the
most recent cohort of 2010 graduates, 52.2% had found employment in the quarter in
which they graduated — lower than previous cohorts — but by the second quarter after
graduation, 72.1% were in employment, which is a higher employment rate than for
previous cohorts (except 2007) at the equivalent point after graduation.

During the previous recession in the early 1990s, those with higher level
qualifications saw a decline in their employment rate, as did the overall population,
and this impacted most on younger graduates. However, both recent graduates and
all those with higher level skills were able to recover their position in the labour
market after a delay compared to those with lower level skills whose employment
chances never fully recovered back to pre-recession levels. As Figure 13 shows,

30



Higher Education and Growth

those with HE level qualifications have maintained their employment advantage in
the latest recession — indeed, the gap has increased slightly.

In addition to analysing the employment rates of successive cohorts throughout the
downturn it is also useful to look at the nature of jobs that graduates are moving into
and whether they are able to secure jobs that utilise their skills. Figure 15 shows the
proportion of graduates from recent cohorts in employment who are in “graduate
level jobs”,*® which generally increases during the year after graduation. For the
2009 cohort, 47.6% were employed in graduate level jobs in the fourth quarter after
graduation (Q2), notably lower than the employment rates of previous cohorts at the

same stage since graduation.

Figure 15: Percentage of employed graduates in graduate level jobs in the first
four quarters since graduation
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Overall, although the recession has had an impact on the labour market prospects of
both graduates and individuals with lower level qualifications in the short run, there
remains a substantial advantage in terms of employment rates over the lifetime for
investing in a degree.

3 As defined using the SOC(HE) classification
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Earnings

Looking at the mean earnings of working age individuals who are employed reveals
that graduates receive higher earnings than individuals with lower level qualifications.
For the most recent data available (2010), individuals in full-time employment with
their highest qualifications at or below level 3 (equivalent to two A-levels) earn on
average £22,500 compared to £36,000 for those with a first degree as their highest
qualification and £42,500 for those with higher degrees as their highest attainment.
Amongst postgraduates, those with doctorates earn £48,500 and individuals with
Masters degrees as their highest qualifications receive on average £44,000.*

Table 1: Mean earnings of those in employment by highest qualification held

Highest qualification Mean earnings, £

held

Level 3 or below £22,500
First degrees £36,000
Higher degrees £42,500
... Masters £44,000
... Doctorates £48,500

Source: Pooled Labour Force Surveys 2010 Q1 to Q4, working age population in England, full-time
employees only, figures rounded to the nearest £500

Looking across subjects, there is some variation in the mean earnings of first degree
holders. Medicine and dentistry graduates are observed to have the highest average
earnings of £51,000, followed by Engineering and technology, Mathematics, Law,
and Architecture, building and planning graduates all earning over £40,000.

“* For some postgraduate qualifications e.g. PGCE average earnings are found to be £34,500 and therefore
below the average for first degree holders.
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Figure 16: Mean annual earnings of first degree holders by subject studied
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Although comparisons of average earnings provide some insight into the value the
labour market attaches to graduate-level qualifications, the raw earnings data does
not control for a range of other individual and job characteristics which may also
affect earnings. More robust estimates of the returns to individuals are based on
econometric models that estimate the wage enhancement that individuals with a
degree receive compared to individuals with similar observable characteristics who
do not hold degree-level qualifications. Although there are numerous studies that
follow this approach,* this section focuses on the results from a recent study by
London Economics (2011) that estimates the returns to HE qualifications. In a similar
way to other studies, London Economics define two types of wage return for first
degrees:

e The marginal wage return gives the premium that individuals who hold a first
degree as their highest qualification receive relative to those whose highest
gualification is at the next level below (two or more A-levels); and,

e The average wage return estimates the wage premium first-degree holders
receive irrespective of whether the first-degree is their highest qualification.

* For example, Jenkins et al. (2007) focus on level 2 and level 3 qualifications while Dickerson (2005) estimates
returns across all levels of attainment. A summary of the returns to intermediate vocational qualifications is
provided by Mcintosh and Garrett (2009).
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Using pooled LFS data between 1997 and 2009, London Economics (2011) estimate
that the marginal wage premium for first degree graduates is 27.4% (29.7% for
females and 23.5% for males) relative to those whose highest qualification is two or
more A-levels as their highest qualification.*® This premium rises with the class of
degree obtained; for example, an individual with a First class degree earns 4.7
percentage points more than someone with an Upper Second. All subjects are found
to generate positive returns although there is substantial variation by subject, with the
wage effect ranging from 82.8% for medicine and dentistry to 6.3% for creative arts
and design.*’

In addition to estimating the pure wage effect associated with higher education, it is
also important to undertake a full Net Present Value (NPV) calculation that takes into
account both the range of benefits and costs. The benefits consist not only of the
wage effect when graduates are in employment, but also take account of the higher
probability of being in employment in each year. Costs consist of both the direct costs
associated with tuition and maintenance as well as the opportunity costs that arise
from the earnings that could have been received in the labour market during the time
spent studying. In performing this type of calculation, London Economics estimate
the discounted net lifetime earnings of an undergraduate degree to be around
£120,500 for men and £82,500 for women, with an average across all individuals of
£108,000. The internal rate of return (IRR) — the discount rate that would yield a NPV
of zero — is calculated to be 15.6% for men and 14.8% for women.*®

“ For those in both the treatment (first degree) and control (two or more A-levels) groups holding vocational
qualifications, only those with qualifications up to level 3 are included. The comparison between graduates and
those with A-levels may partially mitigate the effects of ‘ability’ bias which the LFS cannot adequately correct for.
The wage returns may be overstated if individuals with higher levels of unobservable ability earn higher wages
and are more likely to acquire degree level qualifications. In addition, measurement error and endogeneity of
human capital investments may bias the estimated returns, although some researchers (e.g. Dearden 1999 and
Dickerson, 2005) argue that these varying sources of bias tend to offset each other in LFS analysis.

“" previous studies using Labour Force Survey data also found the wage returns to first degrees varied by subject
(e.g. O'Leary and Sloane, 2005). Part of the variation in returns by degree subject may arise from the subjects
studied at A-level and the grades achieved, which are not recorded in LFS data. For example, medicine and
dentistry graduates may have achieved high grades in A-level subjects that would be valued in the labour market,
meaning that part of the estimated return to their degree is attributable to their A-levels.

48 Figure 17 and Figure 18 rank subjects by NPV. Rankings by IRR and NPV may differ depending on the size
and timing of the flows of costs and benefits.
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The London Economics analysis also provides similar information on the wage
premium, net present value and internal rate of return for both Masters and Doctoral
degrees (Table 2). Compared to someone with an undergraduate degree, males and
females with a Master’s degree receive a marginal wage premium of 8.9% and
10.3% respectively. For those with doctorates, this rises to 16.2% and 17.1%,
although for many individuals this will also include the premium from also having a
Master’s degree.

Table 2: Wage premium, Net Present Value and Internal Rate of Return for the
individual for Masters and Doctoral degrees for males and females relative to
undergraduate degrees

Males Females
Masters
Wage premium 8.9% 10.3%
NPV £58,500 £41,500
IRR 14.9% 11.3%
Doctorate
Wage premium 16.2% 17.1%
NPV £76,000 £36,000
IRR 8.7% 6.8%

Source: London Economics analysis of LFS and HEFCE data (NPV figures rounded to nearest £500).
Undergraduate degree holders within the control group may also hold vocational qualifications up to
level 3

Finally, London Economics estimate the benefits and rate of return to the Exchequer
associated with public investment in higher education qualifications. The benefits
comprise of greater income tax, National Insurance and VAT payments made by
graduates over their working lives,*® while the costs consist of the HEFCE teaching
funding, the foregone tax revenue during the qualification acquisition period and the
costs of the student support package. Table 3 summarises the NPV and IRR for
undergraduate degrees, master’s degrees and doctorates.

49 During the period of study, the Exchequer receives reduced tax contributions which would have been received
had the students been working rather than studying which reduces these benefits.
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Table 3: Net Present Value and Internal Rate of Return for undergraduate
degrees, master’s degrees and doctorates (males and females) for the
Exchequer

VEES Females
Undergraduate
degrees
NPV £102,000 £59,000
IRR 11.4% 9.6%
Masters
NPV £67,000 £44,500
IRR 29.5% 21.1%
Doctorate
NPV £90,000 £40,500
IRR 10.6% 8.3%

Source: London Economics (2011) analysis of LFS and HEFCE data (NPV figures rounded to nearest
£500)

Following a different methodology and data sources, the OECD (2010) also present
international comparisons of the NPV and IRR to individuals’ investments in tertiary
education. The returns to males and females in the UK are estimated to be 11.2%
and 8.5% respectively, slightly below the OECD averages of 11.5% and 10.7%
(Figure 19). Countries with the highest rates of return include the Czech Republic,
Poland, Turkey, Portugal and Hungary. These countries have a relatively low
proportion of the population holding graduate-level qualifications compared to the
OECD average. Returns are found to be at their lowest in Denmark, Sweden and the
Netherlands where tertiary attainment levels are similar to the UK.
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Figure 19: Private internal rate of return (%) to individuals from tertiary
education, 2006
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In addition to the private returns to individuals, the OECD also present estimates of
the public returns to investment in higher education. The costs comprise of the direct
public costs (infrastructure, wages of teaching staff and subsidies) and the loss of tax
revenue during the period in which individuals study. Benefits to the public arise from
greater income tax paid during the post-study period and a reduction in payments
associated with unemployment. For the UK, the IRR for public investment is
estimated to be 10.4% and 10.1% for males and females respectively compared to
OECD averages of 11.0% and 9.5%.°

Although there has been an expansion in the supply of graduates over time, which
may be expected to reduce the wage premium to degrees, studies find that the
relative premium has remained fairly stable over time since the mid 1990s. For
example, Jenkins et al. (2007) find that the premium remained around 20% to 30%
between 1996 and 2006. Similarly, London Economics (2011) find that although
there is annual variation, the estimated average returns to undergraduate degrees
have generally remained around 20-25% (Figure 20). Earlier assessments of the
graduate wage premium found that it increased during the 1980s (e.g. Harkness and
Machin (1999) estimate that for men the premium increased from 14% for the period
1979-81 to 20% by 1993-95). The recent stability of the premium is often interpreted

0 OECD Education at a Glance 2010.
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as evidence that at the same time as an expansion in supply, there has been an
increase in demand for graduate-level qualifications in the labour market.

Figure 20: Average wage premium for undergraduate degrees between 1996
and 2009 for males, females and all individuals
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Estimates of the wage premium associated with qualifications are typically presented
as an average across all individuals, or separately for males and females. There is
the possibility, however, that the wage premium varies for groups of individuals with
different characteristics, for example, by socio-economic group. Dearden,
McGranahan and Sianesi (2004) find that overall there are sizeable wage returns to
HE versus level 2 qualifications of 15% for men. Although in absolute terms men
from lower socio-economic groups®* earn less, their results indicate that the
percentage wage returns to HE are greater compared to those from higher socio-
economic groups (20% compared to 9-11%).

Dickerson (2005) examines the extent to which the wage returns to qualifications
vary according to an individual’s position in the wage distribution. Those with
unobservable productivity enhancing abilities would be expected to be higher up the
wage distribution. If these unobserved abilities are also correlated with qualifications,
the wage returns would be greater for those higher up the wage distribution.
Dickerson finds some evidence that the returns to level 4 qualifications rise for

*! Based on National Statistics Socio-economic classification (NS-SEC) which is an occupationally based
classification covering the whole population.
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women further up the wage distribution but that the returns remain relatively constant
for men.

It may also be expected that the wage outcomes of graduates will vary according to
the institution they attended. By analysing the raw earnings data (and thus not
controlling for other personal and job related characteristics) six months after
graduating, Figure 21 shows the average earnings of STEM and non-STEM
graduates by different groups of institutions.>* The upper end of the distribution for
STEM subjects is dominated by the older HEIs, but across the rest of the distribution,
and also for non-STEM subjects, there is a mixture of both old and new institutions.

Figure 21: Average salary of those in full-time employment 6 months after
completing first-degree programmes 2008/09 by STEM and non-STEM and
institution type —old (pre-1992 institutions), new (post-1992 institutions) and
other (specialist institutions e.g. arts schools)
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52 Analysing earnings six months after graduation may not reflect longer-term labour market outcomes and so it
remains possible that greater variation by institution could emerge over time.
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For part-time students, it is more difficult to analyse the impact of study on wage
outcomes. The median earnings at 6 months after graduation of those who studied
part-time is greater than those who studied full time (£25,000 compared to £20,000
amongst the 2007/08 cohort®?) but those who study part-time tend to have different
characteristics, for example, they are more likely to be female, older, and already
have previous HE qualifications leading to them studying different types of courses.
In addition, most part-time students were employed before their course started, but a
lack of data on their previous earnings makes it difficult to assess the impact of
qualifications obtained through part-time study. In a survey of part-time graduates
from the Open University and Birkbeck College, Feinstein et al. (2007) find that
around seven out of ten graduates reported that their skills had improved and one-
third believed that their career opportunities and future earnings potential had also
improved.

Benefits to employers

Unlike the benefits of HE to individuals which can be analysed using large-scale
micro datasets containing detailed information on labour market outcomes and
personal characteristics (including qualifications held), there is less data linking
workforce skills to measures of business performance. The National Employers Skills
Survey 2009°* reported that only 11% of employers who had recently recruited
graduates perceived them to be either very poorly or poorly prepared for work,
compared to 21% and 29% of employers recruiting college and school leavers

°3 HESA Destination of Leavers Survey.
> UKCES (2010a).
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respectively. A small-scale CBI/EDI (2011) survey found that some employers
continue to express concerns over the employability skills of graduates, not only in
terms of core skills such as literacy and numeracy, but also in relation to team
working, problem solving and self management.

Case study research for DfES (2007) illustrate a number of benefits employers report
from graduate recruitment including:

e Challenging how things are done and coming at things from a different
perspective;

e Using their initiative and acting without waiting for instruction;
e Problem solving and flexibility; and,
e Assimilating knowledge quickly and bringing new ideas and energy.

Vignoles, Machin and Galindo-Rueda (2003) find that a one percentage point
increase in the proportion of the workforce holding degree-level qualifications rather
than A-levels or equivalent qualifications in a sector led to an increase in sector
productivity of 0.5%. In another study linking data from the National Employers Skills
Survey and the Annual Business Inquiry, Galindo-Rueda and Haskel (2005) find that
graduate-level qualifications exert a positive impact on output per worker measured
at the firm level.

Skills and innovation

Human capital is widely recognised as being an important enabler of innovation
within firms. Skilled individuals generate new knowledge and technologies which help
drive innovation in new products and processes. Evidence from the US reveals a link
between the share of the workforce with college degrees and the level of patents per
capita, which serves as a proxy for inventiveness.* In addition to new products and
processes, more skilled people are also able to adopt and adapt current technologies
and make improvements to existing products and processes. The ability of skilled
individuals to improve technologies and apply them to other areas is an important
component of ‘absorptive capacity’, which the OECD (2010b) define as a firm’s ability
to identify, assimilate and exploit knowledge from the external environment.

Human capital may also facilitate innovation within firms if it leads to complementary
investment in physical capital and ICT which have technology embedded within
them. Finally, the spillovers associated with human capital in one firm may lead to
further technological adoption and advancement in other firms within the sector or
across the economy. Knowledge spillovers, however, can also be generated through
geographic proximity, collaborations, spin-outs and consultancy. Abramovsky et al.
(2007) find evidence to support the co-location of private sector R&D establishments
and relevant university research departments, with the results being strongest for the
pharmaceutical sector.

%% carlino and Hunt (2009).
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Data from the UK Innovation Survey 2009 shows that firms who are innovation active
are observed as having a higher proportion of their workforce with graduate level
qualifications.®® Amongst those firms who are innovation active, around 5% of the
workforce are science graduates and a further 8% are graduates in other subjects.
This compares to only 1% and 3% respectively in firms who are not innovation active.
By sector, firms in research and experimental development were found to have the
greatest share of science graduates, while financial services and creative industries
had the highest share of other graduates amongst the workforce.

Table 4: Share of employees (%) who hold a degree in science or other
subjects by firm size and innovation status, 2008

Science graduates Other graduates

Firm size Innovation | Not All Innovation | Not All

active innovation active innovation
active active

Small (10- | 5.7 1.6 4.1 9.4 3.6 7.2

49)

Medium 4.7 2.6 4.1 7.8 5.2 7.1

(50-249)

Large 53 0.9 3.4 8.1 2.3 5.7

(250+)

All 5.2 1.4 3.8 8.3 3.2 6.4

Source: UK Innovation Survey 2009

Although attention is often given to graduate-level qualifications, and science and
engineering graduates in particular, the types of skills required for innovation are
more wide-ranging and difficult to define. In reviewing the literature, OECD (2010b)
find a number of skill-sets are identified as being important for innovation including:
e Literacy and numeracy skills;

e Academic skills which are highly transferable across jobs;

e Technical skills that are more specific to certain occupations;

e Arange of soft skills including team-working and communication; and,

e Management, leadership and entrepreneurial skills to help firms implement
change.

56 . . . . . . P . . .

A firm is defined as innovation active if it has introduced a new or improved good or service or process for
making or supplying them, has innovation projects they have abandoned or yet to complete, or has expenditure in
R&D, training, acquisition of external knowledge or machinery and equipment linked to innovation activities.
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There are a range of policies in place to support investment in the skills that may
facilitate innovation and contribute to growth. Publicly funded research, for example,
provides an important way of creating economic benefit to the UK economy, through
the provision of a pool of highly trained people with both specialist knowledge and
transferable skills to firms. Graduates bring enthusiasm and a critical approach that
stimulate others and raise standards. The skills acquired during education are often a
necessary precursor to the development of more specific skills, and provide a tacit
ability to acquire and use knowledge in new and powerful ways.>’

Skills utilisation

There is a growing literature which argues that in addition to raising the stock of skills
within the economy, the way in which they are utilised within the workplace is also
important for achieving growth. There is no unigue definition of what constitutes
effective skills utilisation, but UKCES offer the following:

“Skills utilisation is about ensuring the most effective application of skills in the
workplace to maximise performance, through the interplay of a number of key agents
(e.g. employers, employees, learning providers and the state) and the use of a range
of HR, management and working practices. Effective skills utilisation seeks to match
the use of skills to business demands/needs.” (UKCES Ambition 2020: World Class
Skills and Jobs for the UK, The 2009 Report).

For graduate-level qualifications, the evidence relating to the extent to which skills
are being fully utilised is mixed. Research by Felstead et al. (2007) compares the
supply of people with degree-level qualifications with a measure of demand derived
from the number of employees who report that a degree is necessary to get their job,
plus the number of graduate vacancies. From this comparison, they estimate that in
2006 there were 1.1 million more people with degrees than jobs requiring degrees.>®

By comparing the qualifications that individuals record as being necessary to get their
jobs with the qualifications they hold, Felstead et al. estimate that 30% of graduates
were ‘over-qualified’ in 2006 (compared to 40% of workers across all skill levels), an
increase from 20% in 1986. It is important to stress, however, that this is an average
figure taken across all graduates in 2006; in many cases, recent graduates are
observed as over-qualified as a result of having had insufficient time to find a
graduate job.

Research suggests that individuals who are observed as being over-qualified receive
a pay penalty compared to similarly educated individuals who are in jobs which
match their qualifications (although an over-qualified graduate may still earn more
than someone holding lower level qualifications who is perfectly matched). Green
and Zhu (2010) argue that growing numbers of over-qualified graduates amongst the
lowest earners is an important factor in explaining the widening of the wage return
amongst the highest and lowest earning graduates between 1994 and 2006.

> SPRU (2000).
*® The supply is estimated to be 6.1 million and demand 4.9 million (with the number of jobs requiring degrees
estimated at 4.8m and the number of vacancies around 100,000).
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The OECD compare the percentage of working age individuals holding graduate-
level qualifications with the percentage of the workforce employed in skilled
occupations (given by the three highest occupational groups). In 2006, 30% of
individuals in the UK held degrees and 44% of jobs were in high skilled occupations
(compared to OECD averages of 27% and 42% respectively). The gap between
skilled jobs and graduates was therefore 14 percentage points (given by the top bar
in Figure 22), which was less than the OECD average.

Figure 22: Difference between skilled jobs and graduates in 2006 and the
growth between 1998 and 2006
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Between 1998 and 2006, the percentage of people employed within skilled jobs in
the UK grew by only 1.4 percentage points (second bar in Figure 22) while there was
a growth in graduates within the population of 6.3 percentage points (third bar). This
could partly be the result of a market adjustment where individuals in the UK invest in
higher education as a response to observing that there are a relatively large number
of skilled job opportunities, although the growth in skilled jobs remained low over the
period compared to other countries.

Future drivers of demand for higher education graduates

Globalisation and technological change will continue to provide a basis for an
increased demand for skilled individuals in the UK. Since the 1980s, global trade in
goods and services has increased sevenfold, with the emerging economies share of
global trade having quadrupled. As a result, global labour supply has also increased,
primarily in the form of low skilled labour, which dominates the labour markets of
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China and India. This trend is expected to continue, with the World Bank forecasting
an additional 300 million unskilled workers to enter the global labour market from
China and India by 2030.°

The expansion of higher education in China and India has attracted considerable
attention in developed countries, with the number of enrolments reaching 17 million
and 12 million respectively in 2006/07. In China, around one-third (36%) of students
take engineering and technical courses, potentially increasing their global
competitiveness in these areas. However, some researchers (e.g. Gereffi et al.,
2008) have argued that once consideration is given to the way subjects are defined
and the relative quality of graduates, the high numbers of engineering students in
China and India relative to the US, for example, is reduced.

Although the absolute number of higher education students in China and India is
large, it is important to note that this is driven more by the size of their populations
rather than a higher participation rate; tertiary enrolment rates are less than half
those in advanced economies like the US, UK, France, Germany and Japan.
Concerns have also been raised regarding the quality of Chinese and Indian
graduates, measured in terms of their ‘suitability for employment’. In a survey of
multinational companies, McKinsey (2005) estimate that amongst engineering
graduates for example, only 10% in China and 25% in India were considered suitable
for employment in engineering related occupations, compared to around 80% in the
UK, US and Germany. The main deficiencies identified related to language
proficiency and a too narrowly focused education on theory rather than broader sets
of skills.

The emerging economies, therefore, are likely to remain focused on low to medium
skilled sectors, placing greater competitive pressures on UK firms currently trading
internationally in these areas. The relative strength for developed economies like the
UK is likely to be in more highly skilled sectors. Although the emerging economies
continue to make progress in higher value-added activities, they face a number of
constraints in moving up the value chain, including: the ability of the supply of high
skills to keep pace with demand; access to finance; and protection of intellectual

property.

The process of technological change has been one of the key drivers of the
increased global trade in goods and services. Enhancements in technological
capability have enabled firms to break down the production process into different
activities which can be undertaken in different locations and across countries. Firms
are therefore able to offshore low skilled activities to the emerging economies that
have a rich supply of low skilled labour and instead specialise in the more skilled
production activities like R&D.

Technological change is often thought to be skill-biased in that it leads to an
increase in the demand for high skilled labour that complements the new technology
relative to unskilled labour. Skill-biased technological change is widely considered to

%9 World Bank (2007) Global Economic Prospects.
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be the dominant explanation for the widening earnings differential between skilled
and unskilled labour. The IMF®® has found that, since the 1980s, the earnings
differential widened by around 25% in the US and also increased for Canada and the
UK, but remained fairly constant for other European countries where it is sometimes
argued that less flexible labour markets compress the wage distribution.®*

The continuation of globalisation and technological change will influence the future
UK labour market and the types of occupations and sectors individuals are emplog/ed
in. The UK currently has a competitive advantage in knowledge-intensive sectors®?
which is likely to continue to drive the demand for high skilled graduates. Evidence
shows that there has been a movement towards more highly skilled occupations®® —
a trend that UKCES (2008) projections of the labour market expect to continue.

There are a number of limitations to any forecasts or projections of employment,
including an in-built assumption that current trends are likely to continue. The
projected outcomes therefore represent only one path the labour market could take,
but other scenarios are also possible depending on the impact of policy interventions
and the extent to which the UK is able to exploit opportunities in the global labour
market. The most recent set of projections by UKCES were also undertaken before
the extent of the economic downturn became apparent and are likely to understate
the short term impact on employment. The results need to be treated with additional
caution, but their analysis indicates that managers and senior officials, professionals
and associate professionals could see employment growth of 1.7%, 1.5% and 1.4%
per annum respectively between 2007 and 2017.

The evidence relating to the impact on low and medium skilled jobs, however, is
more mixed. Some authors have argued that technology is not able to replace the
human interaction and personal service associated with some low skilled jobs, but
can replace the routine elements of medium skilled jobs which also face increasing
competition from low wage economies.®® This could lead to a “hollowing-out” of the
UK labour market with demand for medium skilled occupations declining. Goos and
Manning (2003) presented some data to support this hypothesis over the period 1979
t01999 in the UK. Over the period 2002 to 2008, Bell and Blanchflower (2009) also
find a reduction in the employment share of medium skilled jobs, but their analysis
also indicates a fall amongst the lowest paid jobs. In addition, the UKCES (2008)
analysis indicates a decline in employment of the lowest skilled occupations over
time.

UKCES (2010b) show that amongst the top 20 fastest growing occupations between
2001 and 2009, graduate level qualifications were the predominant qualification
required for the job in around half of the occupations identified. Overall, the report
identifies a range of high, intermediate and lower level skills that are important for
economic growth along with a set of wider generic skills including management and

%0 |MF (2007).

®1 Steelman (2005).

®2 B|S (2010) Economics Paper No. 9.

®3 Elias and Purcell (2009).

% See for example Autor, Levy and Murnane (2003) and Blinder (2007).
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leadership (see Box 2). For higher level skills, professional skills in sectors like
computing, health/social care and medical technology are of particular importance
along with STEM skills in manufacturing, and in research and technology.

Box 2: Management and leadership skills

Managers have an important role to play in firms competing in the global
economy by identifying the goods and services to be produced and ensuring that
all resources, including human resources and talent, are deployed in the most
effective way to deliver these product market strategies. Some commentators
have argued that the UK has a relative weakness in management capability
which acts as a brake on economic competitiveness. However, there are few
international comparisons of management skills and those that do exist often rely
on reported perceptions of the quality of management within firms.

One of the most influential studies by CEP/McKinsey (2007) is based on a
number of surveys of medium sized manufacturers across a range of countries.
Their work has shown that management capability is correlated with a range of
measures of business performance, including labour productivity, and that the
UK ranks below key competitors such as the US, Germany, Sweden and Japan.

Although good managers can develop as a result of innate ability or on-the-job
experience, graduate-level qualifications have also been linked to greater levels
of management capability within firms. For example, CEP/McKinsey show that
the percentage of managers educated to degree-level is positively related to the
overall score of management quality within firms, and that the UK has a lower
proportion of managers holding degrees than other countries, for example,
Japan.

As identified by UKCES, STEM skills are commonly reported as being amongst the
most important skills for economic growth through the effect they have on innovation
and knowledge transfer. In a small CBI/EDI (2010) survey of 684 employers, almost
three-quarters seek to employ individuals with STEM skills. Employers are reported
to value STEM-skilled employees for their technical competence, analytical skills and
problem-solving skills. Research commissioned by BIS (2011) also finds that
employers seek a range of skills including academic excellence in science and
engineering, mathematical skills, communication and problem-solving skills.

Between 2002/03 and 2009/10, HESA student record data indicates that the number
of first degree qualifiers in STEM subjects increased by 22.4% from 118,105 to
144,545 (although there was a decline of 21.8% in Computer Science). Over the
same period, the number of non-STEM qualifiers increased by 30.6% (from 154,290
to 201,445), meaning that overall the percentage of all first degrees awarded in
STEM subjects fell slightly from 43.4% to 41.8%.
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Box 3: Strategically important and vulnerable subjects

HEFCE (2010a) report annually on the demand for and supply of strategically
important and vulnerable subjects which are broadly defined as STEM, modern
foreign languages and quantitative social science. Between 1999/2000 and
2007/08, the number of full-time equivalent undergraduates across all subjects
increased by 18% while SIV subjects experienced a growth of only 2% over the
same period, with a notable decline between 2002 and 2005. Over the last three
years, however, the pattern for SIV subjects has been mixed, with some growing
and others declining, for example:

e The number of physics, chemistry and mathematics FTE undergraduates
has grown at a faster rate than the average across all subjects — 5%, 12%
and 5% respectively;

e Across all Engineering and Technology undergraduates, the number fell by
2%. However, there is significant variation within this group with Chemical
and Civil Engineering growing, but Electrical, Electronic and Computing
Engineering falling; and,

e Although there is also variation by subject, Modern Foreign Languages
experienced a decline of 4% over the last three years.

Surveys of employers frequently identify the importance of STEM graduates for
their broad numeracy skills as well as specific technical knowledge of a subject.
Research by HEFCE for the Annual Report finds that advances in technology
and the continued global fragmentation of activities like research and design
which requires individuals to work in virtual teams is placing even stronger
requirements on the quality of HE graduates.

Conclusion

Higher education enhances the stock of human capital which contributes to growth at
both the national and local level. For individuals, there are substantial benefits arising
from improved labour market prospects, with the most recent estimates indicating
that graduates earn over £100,000 more (net of taxes and in today’s prices) over
their lifetime than someone holding two or more A-levels as their highest
qualification.

The wage premium received by graduates has remained fairly stable over time,
suggesting that as HE has expanded and the supply of graduates in the economy
increased, there has also been a corresponding increase in demand. Over the long-
term, the continuation of globalisation and technological change are likely to create
additional demand for highly skilled individuals, maintaining the returns to a graduate
education. The following two chapters look at the evidence relating to some of the
wider benefits to HE, beyond the private returns received by graduates, and the
contribution it makes to promoting social mobility.
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3. Wider Benefits from Higher
Education

Summary

In addition to the contribution to economic growth outlined in Chapter 2, higher
education has an important impact on a wider range of social factors. This
chapter examines the breadth and scale of these non-market effects.

Higher education, along with education and skills more generally, has been
shown to contribute towards improved health, changes in parenting behaviour,
greater levels of social cohesion and civic engagement, and regional
development. However, determining the overall size of these non-market
benefits and whether, on average, it is individuals or society who captures most
of the benefit is still relatively problematic.

Introduction

The previous chapter showed the role played by higher education in generating
economic growth. But the benefits of education go beyond this to include the wider
well-being of society. This encompasses social and cultural benefits accruing not
just to graduates but their families, communities and society as a whole. This makes
a strong case for the intrinsic benefits of higher education over and above its
economic impact, by growing the social capital of a country. In this sense HE has an
important role to play in the government’s ‘Big Society’ agenda.

What do we mean by wider benefits?

Non-market effects of higher education can be thought of primarily as social
externalities (where one individual's higher education can affect other people) and
private non-monetary benefits that accrue to the individual or their family separately
to income. Whilst the latter group are captured by the individual — fully rational
behaviour would suggest expected benefits for, say, one’s own children form part of
the decision whether to participate in higher education — short-term horizons, lack of
information or uncertainty may mean they are not taken into account in prospective
students’ decision making. Chapter 5 looks at the consequences of this type of
imperfect information in higher education in more detalil.

How are wider benefits transmitted?

Studies on the wider impact of higher education often differentiate between effects
which change behaviour directly and the more indirect effects of learning which occur
via other factors such as a graduate’s income. In reality, though, these two
explanations can overlap.
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Direct effects can occur because of a change in the preferences or behaviour of
graduates that would otherwise not have taken place. The Centre for Research on
the Wider Benefits of Learning (2006) suggests direct changes engendered by higher
education may be realised through three main channels:

e Development of personal characteristics and skills;
e Social interactions; and,
e Accreditation and signalling benefits.

The exact mechanism by which HE changes behaviour is uncertain but Feinstein
(2002) suggests the HE learning environment may help develop traits such as risk
aversion or empathy.

On the other hand, indirect effects of higher education occur as a result of other
factors associated with graduates. For example, on average, graduates receive a
wage premium, whose spending power may prove an important determinant of some
social outcomes. Higher income may change the opportunities available to
individuals, their consumption choices, the neighbourhood in which they live, their
state welfare costs and their housing quality. Other indirect effects may occur through
occupational choice or other similar factors that can have a subsequent impact on
social outcomes such as attitudes or health. Although they represent ‘knock-on’
impacts, indirect effects can be substantial.

Empirical findings

Methodological issues in estimating wider benefits

When attempting to measure the non-market impact of higher education, it is
important to distinguish between correlation and causality. Simply comparing social
outcomes or behaviours of graduates with those of non-graduates is likely to be
inadequate because the two groups may differ in ways other than attendance at HE.
If these other variables are not taken into account, a selection bias can result which
would distort the estimated effect of higher education.

Other sources of bias can arise when attempting to test for wider benefits, including:
e Measurement error caused by non-homogenous higher education;®
e If education is undertaken merely to signal pre-existing ability; and,

e Endogeneity, where the decision to enter higher education is partly dependent on
the social outcome being tested.

65 Survey results typically only indicate the level of education obtained, but there are many differences within a
single education category. Measurement error creates ‘noise’ in the data, leading to a downward bias in the
estimated coefficient of that variable.
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McMahon (1998) finds from a review of many studies on all levels of education that
the two principal sources of estimation bias (upward bias from omitted variables and
downward bias from measurement error) are usually of roughly the same magnitude
and so effectively cancel out. However, measurement error will vary according to the
particular study and education system being studied, so this rule of thumb is not
sufficient for all situations.

Therefore, to overcome the remaining estimation problems, researchers attempt to
isolate the effect of attending higher education by controlling for other explanatory
variables and exploiting data sources such as longitudinal surveys or studies of
identical twins. As some relevant factors (such as inherent ability,®® motivation or time
preference) are hard to control for, even thorough statistical studies are subject to
uncertainty as to the actual causal effect of HE, creating considerable debate in this
field.

Non-HE findings

Many studies on social externalities refer to education and skills as a whole rather
than higher education specifically and a clear picture emerges of benefits linked to
increasing qualifications at all levels. The Centre for Research on the Wider Benefits
of Learning (2006) summarise the main findings from the recent literature. School
level education and qualifications have been shown to reduce the risk of adult
depression, increase tolerance for other members of society, reduce community
crime levels and lead to higher self-reported measures of health. Related benefits
have similarly been found for adult learning and qualifications below degree level.

For instance, engagement in adult learning is linked to a wide range of health and
social benefits including smoking cessation, increased exercise, reduced obesity,
increased social and civic engagement, participation in voluntary activities and
improved parenting skills (Feinstein and Hammond, 2004; Feinstein, 2002; Tett and
Maclachan, 2007; La Valle and Blake, 2001; Dench and Regan, 2000; Barton et al,
2007). There is also good evidence of benefits to individuals including improved life
satisfaction and increased personal confidence. In a recent evaluation (LSC, 2009)
those who had completed an apprenticeship reported a wide range of benefits
including improved social, team working and communication skills (91%), more
confidence in abilities (94%) and improved quality of life (76%).

This is supported by quantitative international evidence. For instance, an additional
year of education is estimated to reduce the probability of US young people dying in
the subsequent ten years by 3.6 percentage points (Lleras-Muney, 2005), via an
effect on an individual’s health. In addition, Lochner and Moretti (2004) find school
education has a causal, negative effect on crime.

Many of the mechanisms by which wider benefits are realised are the same across
all types of education, but there are some fundamental differences. Most notably, the
counterfactual is different — the effect of leaving school early is very different from not

® The unobserved nature of inherent ability makes it the primary source of uncertainty in most studies of the
returns to education.
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attending higher education. Also the nature of education changes markedly from
school or college to higher education, so attitudes and behaviour are likely to be
affected in different ways. It is also likely that at some point the social benefits of
additional years of education face diminishing returns; so the results may not be
applicable for every marginal year of education.®’

HE-specific studies

As noted, a clear picture emerges from the research of a range of wider benefits
linked to increasing qualifications at all levels. However, many studies have been
able to focus on higher education and degree qualifications. Bynner et al. (2003)
study the link between education level and a range of potential social benefits using
data from the National Child Development Study (NCDS). The relatively rich nature
of the data allows for statistical controls to be added for a range of factors to reduce
the possibility of omitted variable bias.®® The cohort study also allows the authors to
test whether outcomes persist over time and a separate British Cohort Study (BCS)
dataset allows a test of whether the original results also hold for a later cohort of
individuals. The results from this and other relevant studies are provided in the
following sections.

Civic engagement

Bynner et al. (2003) find higher education increases the chance of an individual being
a member of a voluntary or charitable organisation. Adjusting for other factors, higher
degree graduates are over one and a half times more likely to be a member of a
voluntary organisation at age 42 than someone with A-levels or equivalent as their
highest qualification (Figure 23).

®7 Alternatively the opportunity costs of being out of the labour market accumulate, which would eventually render
social rates of return negative.

®8 The inclusion as controls of reading and maths scores at age 10/11 should go some way to control for
unobserved ability bias (i.e. the authors’ results are not the result of differential cognitive ability at this age).
However it is not clear how close the measures approximate to more well-known controls such as IQ. Therefore
the degree of causality cannot be fully inferred, but, given the range of other family-related control variables, the
results appear robust.
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Figure 23: Probability of having ever been a member of a charitable
organisation by educational attainment and cohort

025 -
s
0.2 1
015 A
£
=
[
-
2
S
0.05 4 ——1970 cohort age 30
—s= — 1955 cohort age 33
--a--- 1958 cohort age 42
D T T T

Below A-levels A-levels ar equivalent Sub-degree Degree ar higher

Highest qualification
Source: Bynner et al. (2003)

Note: Probabilities are adjusted results of logit regressions including control variables

Using US data, Dee (2004) finds a statistically significant effect of education (at all
levels rather than HE specifically) on subsequent support for free speech and the
frequency of newspaper readership. Going further, Keller (2006), using a cross-
section of countries, finds higher education to be the largest single determinant of a
country’s democratisation.

Attitudes

Higher education also affects the attitudes and behaviours of graduates. Figure 24
shows the estimated effect of qualifications on a measure of racial tolerance, after
having adjusted for other explanatory variables (Bynner et al., 2003). The positive
effects of higher education on racial tolerance are clear and appear to be maintained
over the course of respondents’ lifetime and in different age cohorts.

% This finding is more relevant less developed countries. The direction of causality between education and
democratisation has also been subject to debate.
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Figure 24: Adjusted score for race tolerance by educational attainment and
cohort
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Notes: Scores compiled from Likert scale survey questions in NCDS and BCS adjusted for other
factors in regression analysis. Higher score reflects more positive attitude towards people from other
races.

In the same study, higher education is found to explain a more critical engagement
with authority but, at the same time, also a lower degree of political cynicism. The
latter characteristic was borne out by a higher probability of voting amongst those
who had attended higher education, controlling for other possible explanatory factors.

International evidence is similarly supportive - Dee (2004) finds a positive effect of
qualifications on voter participation in the United States. OECD (2010) find tertiary
education is associated with higher levels of interpersonal trust in a cross section of
industrialised countries.

Attitudes and civic engagement — mechanism

The findings above, indicating a causal effect of higher education on civic
engagement and attitudes, are likely to represent direct effects of higher education,
i.e. systematically different behaviours seen amongst those with higher qualifications.
Given this, these findings provide valuable evidence to support the intrinsic
importance of higher education and its contribution to civic and cultural society.

These results also suggest that higher education may have a role to play in reversing
the decline in social capital observed over the last three decades of the twentieth
century (Putnam, 2000). Trust and group interactions are central to Putnam’s theory
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of social capital, so the fact that HE courses require, or at least facilitate, participation
in formal or informal groups and networks is important. However it is also possible
that the growth in higher education has been part of the fall in social capital as a
result of inequality between those that attended HE and those that did not, though
there is currently little hard evidence with which to assess this question.

Parenting and intergenerational effects

There are a number of studies pointing to an effect of higher education on a
graduate’s children. Using British Household Panel Study data from the early 1990s,
Ermisch (1999) finds that a mother’s education is a strong predictor of her children’s
educational achievements, particularly for daughters. Controlling for other factors, if a
mother’s highest educational qualification was a university degree, the likelihood of
her child obtaining a degree was 67% compared to only 12% if her highest
gualification was an O-level.

There is also evidence of more direct effects within the home. Bynner and Egerton
(2001) find that graduates, adjusted for all other factors, are half as likely to see
educational difficulties in their own children, compared with parents educated below
A-level. Feinstein and Duckworth (2006) find mothers’ participation in post-
compulsory education has small positive causal effects on the provision of an
educationally stimulating environment for their children. Similarly, Bynner et al. (2003)
show participating in HE is associated with higher cognitive ability scores and fewer
educational difficulties for one’s offspring, although the statistical significance for
these parenting factors is not as high as for the authors’ other indicators.

Corroborating these UK findings, many studies from other countries find a positive
causal link between an individual’s education and the health status and educational
attainment of their children.’® Of particular interest is Lillard (1993) who examined the
determinants of college enrolment in the United States using a longitudinal survey
covering the 1970s and 1980s. Aspects of a neighbourhood’s human capital (i.e. the
average education level) are found to affect the probability of a student raised in that
neighbourhood going on to enrol in college. This provides important evidence of peer
effects from higher education which go beyond the family to a graduate’s local
community.

Within-family effects may also not be confined to offspring — Cutler and Lleras-Muney
(2006) cite studies where, even controlling for education, those married to more
educated spouses have lower mortality rates. Grossman (1975) finds a woman’s
education to be a significant predictor of her husband’s health. However in general,
the literature on spousal effects is mixed. If an effect exists, it is likely to be
connected with healthy lifestyle factors which are discussed in the next section.

© See Haveman and Wolfe (2001) for a summary.
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Parenting — mechanism and economic impact

The results above suggest that, in general, children of graduates benefit in their
childhood development. One reason is that higher education may affect the choices
and investments made by parents. Supporting this, Bynner et al. (2003) find graduate
parents (controlling for other factors) read more to their children and own more books
than non-graduates. Another theory is that there are direct effects of education on
parental well-being and graduates’ willingness to pass on beliefs and aspirations.

Indirect factors such as income may also play a role (e.g. if graduate parents’ higher
earnings are used to purchase goods that enhance childhood development) although
there is limited evidence for this. Feinstein and Duckworth (2006), however, attribute
part of the parenting observations to uncorrected selection bias (as factors underlying
cognitive ability are especially difficult to control for by standard means), claiming
children of graduates inherit propitious unobservable characteristics which overstates
the effect of HE. Overall there is no clear-cut evidence as to what underlies the
parenting results.

On the economic impact of higher education on parenting, Haveman and Wolfe
(2001) calculate a monetary estimate for the UK of the finding that a mother’s
education increases the chance of her children attending higher education.”* Since
more childhood education raises human capital and income on average, this creates
a potential measurable monetary value. The marginal value of a mother’s first or
higher degree on their child’s time spent in education is estimated to be £1,200 and
£1,700 respectively? per person. Given the fairly limited scope of the study, this
result implies parental higher education is likely to have a substantial overall
economic value.

Health and longevity

Controlling for a range of other variables, Bynner et al. (2003) find graduates to be
less depressed (measured on a common psychological survey scale) than both those
with A-levels as their maximum qualifications and with qualifications below A-level
(the gap being larger with the latter group). Higher qualifications also have a
statistically significant negative effect on obesity levels.

Similarly, self-perceived health is also found to increase with an individual's highest
qualifications. The estimated effect is large - those educated to degree level or higher
are between 70-80% more likely to report ‘excellent’ health, compared with a similar
individual educated to level 2 or below. The authors, however, find no statistically
significant results for common individual health conditions (as measured by incidence
of bronchitis, asthma, stress and cancer), raising the possibility that better self-

> As found in Ermisch and Francesconi (2000).
2 Figures unadjusted for inflation since time of study.
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reported health amongst graduates reflects general feelings rather than an objective
measure of health status.’

In the United States, Grossman (1975) examines health using longitudinal data of
military veterans. Those men who undertook post-secondary degrees reported
systematically better health in later years than those of the same ability who finished
high school. Johnson (2010) finds similar effects of college education on self-
assessed health status in the United States using more recent data, and Bolin et al
(2002) finds the same effect from Swedish data.

Better health also makes considerable improvements to people’s quality of life and
longevity. Cutler and Lleras-Muney (2006) find US life expectancy increases by 0.6
years for every additional year of education.” In addition Grossman (1975) finds one
year of college reduced the probability of death between 32 and 46 years of age for
men in the US by 0.4%.” These studies are important because they point to a real
health effect, borne out by greater longevity, rather than just increased personal
sense of health status.

Healthy behaviour

A large part of the impact of education on health is the result of lifestyle factors, for
which there are a number of findings. Bynner et al. (2003) find that first and higher
degrees (the effect is not as strong for sub-degrees’®) are associated with a lower
incidence of smoking, although not necessarily the amount smoked. Controlling for
smoking behaviour at age 16, non-graduates educated to level 3 are around 50%
more likely than graduates to be a smoker at age 30.

An interesting case is provided by those who enrolled but subsequently dropped out
of higher education. Amongst this group the adjusted smoking and obesity indicators
exhibit worse outcomes than all other groups. This set of people had the necessary
qualifications and ability to attend higher education but went on to make much less
healthy lifestyle choices.

In the United States, de Walque (2004) finds college education for individuals born in
the US between 1937 and 1956 decreases the prevalence of smoking from 52% to
48%, as well as increasing the probability that a smoker will be able to stop. Likewise
being able to enrol in college and stay for a minimum of two years decreases the
probability of smoking during pregnancy by 5.8 percentage points amongst women
who were on the margin of joining higher education (Currie and Moretti, 2003).

"3 Johnson (2010), however, states that standardised self-reported health questionnaires are highly accurate
%redictors morbidity and mortality.

The authors use total years in education rather than identifying HE specifically.
’® There are no straightforward comparisons of life expectancy for graduates and non-graduates in the UK. In any
case, such statistics would not control for other potential common characteristics as the quoted results do.
® This group includes BTECSs, Higher Education Diplomas and full professional qualifications amongst others.
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Health - Mechanisms

Higher average income is one potential driver of healthier lifestyle choices. For
example, certain health-enhancing consumer goods’’ may be more income elastic
than others (i.e. they are consumed disproportionately as income rises). Similarly,
wealthier individuals may consume more healthcare, although in the UK this effect
would be mitigated by a health service that is free at the point of use. Also related to
income, graduates have a higher opportunity cost of ill health (for instance a spell out
of the labour market will be more costly for those with greater earning potential or job
satisfaction) and therefore face a market incentive to lead a healthy lifestyle. OECD
(2010a) confirm that self-reported health effects of tertiary education fall when
incor;;e is introduced to regression analyses, suggesting it does play a significant
role.

Apart from income, there are other indirect mechanisms which could explain the link
between higher education and health. For instance, graduates may be proportionally
more likely to choose careers with lower occupational hazards or live in less polluted
areas and higher quality housing (Haveman and Wolfe, 2001).

However, in a thorough quantitative study of all levels of education, Grossman (2006)
concludes “a very significant portion of this schooling effect [on health] cannot be
traced to income or occupation” (p.33). This suggests there are also some
behavioural aspects behind the causation. One possibility is that education increases
how much one cares about the future and therefore graduates may pay more
attention to lifestyle factors that will affect their quality of life in the future. Kenkel
(1991) provides some evidence to support this time preference argument. Knowledge
of health matters could also play a role — McMahon (2009) summarises a range of
studies which point towards more educated individuals staying informed about health
matters and becoming wiser and more frequent consumers of healthcare.

These explanations are consistent with economics of information theory, where
education helps individuals become more well-informed customers, and also
behavioural economics where more educated individuals would be better placed to
understand and act on evidence. In both cases this could translate into a health
benefit.

Health — economic impact

Improved health outcomes have direct benefits for government by reducing the
expenditure needed to treat preventable illness. Smoking-related illness alone has
been estimated by one study to cost the NHS £5bn per annum.”® In aggregate these
benefits are likely to be substantial if the results above do indeed reflect a causal
relationship between higher education and health and healthy behaviour.

" This could refer to some healthier foods, gym memberships etc. (Groot and Maassen van den Brink, 2006).
' Note Bynner et al. (2003) do not control for income.
" See Allender et al. (2009).
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In addition, applying a conservative value of health (as can be derived, for instance,
through Quality-Adjusted Life Years) to the increased quality of life or life expectancy
found in the studies above, would suggest the market value of the health effects
caused by higher education are substantial.

Regional impacts

Many of the positive externalities discussed in the preceding sections will also have
regional impacts. In addition, universities and students contribute to local and
regional communities in a number of different ways.

Regarding community involvement, Bond and Paterson (2005) find, from a UK
survey, that individual academics exhibit a strong commitment to engagement and
interaction with their communities in principle and in practice. This interaction with the
non-academic community is widespread and varied in form, including interactions
with schools, businesses, the media, governmental or non-governmental bodies at a
national level, and community groups or organisations at a more local level.

HEIs themselves directly provide cultural and welfare services to their local
communities. Similarly, the arts and culture sector benefits from infrastructure and
services originating from universities and HEIs. The most recent evaluation of third
stream funding (resources to encourage interaction between HEIs and external
organizations and wider society) found that “social, community and cultural events
represent one key area of the societal impact of HEIs. Overall, the number of
attendees at most types of events, both free and chargeable, grew over the period
2004 to 2007”.2° Quantifying these benefits however, is problematic, as there is
relatively little understanding of the full effects of cultural interaction — many of the
effects are intangible and for others there is limited information on willingness to pay.

Other factors

Higher levels of education may increase the efficiency of consumer choices (such as
choosing investment products in times of high inflation) which have positive effects of
well-being similar to those of money income (Haveman and Wolfe, 2001). Weale
(1993) also provides a reminder of the relevance of education as a consumption
good, enhancing individual’s leisure in its own right.®* The knowledge gained by
undertaking a degree could also have network externalities through social
interactions (Lange and Topel, 2006).

Education beyond the compulsory secondary level has also been found to be
associated with reduced crime. A study for the Department for Education and Skills
(Feinstein and Sabates, 2005) found male juvenile convictions for burglary per
thousand population were between 1.1 and 1.5 lower in areas where policies were

8 HEFCE (2009) p.11.
81 Whilst these benefits could be substantial, there is little evidence on the issue.
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introduced to encourage teenagers to remain in school, compared to untreated
areas. Crime reduction has a large economic and social benefit, but the evidence
regarding higher education, as opposed to school level education, is limited.

Not all social externalities of higher education have been found to be positive
however — increased education is associated with a higher divorce rate amongst
women® (Becker, 1981), a higher propensity to try illicit drugs (Cutler and Lleras-
Muney, 2006) and ‘white-collar’ crime (McMahon, 1998). Finally, higher consumption
of healthcare, meanwhile, may have long-run benefits but can impose large short-run
costs.

Quantifying non-market benefits

The previous sections have shown that there is strong evidence to support the
argument that higher education has a causal effect on a number of social benefits. A
question arises, therefore, as to the aggregate size of the non-market benefits and,
importantly, how much graduates benefit privately as opposed to how much society
as a whole benefits. The distinction between private returns and externalities is
important because it helps determine the optimal choice of higher education funding
(Chapter 5 explains this in detail).

The work of US economist Walter McMahon (1998, 1999, 2009) has made some of
the most ambitious advances in quantifying the overall rates of return from higher
education. The author attempts to place a monetary value on consensus findings
from academic literature, primarily using an income-equivalence method of valuation.
This method estimates how much expenditure would be required to achieve the
same social outcome as HE is hypothesised to cause by alternative means. Taking
the example of improved parenting behaviour, the alternative means could be
increased monetary ‘inputs’ to child development such as private tuition or
government expenditure on early-years education.

McMahon (2009) concludes that non-market private benefits (including own health,
longevity, child cognitive development and happiness) and social externalities
(including democracy, attitudes and reduced state expenditure on healthcare)
together sum to more than the average graduate wage premium. The two factors
together are estimated to total more than twice the earnings increment of a
bachelor’s degree in the United States.

A recent study by the New Economics Foundation (2011) applied a cost benefit
analysis tool, Social Return on Investment, to highlight and calculate some of the
broader UK-wide public benefits using case studies at two UK universities. Broadly,
it used 2 approaches — contingent valuation and revealed preference pricing — to
calculate monetary values for community outreach and cultural enrichment
programmes; public gains through social mobility; and other societal impacts such as

8 This may reflect, however, greater financial freedom amongst females.
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greater levels of interpersonal trust, political interest and reported good health. The
report recognised that there is a considerable amount of work to be done to develop
appropriate agreed methodologies, but noted the importance of universities gathering
better information on the wider benefits that they deliver.

In another study, Haveman and Wolfe (1984), using their own analysis and a review
of other literature, conclude that a conservative estimate of the value of non—labour
market effects of education to be "of the same order of magnitude as estimates of the
annual marketed, earnings-based effects of one more year of schooling" (pp. 400-
401). The authors maintain the same conclusion in subsequent papers.

Similarly, Grossman (2006) estimates that all of the health-related impacts of higher
education, including own health, effects on child health, spousal health and longevity
are collectively worth around 100% of the average increment to earnings in the
United States. Looking at the same factors, McMahon (2009) concludes them to be
worth 98% of the wage return. Given there is considerable uncertainty in quantifying
these effects, these two results exhibit strong consistency.

It is not just the average but also the distribution of non-market benefits that is of
interest (i.e. to what extent they vary across different groups of graduates).
Unfortunately there is little UK evidence on this question, but Junankar and Liu’s
(2003) study of Indigenous Australians implies that the non-market benefits of
increasing higher education participation amongst disadvantaged groups could be
significantly larger than the average. The authors’ results are primarily related to a
lower counterfactual amongst the disadvantaged groups studied.

Taken together, these findings provide a consistent picture of the aggregate effect of
all the wider benefits raised in this chapter being collectively worth as much or more
in financial terms as the more well-publicised wage returns from higher education. It
must be noted, though, that these quantification studies can be controversial which is
covered in more detail below.

Private versus social returns

Regarding to whom benefits accrue, it is clear that many of the effects in the earlier
sections represent private benefits rather than externalities. Health, for example, is
often thought to constitute part of an individual’s wellbeing and their human capital.
Therefore if graduates experience health benefits as a result of their education, a
substantial portion of this should be reflected in their utility or their income.®® So
findings such as Grossman’s (2006) conflate private and social benefits.

McMahon (2009), however, attempts to fully separate social and private benefits.
Using his income-equivalence approach, he estimates the present-value monetary
value of private non-market benefits in the US to be around $38,000% per year and
social benefits to be around $28,000 per year. This compares to the author’s

% In this example, though, there are still positive externalities through reduced NHS expenditure. In general the
distinction between private and social non-market benefits is not likely to be exact.
8 Al figures are in 2007 dollar terms.
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estimated annual private market return of $31,000.%° These results would mean
social external benefits total around 40% of the total private benefits. In addition, the
author runs dynamic simulations to estimate the interaction and knock-on
consequences of all private and social benefits. This increases the estimated
proportion of total benefits that are social to around 50%.

However, there are reasons why these findings might not fully reflect reality. Firstly,
the research is constrained by what it can quantify — social capital and own
happiness are not included within the estimates because there is no satisfactory data
by which to measure them. But putting a per-degree monetary benefit on factors
such as democracy ($1,830) and political stability ($5,813) can also be seen as
controversial, as the benefit from institutions is not normally considered in marginal
terms. There are also questions over some components of the results — the monetary
benefit of reduced crime in particular is very sensitive to the assumption of the
marginal effect for higher as opposed to earlier education — and to what extent they
can be applied internationally.

Overall there has been an insufficient volume of research to conclusively determine
the relative size of private and social benefits. McMahon (2009) (and other studies he
summarises) provide a clear indicator that private non-market benefits are likely to be
of comparable magnitude to the graduate earnings premium and that social benefits
are also highly substantial, if intrinsically less quantifiable. Because of the ongoing
estimation problems, however, more research is needed to reach a consensus on
this distinction.

Conclusion

Although research into wider benefits is subject to uncertainty and debate, higher
education seems to make a significant contribution to a range of social and well-
being factors. The relationship between higher education and non-market benefits is
in part indirect — occurring via higher income or living arrangements — but there is
also evidence of direct relationships driven by changes in behaviour, preferences and
attitudes.

There has been some work on determining the overall financial impact of these
findings but there is considerable scope for future research. Those quantitative
studies that do exist suggest graduates experience strong private non-market
returns, but a consensus on the distinction between these and genuine externalities
has not been reached, so there remains some uncertainty. It is clear, though, that, on
average, graduates and society both experience large non-market returns from the
provision of higher education.

% This figure should not be compared to the private returns in Chapter 2 as the calculation method is different.
What matters here is the relative size of the figures from the same study.
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4. Higher Education and Social
Mobility

Summary

Social mobility broadly refers to the movement — both up and down — of individuals
between different socio-economic groups. Intergenerational mobility is concerned
with the relationship between the socio-economic status of parents and the socio-
economic outcomes of their children as adults. There is general agreement that
there was an increase in upward social mobility in the UK in the years after the war,
driven by the general improvements in occupations, which then became steady (or
possibly decreased) for men while continuing to increase for women. International
comparisons are difficult but the UK tends to be low or middle-ranking based on
different measures. A number of factors are argued to influence the rate of mobility
including cognitive factors, parental influences, social capital, early labour market
experiences and income inequality. Education is generally agreed to be an
important factor in determining an individual’s mobility, with the role of higher
education particularly highlighted as a route to higher earnings and social status.
Over the past 15 years there have been considerable improvements in widening
participation in HE to young people from disadvantaged backgrounds. However,
these improvements have not been uniform across the HE sector with the
participation rate of the most disadvantaged young people in the most selective
universities virtually unchanged over the same period.

Introduction

Social mobility can be defined and measured in a number of ways, but broadly refers
to the extent to which life achievements are determined by a person’s starting
position in life. Generally the focus has been on the ability of individuals from
disadvantaged backgrounds to ‘move up in the world’, but it is also important to note
that increasing the upward mobility of more disadvantaged groups can imply
downward mobility for more advantaged groups. There has been a general
acceptance that increased mobility is desirable from an equity perspective, however,
there is considerable debate about what level is desirable or possible, how it should
be measured, and what are the most effective and efficient mechanisms for
achieving it. Also, there is no clear picture of the relationship between social mobility
and economic growth.

The Government has recently published its Strategy for Social Mobility (HMG, 2011)
which confirms social mobility as being one of the principal goals of social policy, and
presents a wide range of evidence on social mobility in the UK.
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Definitions and measures of social mobility

Social Mobility refers to the movement of individuals from one position in society to
another. It can refer to the likelihood of children being in a different class/position
than their parents (inter-generational mobility) or the mobility of an individual within
their lifetime (intra-generational mobility); most analyses focus in inter-generational
mobility. It can be measured in absolute or relative terms: how well a whole
generation is doing compared to a previous one, or comparing the chances of
children from lower class backgrounds prospering (relative to their parents)
compared to those from higher class backgrounds, respectively.

Originally social mobility tended to focus on changes in social class/socio-economic
status/occupational status — characterised by factors such as wealth, ownership,
labour market position, and concepts such as social and cultural capital. More
recently analyses have been undertaken using measures of income, considering
movement between different parts of the income distribution, usually split into
quartiles. It is worth noting that, since social classes can and do change in size over
the years, it is possible that absolute and relative levels of upward mobility (as
measured by social class) can all increase if the overall size of the higher social
classes increase — and there is evidence that this was the case for much of the last
century (Heath and Payne, 1999). The use of income quartiles, by definition fixed in
size, means that upward income mobility for some is inevitably mirrored by
downward mobility for others.

Other aspects of mobility are sometimes considered — such as educational
attainment or quality of participation in the labour market, though these are often
taken to be leading indicators of social mobility. Also, most analyses tend to focus on
fairly large groupings within society rather than being able to identify the “top or
bottom 1%”, although it appears that mobility tends to be very low at the very top and
very bottom of the income distribution.

The following sections review the historical patterns of social mobility and
international comparisons before considering the factors that may affect it (including
the central role of higher education) and the latest indicators relating to widening
participation and improving fair access.

Historical changes in social mobility

Data that compare the occupation class of men and their fathers confirm that the
level of social mobility of those entering the labour market after the war was higher
than those entering the labour market before the war and that this continued until at
least the end of the 1950s, indicating a growth in absolute mobility (Heath and
Payne, 1999).

Recent economic analyses suggested that there was a decrease in income mobility
between the 1958 and 1970 birth cohorts (Blanden, Gregg and Macmillan, 2010)
although analyses by social class found no change in mobility (Goldthorpe and
Jackson 2007). Further work (Blanden and Machin, 2007; Goldthorpe and Mills,
2008) has suggested that both income and social mobility of men has been broadly
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constant from the 1970s cohorts onwards (Figure 25). Itis likely that the debate on
both resolving the different results and assessing whether income or social class is
the most appropriate measure will continue.

Figure 25: Percentage of men in higher social class than their father
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Source: Goldthorpe and Mills (2008). Lines show confidence intervals; the blue dots represent
different types of surveys from the red dots and are not comparable

Many income-based studies have tended to focus on male mobility because income
Is strongly affected by women'’s labour market participation. Many social class
analyses specifically focus on gender to understand the impact of women’s increased
participation in the labour market and increasingly in higher occupations. Other
studies have decided that the appropriate ‘unit of analysis’ might be the couple for
married or otherwise partnered people, and therefore have classified single
individuals by their own employment while couples are classified according to the
individual with the ‘dominant’ labour market position within the couple.

Since 1930, cohorts of women have experienced steadily increasing chances of
gaining a higher occupational class job than their father, compared to those born
before 1930 who were more likely to move to a lower occupational class. More
recent cross-sectional surveys suggest the number of women attaining a higher
occupation than their parents has continued to steadily rise since 1970 (Figure 26),
mirrored by a decline in those becoming downwardly mobile relative to their parents.
However, upward mobility of women in 2005 remained lower than for men.
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Figure 26: Percentage of women in higher social class than their father
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International Comparisons

There is an extensive literature exploring measurement and differences in social
mobility in different countries (Breen 2004, d’Addio, 2007, Blanden 2009). While
there is a recognised schema for representing social class across different countries
(Erikson and Goldthorpe, 1992), the difficulty of international comparisons, whether
using income or social class measures, is widely acknowledged. However, Blanden
(2009) considers a range of literature on income, social status and income mobility
across generations and concludes that they point towards similar international
rankings, with a few notable exceptions. In particular, the US is considered
“immobile by income measures but rather more mobile in terms of social status and
education whereas for Germany the reverse is true”. She concludes that the UK
“tends to be towards the immobile end of the spectrum on all measures”.

Figure 27 and Figure 28 show the relative position of the UK compared to other
countries using measures of income and occupation. The height of each bar in
Figure 27 shows the strength of the relationship between sons’ earnings and their
fathers’: higher bars indicate a stronger relationship, which is an indication of lower
mobility.
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Figure 27: Strength of link between individual and parental earnings across
OECD countries
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Figure 28 shows the proportion of men and women who end up in a ‘better’ job than
their parents.®® For men the figure for the UK is low by international standards and
for women the figure is at the bottom of the range.

8 |t should be noted that the results are based on different data sources for each country, each of which use their
own different occupational class schemas, making cross country comparisons uncertain.
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Figure 28: Proportions of men and women in higher occupational groups than
their parents
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Although a consensus does not exist on how the mechanisms work, there appears to
be a relationship between (cross-sectional) income inequality and intergenerational
earnings mobility, so that countries with low income inequality tend to have relatively
high social/income mobility (Blanden, 2009). This is certainly the case in
Scandinavian countries. However, other countries such as Australia do have levels
of income inequality comparable to the UK, but seem to achieve high levels of social
mobility. It is noted that income inequality in the UK rose strongly through the 1980s
(Brewer et al. 2008), which may account for some of the differences in mobility
findings as measured by income and social class.

Factors influencing mobility

Many of the studies noted above have focused on examining the overall level of
mobility in a society, highlighting the importance of factors such as income inequality,
educational spending and high returns to education, which appear to be highly
correlated with the level of social mobility. This section examines social mobility from
the individual’'s perspective, highlighting the importance of education at different
stages and the apparent key role of higher education.

The Government’s Strategy for Social Mobility (HMG, 2011) presents a life cycle
approach to considering and addressing social mobility. Researchers and academics
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working in the area of social mobility have identified a number of key factors relating
to individuals which are seen as important influences on social mobility.

Early years influences — foundation years are a period of rapid development and
gaps emerge early with children from poorer families generally scoring lower in
various cognitive and developmental tests. Researchers have identified a range of
factors such as parenting style, the quality of home environment, family structure and
pre-school care (Sylva et al., 2004) which can set a pattern of development in later
life that it is hard to reverse even through schooling.

Parental education — as discussed in the previous chapter, several studies have
investigated the impact of the level of parental education and social class on social
mobility (particularly as measured by income or attainment of a degree). While there
is evidence of a decline in the advantage of having degree educated parents in terms
of performing well at age 11 and 16 for the current generation compared to previous
ones, a substantial advantage remains. For children born in 1989/90, the odds of
obtaining at least 5 good GCSEs were still four times higher for children of degree
parents than for those whose parents did not go to university — compared to 4.6
times higher for those born in 1970 and 6.5 times higher for those born in 1958
(Ermisch and Del Bono, 2010).

Education and qualifications — some studies have focused on the acquisition of
educational qualifications. Although this may be interesting since educational
qualifications confer a status, it is generally agreed that education translates into
other or wider measures of social mobility through a range of mechanisms, most
importantly cyclical and structural developments. Generally, an individual’'s level of
education is found to be one of the most important influences on their mobility.
However, there is evidence that the introduction and expansion of universal
education systems, thereby increasing overall levels of education, does not lead to
increasing levels of overall social mobility (Nunn et al., 2007). It appears that the
mechanism through which education influences social mobility is by conferring an
advantage to an individual based on the level of their qualifications relative to others.
This means that equity in access to education and closing the attainment gap are
important in increasing social mobility.

Cognitive and non-cognitive attributes — many analyses have included measures
of cognitive and non-cognitive attributes. Some analysts see intelligence, as
measured by 1Q tests (or other tests of intelligence) as being the key factor in
determining mobility (Saunders, 2010). Other studies have focused on factors such
as ‘application’, ‘self-regulation’, ‘empathy’ and ‘character’ (Lexmond and Reeves,
2010).

Social and cultural capital — resources based on group membership, relationships,
influence and support networks and the forms of knowledge, skills, education and
advantages that a person has can increase their potential to ‘move upwards’. There
IS some evidence which suggests that ‘traditional working class’ social capital has
declined while other ‘negative’ forms have emerged such as worklessness, anti-
social behaviour and drug abuse. A lack of positive role models, peer pressure,
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poverty of ambition and risk aversion may also act as barriers to social mobility
(Nunn et al., 2007).

(Early) labour market experiences — some analyses have highlighted the
importance of early labour market experience in influencing individuals’ subsequent
life chances (Bukodi and Goldthorpe, 2009). In recent decades substantial levels of
worklessness, long-term economic inactivity or a ‘low-pay — no-pay’ cycle have
emerged in some areas and/or specific population groups (McKnight, 2000; Kemp et
al., 2004; Carpenter, 2006).

Environmental and labour market factors — in addition to these individual-related
drivers, researchers have identified a substantial number of ‘environmental’ factors
which impact on overall levels of mobility including economic structures and
enablers, poverty and inequality and a range of area-based influences. For instance,
Crawford et al (2011) and others identify a number of key features of the UK labour
market which have impacted on social mobility and have implications about the
possible approaches to increasing it. For instance, the ‘*hollowing out’ of intermediate
skill jobs, which is evident in the UK may make it more difficult for people to move out
of lower level jobs purely because there are fewer middle level jobs available. They
also discuss aspects of employment law such as maternity/paternity leave, which at
levels of up to 12 months appears to have a positive effect on children’s outcomes
and hence social mobility. Similarly, they conclude that minimum wage legislation
has had a positive impact on social mobility by reducing wage inequality without
adversely affecting employment or people’s decisions about education.

There is a substantial literature on the influence of a range of spatial and locational
factors, which are discussed only briefly since they fall beyond the scope of this
paper. For instance, several researchers identify the wide socio-economic
divergences between different locations including social mix, crime, types of housing,
availability of employment, access to transport and access to the internet which have
substantial long-term impacts on achievements of individuals (Nunn et al., 2007).

The Role of Higher Education

While there is an active debate about the importance and relative impact of different
influences and interventions at different stages of the life cycle,®” there is broad
agreement that educational achievement at age 16 and in post-compulsory education
are extremely important in determining the level of intergenerational mobility.
However, it is clear that many of the factors are interrelated and the dominant role of
education disguises an important role for cognitive and non-cognitive skills in
generating intergenerational persistence.®®

87 Much of this debate is helpfully summarised in Crawford et al. (2011) and Nunn et al. (2007),

8 Intergenerational persistence is a term which measures the extent to which an attribute (eg income or social
class) is passed from parent to child. Persistence of 1 or 100% means that children inherit exactly the status of
their parent. One study (Blanden, Gregg and MacMillan, 2006) explored the role of education, ability, non-
cognitive skills and labour market experience in generating intergenerational persistence in the UK. It found that
these variables explained around half of the association between parental income and children’s earnings for the
1970 cohort. Post-16 qualifications accounted for around 20% of persistence, with degrees accounting for about
half of this. Cognitive and non-cognitive skills were found to work largely through influencing the level of
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Several studies have considered why the expansion of universal education systems
and in particular the huge expansion of HE participation have not led to increasing
levels of social mobility. There is wide agreement that boys and girls from middle-
class families have been better able to take advantage of increasing educational
opportunities, partly because of higher levels of social and cultural capital but
financial factors and risk aversion have also been highlighted (Breen and Goldthorpe,
1997; Callender and Jackson, 2005; Connor et al., 2001). This differential access to
education tended to reinforce the position of different groups. Blanden et al. (2006)
concluded:

The growing imbalance in access to higher education by family background as
HE expanded has been noted in a number of other papers ... and here we
provide powerful evidence that this imbalance is driving the decline in
intergenerational mobility in the UK [between the1958 and 1970 birth cohorts]

The previous chapters explored the financial and wider benefits that HE participation
can confer, and noting the higher returns for people from more disadvantaged
backgrounds and from more selective institutions. It is clear that HE participation is
an important factor in increasing earning potential and expanding opportunity for
individuals. It follows that increasing the numbers participating in HE is key to
improving overall levels of social mobility in the UK, in order to ensure that everyone
with the ability to succeed in HE is able to benefit from the advantages and increased
opportunities that it brings.

Drivers of participation in HE

It is important to understand the mechanisms for increasing participation in HE
across all social groups, and in particular to ensure that bright young people from
more disadvantaged backgrounds attend the most selective courses and institutions
where there appear to be the highest financial returns. Earlier literature tended to
report that the likelihood of a young person attending HE is strongly related to that
young person's background - in particular their parents' education level and/or socio-
economic background (Blanden and Gregg, 2004; Carneiro and Heckman, 2002 and
2003; Gayle, Berridge and Davies, 2002; Meghir and Palme, 2005; Haveman and
Wolfe, 1995).

More recent studies have found that the key determining factor of whether a young
person goes into HE is their prior attainment (Broecke and Hamed, 2008; Chowdry et
al, 2009). The differences in HE participation rates of young people from the most
and least levels of disadvantage are largely explained by the differences in
achievement at GCSE and A-level. Figure 29 shows that the participation rate for
similarly achieving young people is very similar regardless of their FSM status.
Similar results are found using other measures of disadvantage.

education attained, but were also found to have a residual influence even when educational attainment was
included.
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Figure 29: Participation in HE is strongly related to prior attainment
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As shown in Figure 30, there are strong links between academic performance/
progress at all ages and social class and other forms of disadvantage, which seem to
hold even once differences in prior attainment are allowed for (DCSF, 2009). This
suggests that some of the socio-economic differences in HE participation are
reflections of earlier inequalities in primary and secondary school performance.

However, while prior attainment appears to be the most important determinant of HE
participation, even exhaustive studies such as Chowdry et al. (2009) find that there is
a socio-economic gap in young HE participation even after allowing for attainment at
GCSE and A level. Other studies identify large differences in HE participation by
ethnicity even after accounting for prior attainment (Broecke & Hamed, 2008). There
is good evidence that outreach and other activities do have an effect on participation
of different groups (Morris et al., 2009). There is a substantial literature showing that
tuition fees and the availability of grants and loans do have an impact on
participation. While fees do reduce participation, evidence shows that the availability
of grants and loans do counteract this, so that the most recent changes to student
support were neutral in terms of participation (Dearden et al., 2010). Finally, it is
clear that people who have failed to achieve good qualifications through a traditional
school route can still get into and succeed in HE through alternative routes such as
HE access courses (BIS, 2010).
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Figure 30: Children from disadvantaged backgrounds tend to underperform
their more advantaged peers throughout their school career
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As discussed in Chapter 2, there are significant differences in returns to HE study
across different institutions, subjects and types of student. Crucially in terms of
contribution to social mobility, it is clear that there are substantial differences in the
participation rates of young people in the most selective institutions by school-type,
socio-economic group and other forms of disadvantage (Sutton Trust/BIS, 2009;
Chowdry et al., 2009). While the literature is much more limited, there is substantial
data which shows that older and ‘non-traditional’ students with vocational
qualifications tend to be concentrated in ‘post-92’ universities (Sinclair & Connor,
2008).

Therefore, while improving attainment of young people in schools is extremely
important in increasing participation in HE, it would not address all aspects of
participation in HE. In particular, it is important that routes remain open for those with
the potential to succeed in HE, but whose attainment at school did not reflect their
longer term potential, and that everyone is encouraged to consider participation in
the subject and institution that will confer them the greatest advantage.

Postgraduate study

As noted in Chapter 2, there are benefits to postgraduate study which include lower
unemployment rates, a heightened probability of working in higher occupations and
higher earnings. Postgraduate study is a popular destination for undergraduates.
For many professions a postgraduate qualification is a requirement, but more
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generally postgraduates are primarily motivated by a desire to further their careers
with subject interest being of secondary importance (Allen et al., 2006; Purcell et al.,
2005). Most evidence appears to indicate that, once the decision has been made to
study in HE, entry to postgraduate study is not influenced by social class, though
there may be some issues for students who are first in their families to go into HE
(Stuart et al., 2008). Generally, it appears that the disadvantage evident in students
entering HE has been alleviated by the time they reach postgraduate level.

Progress to date on increasing and widening participation

Young (18-19 year old) participation®® in HE has increased for England, rising from
30% cent in the mid-1990s to 36% at the end of the 2000s (Figure 31), making young
people today over 20% more likely to go on to higher education than in the mid-
1990s, with over half of this increase happening in the past 5 years.

Figure 31: Trends in young participation for England
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Notes: The following charts (Figures 31, 32 and 34-36) show cohorts of young people rather than
entry in a particular year, so that '94:95' refers to the cohort aged 18 in 1994 (with entrants to HE in
academic years 1994-95 or, aged 19, 1995-96). Figures for 07:08 and 08:09 are provisional but are
not expected to change materially. Figures for 09:10 involve some evidence-based projections, so are
considered less certain.

89 Young participation refers to people entering HE for the first time at ages 18 or 19. Note that the well-known
HEIPR (HE Initial Participation Rate) refers to participation up to age 30.
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There are large differences in participation rates according to where young people
live. Currently fewer than one-in-five young people from the most disadvantaged
areas enter HE compared to more than one-in-two for the most advantaged areas.
However, young people from disadvantaged areas are substantially more likely to
have entered higher education since the mid-2000s. The proportion of young people
living in the most disadvantaged areas who enter HE has increased by around 30%
over the past five years, and by 50% over the past 15 years (Figure 32). Further, the
increases in the young participation rate for those living in the most disadvantaged
areas have been greater in proportional terms and, since the mid-2000s, percentage
point terms, than the rises for those living in advantaged areas. Therefore the
differences in participation rates between advantaged and disadvantaged
neighbourhoods have reduced since the mid-2000s.

Figure 32: Trends in young participation for the most disadvantaged areas
determined by HE participation rates
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This progress is also reflected using data on participation of students classified by
socio-economic group. Figure 33 presents information on the participation rates of 18
year olds from both higher and lower socio-economic classes and the gap between
them.
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Figure 33: HE participation rates of 18 year olds by social class
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As noted, prior attainment does appear to be the key factor in determining
participation in HE and the changes above are reflected in the improvements in
GCSE attainment of young people in different groups. Other than improving the
attainment of more disadvantaged pupils, there have been a number of other
approaches aimed at widening participation in HE.

The overall expansion of numbers in HE has allowed and underpinned the widening
of participation, whereby young people from more disadvantaged backgrounds have
been able to enter HE without displacing those from more advantaged backgrounds.
There have also been a number of specific initiatives to support widening
participation. However, there is a lack of robust evidence on the impact of these
various initiatives, which have included:

e Widening Participation Allocation through the HEFCE funding mechanism, where
HEIls are allocated additional funding based on a formula weighting the number
of students recruited from different areas and background;

e Access to Learning Fund enabling HEIs to provide additional financial support to
students facing financial hardship beyond the standard student support package;

e OFFA-approved ‘access agreements’ which sets out how HEIs intend to use

income bursaries, other financial support and outreach work for under-
represented groups; and,
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e Programmes which provide a range of activities aimed at increasing the
awareness of HE and aspirations to participate amongst young people from
disadvantaged communities.

There is some evaluation evidence around the impact of Aimhigher which indicated
that it had increased the participation rate of young people with average attainment in
Excellence Challenge schools with by 1ppt (Morris et al. 2009). Earlier studies
indicated that Aimhigher activities helped to increase attainment and aspiration of
potential applicants (Morris et al 2009, Emmerson et al. 2006). However, since
Aimhigher comprised a range of activities which are determined and delivered locally,
it is not possible to assess robustly which elements are most effective or how they
operate. A number of studies (Sutton Trust/Boston Consulting Group, 2010, Davies
et al., 2009, HEFCE, 2009) have explored the impact of activities such as summer
schools or highlighted the differences in information, advice and guidance or general
support available to different types of young people. While these studies tend to
confirm that young people from more disadvantaged backgrounds do not receive the
same levels of support as their more advantaged peers, there is little robust evidence
of the quantitative impact of different measures or initiatives.

Progress on improving Fair Access

While progress on widening participation in HE as a whole is encouraging, recent
analysis by OFFA (2010) has confirmed that the success in widening participation to
the sector as a whole has not been replicated in the most selective institutions.
While there have been substantial increases in participation among the least
advantaged 40 per cent of young people across higher education overall compared
to the mid-1990s, the participation rate among the same group of young people at
the top third of selective universities has remained almost flat over the same period
(Figure 34).
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Figure 34: Participation rates of the bottom 40% (by parental education) of
young people
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Furthermore, increases in the participation rate of the most advantaged over the
same period (Figure 35) have led to relative differences in participation at these
institutions increasing: the most advantaged 20 per cent of the young population
were around six times more likely to attend HE in the mid-1990s but this increased to
around seven times more likely by the mid-2000s (Figure 36). It is interesting to note
that since the mid-2000s, a period concurrent with the operation of the current
student tuition contribution and support arrangements, this ratio has not increased
further. However, it might be noted that the ratios have continued to improve at
medium and lower tariff institutions.

79



Higher Education and Social Mobility

Figure 35: Participation rates of the top 20% (by parental education) of young
people
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Figure 36: Relative participation rates of the top 20% and bottom 40% (by
parental education)
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Influences on Fair Access

Prior attainment — recent research by the Sutton Trust and BIS (2009) confirmed
that the single most important factor determining the probability that students
obtained a place on one of the most academically demanding degree courses was
the student’s own A level (or equivalent) results.

Applications behaviour — beyond this, the differences, by type of school or college,
in participation rates on the most academically demanding courses can be largely
explained by differences in the number and patterns of applications from different
types of school or college: pupils from independent schools in the top fifth of schools
according to average A level attainment, on average made twice as many
applications to ‘Sutton 13'*° universities than their peers from comprehensive schools
with similar overall levels of attainment. (Sutton Trust/BIS, 2009)

Financial support — it appears that finance plays a secondary role in young people’s
decision to attend HE, though can influence their decisions on where to attend.
Recent research (BIS, 2010) suggests that, to date, financial factors appear to exert
a geographical influence through whether people can continue to live at home. The
same research indicates that there may be a lack of understanding or knowledge of
bursaries and student finance in general. The OFFA research, discussed above,
concluded that bursaries offered by universities had not had any influence on young
people’s choices between universities.

Knowledge and understanding of HE — several studies have highlighted the
differences in the information, advice and guidance and general support available to
different types of young people. This may contribute to the lower awareness of
young people from state schools about the differences between HE institutions and
their outcomes (Davies et al., 2008).

BIS and Sutton trust are currently undertaking work to understand the decision
making of high achieving young people, but it is likely that improving the attainment
of disadvantaged pupils will not be enough to make progress in fair access. Other
initiatives will be required, involving improving the information, advice and guidance
available to all groups and raising the aspirations of very bright young people to
attend the most selective courses and institutions.

Conclusion

The UK is noted as having relatively low levels of social mobility compared to other
OECD countries. It also appears that social mobility in the UK has been relatively flat

% Sutton 13 is the group of ‘research intensive’ universities used by the Trust in analyses aimed at understanding
Fair Access issues; it comprises Bristol, Cambridge, Oxford, Durham, Edinburgh, Imperial, UCL, LSE,
Nottingham, St Andrews, Warwick, York and Birmingham.
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for some generations born since the 60s, though there may be some small
improvements in leading indicators such as educational performance.

Education is recognised to be an important influence on social mobility and higher
education appears to be a particularly important factor. Therefore, increasing
participation in HE, particularly in those areas which confer the greatest returns, is
likely to have a significant impact on social mobility. There is evidence that middle
class and higher income families benefited most from the rapid expansion of higher
education, which may have had the effect of reinforcing the status quo in terms of
income and social class.

Over the past 15 years, and particularly over the last five, there have been
substantial increases in the HE participation rates of young people from
disadvantaged backgrounds, which should have a positive impact on increasing
social mobility. However, the success in widening participation to the sector as a
whole has not been replicated in the most selective institutions which tend to confer
the greatest benefits. It appears that this is mainly due to the applications behaviour
of young people, which in turn may be due to lack of good information, advice and
guidance for all groups of potential applicants.
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5. The Role for Government in
Higher Education

Summary

Government intervention in Higher Education is justified by the presence of a
number of market failures. These include imperfect information leading to failures
in credit markets, equity concerns and the presence of positive externalities.
Whilst some of these factors are shared by other sectors, such as health care
and primary education, in other respects the HE sector differs significantly.

The evidence does not point towards one solution in HE. There are a range of
approaches taken internationally, and government intervention requires complex
targeted measures.

This chapter sets out the economic rationale for government intervention in HE
and describes how interventions and individuals’ contributions have evolved over
time. Evidence is also presented which suggests lessons can be learnt from past
policy interventions and adapted to meet the future challenges of delivering high
quality higher education in England.

Introduction

Across the world, the role taken by governments within Higher Education systems
varies widely. It can vary in terms of the level and nature of tuition fees, student
support, and public subsidies for teaching. A review of sixteen other countries carried
out by London Economics (BIS, 2010d) demonstrated the nature of these
differences. Figure 37 shows a simple classification of systems based on tuition fees
and student support systems. The English financing system is categorised as having
relatively high tuition fees combined with a well developed and heavily subsidised
student support system.
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Figure 37: Characteristic-based groupings of international Higher Education
systems
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Source: London Economics in BIS (2010d). OECD (2010a) provides a fuller classification of countries
where Japan and South Korea are given as examples of Group 4.

To further illustrate differences between countries, Table 5 provides comparative
examples of three distinct HE funding systems in Australia, the United States and
Denmark. These three countries provide useful comparators as, broadly speaking,
the United States represents one of the most market-driven systems in the world,
Australia shares many of the features of the UK system, and the Danish system is
much more heavily public-based.

Table 5: Comparison of international HE funding and student finance systems

United States Australia Denmark

Providers Public and private Predominantly Public institutions

mix. public but some only.

private.

Graduate No limits — Maximum limit No fees for full-time
contributions | institutions are free | which varies by students. Small

to set their own subject ranging from | contributions for

fees. Average £2,300 to £5,000. part-time students.

contributions by Lowest cap for

type of college National Priority

range from £1,500 | subjects (science,
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United States

Australia

Denmark

to £20,000. Large

maths, nursing etc.).

variation.
Student Federal Pell®* Income contingent | Government issues
support grants of up to loans repaid from grants of around
£3,500, dependent | income above £7,500 per annum.
on family income. £23,000. Incur low Mortgage-style
Mixed loan system | rate of interest with | subsidised loans of
with real rate of a discount for £3,500 are also
interest and paying contribution | available.
mortgage-style up-front.
repayments.
Teaching No national system | Federal support Highly performance
Grant — States arrange provided via block based. A formula is
teaching funding grant to HEI to used for allocation
allocations in public | provide specific which includes a
HEIs, often with number of range of student
performance supported places. outcome measures
contract. Value varies by including course
subject. satisfaction.
Private Private students are | No government N/A
providers eligible for Pell contribution. No
grants. No tuition fee limit.
government Students at eligible
teaching funding private institutions
and limited can apply for
oversight. government
support.
Further Other Federal Two main student Additional loans for
student grants for poorer scholarship funds certain groups.
support students. States which allocate

and private
institutions often
have their own
support schemes.

means-tested
grants. Means-
tested income
support available
under the Youth
Allowance.

Source: Taken from BIS (2010d). Currencies were converted to pounds using Bank of England spot

exchange rates in November 2009

%! The Federal Pell Grant Program provides need-based grants to low-income undergraduate and certain
postgraduate students to promote access to higher education.
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These international differences result in varying levels of public and private
investment in HE. As a percentage of GDP, public expenditure on higher education in
the UK was 0.7% in 2007 compared to 0.6% from private expenditure (Figure 38).

Figure 38: Public and private expenditure on tertiary education as a percentage
of GDP, 2007
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Source: OECD (2010a)

Notes: Private spending includes tuition fees and other student or household payments to educational
institutions, minus support provided through public subsidies (including subsidies for tuition fees)
which are included in public expenditure. It is important to note that whilst this OECD indicator covers
all educational expenditure on institutions delivering or supporting educational core services, ancillary
services (such as housing and transport) and research and development, it excludes expenditure
outside institutions such as living costs and foregone earnings. It also excludes, therefore, public
subsidies for educational expenditure such as maintenance grants and loans for students’ living costs,
even though some of this may be recycled into HEIs through halls of residence and other spending.®?

Public and private expenditure combined increased from 1.0% in 2000 to 1.3% in
2007. However, this remains below the OECD average of 1.5% and significantly
behind the expenditures of leading countries like the US (3.1%), Canada (2.6%) and
Korea (2.4%).

%2 A more comprehensive measure of public investment would include these expenditures (see for example
OECD (2010a) EAG, Chart B5.2). However, this alternative data does not reflect the net cost of student loans (i.e.
after repayments), only the gross outlay. It does not therefore accurately reflect the true cost to government of
public investment or the differences in countries’ student support repayment terms (and thus the true level of
subsidy graduates receive).
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The balance of contributions between private and public investment in HE has been
changing over time. Between 2000 and 2007, the OECD (2010) report that most
member countries experienced an increase in private expenditure on HE as a
proportion of the total. The UK experienced one of the largest increases during this
period but a number of other countries also introduced or increased student
contributions.

For the UK, most of the increase in private expenditure was attributed to the
significant increase in household expenditure on tuition fees compared to the
previous year, due to the 2006/07 academic year reforms (when the cap on annual
tuition fees for domestic students was raised from £1,100 to £3,000). Over time, this
was almost exactly offset by the reduction in direct public expenditure.®

The size of the HE sector is an important factor in determining the level of a country’s
investment. For example, the total amount spent on tertiary education could reflect
the number of students in each country or, alternatively, differences in the mix
between teaching and research activities. Figures for expenditure per student,
broken down into different types of expenditure, are presented in Figure 39 for the
countries for which OECD data was available. This shows that in the UK, expenditure
per student across all tertiary education activities was nearly $15,500 in 2007, well
above the OECD average of under $13,000. A larger than average fraction of this
was composed of research and development so core service expenditure (i.e. that
related to teaching) was actually lower than the OECD average.

However, it is important to note that annual data of this nature does not necessarily
reflect the differences between countries in HE provision; for example, the length of
courses (or efficiency of provision) and quality of educational outcomes vary. Such
factors are difficult to accurately adjust for. OECD analysis that uses simplifying
assumptions to adjust for average duration of tertiary studies affects the rankings of
expenditure.® The OECD data referenced above is also backward looking and this
does not take into account proposed or actual changes since 2007.

% Other sources of the increase came from the income HEIs received from health authorities (intended to cover
the cost of teaching for medical students), a small increase in R&D funding from the business and private not-for-
profit sectors and an increase in funding from employers towards the cost of HE programmes provided in the FE
gCoIIege) sector.

* See OECD (2010a) EAG Chart B1.5 p196.
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Figure 39: International comparisons of annual expenditure by tertiary
educational institutions on a per student basis (2007)
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Source: OECD (2010a). Educational core services includes all expenditure that is directly related to
instruction and education.

Why countries invest in Higher Education

Given the private benefits of Higher Education described in Chapter 2, it is possible
to envisage a private market-based system where all courses are paid for by the
student. However, a fully functioning market may produce the efficient outcome and
level of investment only if there are no market failures. There are two primary forms
of market failure in Higher Education which may lead to an inefficient outcome;
imperfect information and presence of positive externalities. In addition, there are
also equity considerations, which may prompt government to intervene.

Imperfect Information
Economic theory suggests for economic agents to make rational decisions there

needs to be sufficient market information. In Higher Education, there is evidence of
various sources of imperfect information relating to:
e The future (benefits from HE of higher lifetime earnings);

e Credit markets (accessing finance to pay for university);

e Prices (the cost of undertaking HE); and,
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e The product (courses, universities).
Uncertain future returns

Individuals deciding whether to undertake HE face an uncertain return. While
information is available on the average lifetime benefits of attaining HE level
qualifications, each individual does not know the benefits that they will personally
receive in the future.

It is inherently difficult for students to weigh up the costs and benefits from HE
because costs are incurred during the period of study whereas benefits are accrued
in the future through improved employment prospects and increased lifetime
earnings. The same is true of the non-market effects of HE described in Chapter 3.
For example, evidence from Canada (Usher, 2005) suggests that individuals tend to
overestimate the costs of a degree and underestimate the amount of support
available and the future benefits. Whilst the income returns are high enough to justify
the investment on average, there is risk and uncertainty involved for an individual
deciding whether or not to invest in higher education. Given evidence of risk aversion
(see for example, Callender, 2003), potential students would be reluctant to invest,
earn or borrow the money needed to cover tuition and maintenance costs.

Uncertainty about the future is potentially exacerbated by short-term horizons of
potential students, who may not fully consider the effects of their current choices
years into the future. This finding from behavioural economics would suggest
decisions about investment in human capital may not fully take into account all
information, even if it is available.

The net result of these market failures is that investment in HE would be lower than
the level under an efficient market.

Credit markets

Imperfect information about the future benefits from Higher Education also generates
problems in terms of access to finance. Under a free market, access to finance is
necessary to enter HE, as many potential students cannot afford to pay the costs of
HE up-front (because the benefits are not accrued until some point in future). In
student finance, information barriers can cause private credit markets to fail because:

e The borrower cannot secure collateral to secure debt (because the benefits from
undertaking HE of increased productivity and human capital are only known in
the future), and even if they can;

e There is an asymmetric information problem as the potential borrower has more
information than the lender (such as ability, or other innate characteristics, of the
graduate and hence their future earning potential), which leads to potential
lenders being exposed to:

o0 Adverse selection (or hidden information, where the lender cannot
observe characteristics of potential borrowers leading to a situation
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where individuals who are least likely to repay loans are more likely to
take them up); and,

o0 Moral hazard (or hidden action, where the lender cannot view actions
by students or graduates that influence their future earnings potential,
leading to an incentive for the borrower to act differently from the way
they might do if self-financing).

These problems raise the risk associated with student loans and lead to the potential
for high default rates. This can mean private banks are reluctant to offer student
loans (EURYDICE, 1999). Shen and Ziderman (2007) showed through a large study
of international student loan schemes that the percentage of total loan outlay that the
lending institution can expect to receive back in repayments is considerably lower
than 40 percent.

In response to this high default risk and the inability to distinguish between different
types of borrower, private credit markets raise the interest rate at which they are
willing to lend to potential students. This further discourages high ability students
from applying for loans to undertake HE, as the high ability (and thus high future
earning) students would be cross-subsidising the low ability students. As a result, this
leads Canton and Blom (2004) to conclude that “adverse selection would further
drive up the risk premium, possibly turning the credit system unsustainable over
time."

The increased risk premium associated with student loans in a private credit market
reduces the attractiveness of the loan for potential students and may result in credit
rationing to ‘cherry-pick’ the least risky students. Del-Rey and Verheyden (2008) for
example, find that credit rationing in the student loan market can result from a
combination of ex-post moral hazard and adverse selection.

The result of this private credit market failure is the provision of an insufficient level of
finance necessary to generate the socially optimum level of investment in HE.

Products and prices

HE courses, and the benefits graduates from those courses enjoy, vary considerably,
limiting the amount of tailored information it is possible to provide. Information affects
potential students’ decisions about whether to undertake or invest in HE, which
course to undertake and where to study. As a result, the lack of detailed information
on courses could lead to inefficient decisions and a sub-optimal level or pattern of
investment in HE.

Individuals therefore rely on other information such as tariff points, university
prospectuses, age and prestige of institutions, student surveys or independently-
provided university league tables and websites to assess quality and make decisions.
In the UK, there are vast sources of such information available to prospective
students about courses and the career options available for graduates. Yet whilst
there are many examples of good practice in the provision of information, advice and
guidance (IAG) about HE by schools, colleges and Connexions, there remain
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concerns about the overall quality and focus of information provision. The Panel on
Fair Access to the Professions (2009) noted the current variability in the quality of
IAG provision and recommended improvements at the school level.

The 2006 Futuretrack survey of students entering HE identified a majority who felt
that there was not enough information available (or none at all) to inform their
decision making. Over a quarter of applicants agreed that they “needed more help in
choosing which course to study”. Purcell et al. (2008) found that there is little
evidence that potential students who faced barriers did not, as a result, apply for HE.
However, the study found evidence that even among those who do apply to HE,
around a third believe they had inadequate information on the courses available and
around half had inadequate information on the relationship between courses and
employment options. The extent to which these information issues exist throughout
the education system are also important because earlier decisions about what
subjects to study (for example at GCSE) influence the choices available at the point
of applying to HE.

There is also evidence that leading university league tables, a key information source
for potential students, are based on limited measures of quality, are often not
comparable and therefore may not serve as informative and accurate sources for
prospective students (HEFCE, 2008). Some league tables are also heavily influenced
by research performance which may not necessarily reflect a similar teaching
performance. In light of this, Purcell et al. (2009) propose the “public and professional
need for a more precise taxonomy of universities”.

Parents can also present information barriers for potential students. There is clear
evidence that many parents do not feel that they have the knowledge, experience or
information to advise their children. And having parents who have been in HE
themselves is highlighted as a major influence on whether a young person will
consider HE, so the problems affect some people more than others (The Panel on
Fair Access to the Professions, 2009).

These information barriers do not only have consequences for decisions made about
whether to go to HE and which course to do. Before they enter HE, the subject
choices that students make about their post-16 studies also have an impact on the
options available in their applications to HE. There are also future impacts, as these
decisions also affect future employment options (and thus future benefits from
undertaking HE). The presence of these information barriers provides a rationale for
government to intervene to ensure there is an adequate amount of, and access to,
information for all potential students.

Of course, not all students face these information barriers to the same degree. Part-
time students for example, are more certain about what they want to do and can
apply previous work experience and labour market knowledge to their decisions to
undertake HE. Callender and Wilkinson (2010) found that the vast majority of part-
time students did not believe they needed more help or advice in choosing their
course of study with only one-third seeking careers advice before undertaking their
course.
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Box 4: Information barriers for postgraduate study

There is mixed evidence on the extent that information constraints exist for
postgraduate students. Motivations to study and the nature of information
barriers facing prospective postgraduate students are likely to be different from
prospective undergraduate students because of their different characteristics.
For example, in 2009/10, 70% of total postgraduate students in the UK were
aged over 25 years old. Nearly half of postgraduate students study part-time, of
whom the vast majority (90%) are aged over 25 years old (HESA, 2011). Many
of these part-time students remain in employment throughout their studies
allowing them to earn as they study.

Although it might be expected that existing undergraduate students face fewer
information barriers about postgraduate courses available to them, only 20% of
postgraduate students enter directly from undergraduate studies (BIS, 2010).
Evidence suggests that there are numerous reasons why prospective students
may or may not undertake postgraduate courses. A survey in 2006 by Prospects
and the National Postgraduate Committee, via the Prospects website, looked at
the motivations and perceived barriers to postgraduate study of both prospective
and current postgraduate students. It found that most respondents who stated
that they did not intend to pursue postgraduate study indicated financial
concerns to be major factors. The factor identified as the strongest influence on
their decision not to conduct postgraduate study was tuition fees, with almost
three quarters stating that this had been a strong or very strong influence on their
decision (74.3%). Other factors cited as a strong or very strong influence were:
debt from previous study (62.9%); lack of funding opportunities (67.5%); or that
postgraduate courses were too expensive (58.1%).

Another study during the 2006/07 academic year (Higher Education Academy,
2008) surveyed 1,073 students in their final year of undergraduate study at two
different HEIs. This found that the two main reasons given by those not
intending to progress to postgraduate study were to ‘enter employment’ and
needing ‘a break from study’. While respondents who were worried about
incurring further debt indicated that they were less likely to undertake
postgraduate study, the actual level of debt incurred did not indicate any
significant effect on students’ intentions to study at postgraduate level. Chapter 3
identified that most of the evidence available to date demonstrates entry to
postgraduate study is not influenced by socio-economic background.

Solutions to imperfect information

The problems caused by imperfect information in higher education markets can be
overcome with specific targeted measures. In response to uncertain future returns,
by offering income-contingent loans, the government can pool the risks of non-
repayment and therefore allow risk-averse students to undertake HE, making all
parties better off.
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The market failures in credit markets underpin the rationale for governments to
provide student finance, in the absence of provision by a private market. Barr (2005)
argues that a well-designed student support system involves loans that:

e Are income-contingent;

e Are large enough to cover fees so higher education is free at the point of use;
and,

e Attract an interest rate broadly equal to the government’s cost of borrowing.

Income-contingent loans contain an inbuilt insurance against non-repayment as well
as protecting the lender from the risk of making an unsecured loan (in the absence of
collateral) because repayments are collected alongside income tax. Accordingly, in
the UK, the Student Loans Company (SLC) was established to provide loans and
grants to domestic and EU undergraduates in colleges and universities across
England, Northern Ireland, Scotland and Wales.® Due to the failures in private credit
markets identified above, the SLC is a publicly-run organisation. Even in the market-
driven US system, a large proportion of student loans are provided or underwritten by
the Federal government.

In terms of higher degrees, postgraduates’ characteristics differ greatly from their
undergraduate counterparts and there is mixed evidence on information constraints
and motivations to study facing prospective postgraduate students. The funding
system for postgraduate students therefore differs from that available for
undergraduate students. In 2007/08, around 60% of UK and EU domiciled
postgraduates in English HEIs were funded by private sources (self funded, family
support or employer).% In the same year, around 30% of UK and EU domiciled
postgraduates in English HEIs received public funding — including government
support for teaching, social work and some health professions.

There is some funding support from Government available through Research Council
grants. BIS (2010e) estimate Research Councils fund a minimum of 8,000 PhDs
every year.®’ In addition, professional and career development loans (PCDLs) are
commercial loans subsidised by government and available to UK residents to
undertake career development for use on top of other sources of funding. In 2008/09
only around 1,750 PCDLs were taken up by UK students undertaking postgraduate
studies.

Positive Externalities

Chapter 3 identified that Higher Education does not just generate benefits for the
individual but also a range of social and wider economic benefits such as increased
civic engagement or reduced public expenditure on healthcare. In addition, spillovers

% There was a single UK HE system when the SLC was founded.
% HEPI and the British Library (2010).
9" Some Councils report on fully funded PhDs only, hence only a lower bound is estimable.
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from human capital accumulation can increase productivity more than the direct
productivity effect for the individual accumulating those skills. This suggests that the
social returns to education may exceed the private return. One study, for example,
estimated the social return to HE based on data from the United States (Moretti,
2004) and found that a percentage point increase in the supply of college graduates
increases the wages of high school drop-outs by 1.9%, high school graduates’ wages
by 1.6%, and college graduates wages by 0.4%.

Economic theory suggests that individuals will invest in higher education up to the
point where the private marginal benefit (PMB) equals the marginal cost (MC).
However, there are additional benefits to society (SMB) which are not considered by
the individual when making their decision to invest in HE. As a result the optimal level
of investment from society’s perspective may exceed that which individuals would
make, causing lower investment in HE than would be socially optimal.

Figure 40, presents a simplified illustration of a free market outcome where the
existence of positive externalities increases the optimal level of output from Qp to Qs.
This depiction is also simplistic in that individuals’ decisions to invest in HE are not
continuous, but more lumpy, often reflecting a choice between two discrete options;
whether to invest for a short period of time (perhaps two or three years) or not to
invest at all.

Figure 40: A sub-optimal free market outcome due to presence of positive
externalities
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Externalities can present a strong theoretical case for public investment in HE
although their presence alone does not necessarily warrant government intervention.
The case depends on the extent of efficiency loss that a free market would create,
i.e. how far consumption would be below the socially optimal level of HE. This is
determined by many factors. One factor is the gradient of the demand curve (i.e.
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price elasticity); if demand is price inelastic, the demand curve is vertical and Qp=Qs
then there would be no efficiency loss and therefore no case for a subsidy (Barr &
Shepherd, 2010). Where there are large average private returns from higher
education, in addition to externalities, the responsiveness of students to price may be
low, and therefore the efficiency loss may not be large. But it is likely that this
condition will not hold for all different groups of prospective students. Therefore, for
some, a free market may create a larger deterrent effect (or greater externalities)
which does create a rationale for government intervention in some areas.

However, it is difficult to estimate the magnitude of all the social or external benefits
that stem from people undertaking HE. It is especially difficult to identify the
differential benefits amongst certain groups (which could be formed of students at
particular institutions, or taking certain subjects) and thus the appropriate level of
public investment for each group. To do this it would be necessary to fully distinguish
between non-monetary effects that ultimately benefit the individual (such as the
improved quality of life from better reported health) and effects which benefit society
more widely (such as savings to the NHS or more tolerant attitudes). But Chapter 3
has shown that quantifying the size of the external benefits from higher education,
either in absolute or relative terms, is extremely difficult. Whilst some studies suggest
that externalities are roughly half the size of overall private returns, there is no
consensus on the issue. Quantification of several non-monetary factors is highly
uncertain, as identified by Barr (2004), and an individual's perception of their private
benefits may be more relevant than the actual level.

In addition, it is likely the positive externalities and spillovers from HE vary by subject,
as private returns do (as shown in Chapter 2). Therefore, the optimal balance
between public and private contributions is unlikely to be constant and thus
especially difficult to estimate accurately, especially in aggregate.

As a result of these differences and measurement difficulties there are differing levels
of public investment across countries. Some countries have chosen to vary the
required level of student contributions according to broad groups of subjects whilst
others have maintained flat tuition fees for all subjects. There are several cases of
countries investing more public money in strategically important or expensive to
study subjects. Australia, for example, varies the level of public and private
contribution according to bands of subject which depend on average graduate wages
and strategic national importance.

Equity (widening participation and fair access)

A rationale for government intervention in Higher Education can also be made on

equity grounds. The evidence presented in previous chapters suggests there are
many equity challenges for HE. Specifically, the market failures around imperfect

information described in the sections above are disproportionately experienced by
some groups, giving rise to an equity problem in the market for HE (Barr, 2004).
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Information barriers about the potential future benefits of HE are disproportionately
faced by those from lower socio-economic groups, women and ethnic minorities. For
example, Purcell et al. (2008) show decisions about whether to undertake HE and
which institution to attend are influenced by socio-economic and cultural factors such
as parents’ socio-economic background and experience of HE. ‘Traditional’
applicants to HE also have access to the widest range of careers information and
advice to inform their decision. Gorard et al. (2006) note a range of research
indicating that it is those students with the fewest informal sources of information,
advice and guidance that were least likely to get it from formal mechanisms. This is
particularly true of A-level students in FE colleges, those on vocational level 3
courses, and those in rural and deprived areas.

As summarised by Callender (2003), poorer students tend to be more debt and risk
averse and credit constrained. Greater information barriers among lower income
groups may contribute to greater levels of risk aversion and less willingness to
borrow the finance they need to undertake HE. This is despite a greater finance
need. The supply of finance might also be affected — in the face of inadequate
collateral disadvantaged students would not be offered finance by lenders (who could
‘cherry pick’ the less risky borrowers), resulting in disproportionately high barriers in
accessing finance for those groups.

Rationale for government intervention

The market failures that exist in Higher Education underpin the economic rationale
for governments to intervene. There are a number of small- and large-scale
interventions governments can undertake to bring the level of HE investment closer
to the efficient level. These include public subsidies for teaching, provision of student
finance (grants and loans for maintenance and fees), information and regulation.
There is no single approach to tackle these problems — the range of interventions
governments make is evident from the varied international systems presented at the
beginning of this chapter and, for example, other OECD comparisons.*®

Determinants of an efficient system

Whilst there are clearly many reasons for government intervention in HE, any such
intervention must be made carefully so that in achieving the various aims,
inefficiencies are minimised and there is nothing to prevent the socially optimal
outcome (as far as it is known) from being achieved.

The current HE system is designed to address some of the key market failures
through:

e The provision of grants and loans for undergraduate tuition fees and
maintenance to ensure no students face up-front costs of undertaking HE;

% Chart B5.2. Public subsidies for education in tertiary education, 2007 in OECD (2010a).
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e Providing grants for those from low-income households and repayment
protection for low future earners to mitigate against risk aversion;

e Exploiting positive externalities through the measures above, as well as offering
teaching grants to institutions to increase the supply of and demand for places;
and,

e Providing Professional and Career Development Loans and grants to reduce the
effect of market failures amongst postgraduate students.

Balanced public and private contributions

Public investment in HE, or having the costs of HE borne by taxpayers, is justified
where there is robust evidence that the external benefits from HE lead to an
inefficiently low demand for higher education. Chapter 2 showed there are consistent
and measurable private monetary benefits of HE (although they vary by country,
institution and individual). Following on from this, Chapter 3 presents evidence of
significant externalities and private non-monetary returns, but of a more uncertain
magnitude. It is not known, therefore, what the total net public and private returns
from higher education are, suggesting the type and scale of government intervention
required is complex.

There is strong evidence to suggest that the current average levels of individual
contributions are significantly below marginal private returns from HE. This is true
even before non-market returns are considered. This suggests there is potential for
graduate contributions to be raised but still be below the marginal private return, and
for participation to not be negatively affected (provided this change is met with an
appropriate student support package®). The proposed new student support package
and more progressive repayment system based on future earnings means that the
government can maintain the incentive for individuals, assuming they are rational, to
invest in their higher education even whilst their graduate contribution is raised.

Quality

The Browne Review (2010) identified that the current mechanism of block grant
public funding for teaching creates a lack of competitive pressures among HE
institutions. The Higher Education Funding Council for England distributes this grant
to universities for eligible students attending. However, this weakens the link between
the student and the institution which potentially reduces the incentives for HEIs to
compete on price, quality or efficiency to attract students to attend their university as
well as the incentives for institutions to improve their performance.

Benefits from competition may also be possible from the rebalancing of public and
private contributions. Currently the private costs of HE do not reflect the private
benefits which means that price signals in the market are distorted. Price provides
important signals about supply and demand and as such may improve student

% BIS (2010d).
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choices about whether to invest in HE and choices in where/what to study. Economic
theory*® suggests that better price signals could drive competition in HE by making
universities more responsive to the preferences of students and the needs of
employers, thus improving welfare. A full discussion of price and quality is contained
in Chapter 6.

Long-term sustainability

The long-term sustainability of a higher education system is also important to ensure
all of the previously identified benefits from HE can continue to be realised. Meeting
the cost of HE through purely public funding is difficult for the following reasons:

e Unit costs of higher education are high and increasing (because they are both
relatively capital and labour intensive and cannot benefit from labour saving

techniques);'™*

e There is increasing demand for student enrolment due to demographic changes,
rising school attainment and demand from mature students;*** and,

e There are many demands on public funds which creates opportunity costs for
investing public funding in one area over another. This is especially pertinent in
the current climate of tighter government budget constraints.

Given the significant private benefits and the pressure on public funds, it is legitimate
to consider a greater variable graduate contribution. There are currently additional
pressures in the UK to reduce the fiscal deficit which led to the decision in the
Spending Review 2010 to reduce in real terms the overall resource grant budget for
Higher Education (excluding research funding) from £7.1 billion to £4.2 billion by
2014-15. Given this budget reduction, it would not be possible to continue to support
the HE system under the current arrangements unless there were large reductions in
the number of students entering HE or large reductions in the unit of resource per
student.

Reducing the number of student entrants in this way would result in large foregone
benefits, for example for potential students through foregone future earnings and
wider losses in terms of foregone productivity gains, wider benefits and employment
potential.'® Alternatively, a mass high-quality HE system would require significantly
higher levels of taxation or high opportunity costs of government expenditure.
Countries such as Denmark, which does not set graduate contributions, operate an
implicit ‘social contract’ where generous welfare provision is offset by higher levels of
general taxation.

10 see for example, Barr (2004).

11 \woodhall (2004).
192 Browne Review (2010, p22).
193 B|S (2010¢).
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Equity

Equity is an important determinant of the efficient HE system and is particularly
important in a predominantly public funded system. Where public funding in HE is
covered by contributions from the taxpayers, these taxpayers take the burden
regardless of whether they are graduates and have privately benefited from HE.
Chapter 2 identified that graduate earnings are significantly greater over a lifetime
compared to someone who does not have a HE qualification and accordingly their
contributions to the tax base are greater. That discussion was based on London
Economics research (2011) which estimated the gross Exchequer average benefits
(the enhanced tax, National Insurance and VAT paid over the lifetime of an HE
graduate compared to someone with two or more A levels) to be around £110,000.
The model included the costs to the Exchequer (in the form of student support,
HEFCE funding and foregone taxation due to the individual studying and not working)
and indicated net Exchequer benefits of just under £90,000 per graduate on average.

Whilst this research shows there are average Exchequer benefits from those
undertaking HE, it does not differentiate across the taxpayer distribution or identify
the potential burden on taxpayers who have not themselves benefited from HE.

Information

The evidence on imperfect information in HE was discussed above. Despite
government interventions to mitigate the impact of this, the Browne Review (2010)
identified several areas in which information barriers still exist and thus concluded the
need to ensure students receive the high quality information they need to help them
choose the institution and course that best match their aspirations. This is discussed
further in the next chapter.

Conclusion

In light of the constraints in the current funding system and the rationale for
government intervention to overcome inherent market failures, the case for
rebalancing contributions in the HE funding system is justified on grounds of
efficiency, equity reasons and long-term sustainability.

Accordingly, in November 2010 the Coalition Government announced its proposed
reforms for the HE funding and student finance system and the White Paper which
this paper accompanies sets out other aspects of reform in HE. These reforms are
consistent with:

e A continuing role for government to overcome the credit market failures and
provide the necessary finance to prevent barriers in access, and grants to
overcome debt aversion amongst certain disadvantaged groups;

e A continuing role for government to directly support HE on the basis of the
existence of positive externalities and spillovers;
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e The removal of information barriers so that individuals make more rational
decisions; and,

e Driving a more competitive HE system.
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6. A Responsive and Dynamic
System of Higher Education

Summary

There is a large established HE sector in England, with active participation from
HEIs, students, government, and, increasingly, employers. While, as a result of
market failures and government intervention, there are a number of constraints
on the sector, it does have some features of a quasi-market. Price and non-price
factors are both important for influencing behaviour in the sector. Evidence
shows that price does have an impact on student participation, but that any
negative participation effects from past price changes have been offset by
government provision of student support (loans and grants). The lifting of the fee
cap has the potential not only for greater student contributions, but greater
variation in the prices (including via scholarships and bursaries) and offers of
different HEIs. Non-price factors are also of importance, such as the information
available of the different options available to students, the reputation and quality
of institutions and the ‘total offer’ (such as broader facilities available). While
price competition is likely to become more important, these non-price factors are
likely to remain central to the nature of competition in the sector in the future.

Introduction

As we have seen in previous chapters, a successful HE sector is vital not only for
generating economic growth and wider benefits to society, but also for supporting
greater social mobility. The previous chapter has looked at the role of government in
enabling a successful sector to develop, but also shown that there is no single clear-
cut way for government to intervene to address market failures. Ultimately the
success of the sector depends on the actions of all those involved — government,
HEIs and students.

This chapter will look at how far market behaviours exist and the different factors
influencing the behaviour of participants. While the HE sector is involved in a range
of different activities, this chapter focuses on undergraduate teaching, but recognises
the wider activities that also have an impact on behaviour.

A Quasi-Market for HE

Markets are a mechanism through which buyers and sellers interact in the trade of
goods and services. The boundaries of markets are not easily defined, but may be
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thought of in terms of the choices that customers are able to make about substituting
between products or the choices of suppliers in switching production.*®*

Competition in markets is important for allocating resources efficiently — both to
different activities within an economy (allocative) and in producing different goods
and services (productive). Competition between market players can lead to
increased efficiency, lower costs, lower prices, increased quality, and increased
productivity through greater incentives to innovate.

Competition does not just depend on the behaviour of suppliers, but also of
customers and consumers. The ability of customers to switch between different
products and suppliers, the information they have available about the different
options available to them, as well as their ability to assess products, will also be an
important factor in the nature of competition in a market.

It is often easier to think about a market in a situation of perfect competition — that is,
identical products, many suppliers, perfect information for customers, all firms have
access to the same resources for production, no barriers to entry or exit, and no
externalities.

However, competition and markets rarely work perfectly, and situations of imperfect
competition are more relevant. That is, when non-identical products can be
substituted for each other, or there is a chain of substitution in place which different
customers can choose between, in addition to, imperfect information and access to
resources, barriers to entry and exit, and externalities. Moreover, the existence of
market imperfections does not mean that there is automatically a role for
government, for example where government action would have little positive impact
or potentially create additional problems in the market. These interactions of the
supply and demand for goods and services will lead to the determination of prices,
quality and quantity of a particular good or service in the economy.

HE in England

The HE sector in England has many suppliers, a large customer base and defined
products. Individuals are able choose whether to undertake HE, and if they do, which
HEI they go to and which course they do (and are not constrained to the UK in that
choice'™). There is a real choice for students to make, with a range of different
products available at a diverse range of institutions. The sector also has established
market infrastructure within which to operate, ensuring that the rules and regulations
are in place to give both HEIs and students confidence in the products and
preventing unscrupulous behaviour.

The previous chapter set out a number of market failures that characterise the HE
sector. While these do not automatically mean there is a role for government or a
single solution for addressing them, there is a case for government in attempting to
identify where action may mitigate the impacts of market failures.

%4 More on market definition can be found OFT (2004).
195 Analysis of OECD data (e.g. see BIS (2010b)) estimates that in 2005 around 22,400 UK students were
studying abroad.
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So while a pure market solution may not be feasible for HE, government intervention
can still support quasi-market solutions.

Even with the limitations of developing a full market for HE, some assessment of the
boundaries of a quasi-market is needed in order to understand how HEIs compete
with each other.

OFT (2005) looked at relevant markets for assessing competition in the HE sector.
The OFT assessment focused on specific areas of overlap and as such, a number of
areas were separated out for assessing competition, including: undergraduate and
postgraduate courses (and within this, by taught and research courses). It also
segmented by course title, although the assessment noted that universities said that
there was supply-side substitution, with examples of new courses introduced by
universities. For both undergraduate and postgraduate courses, the geographic
scope for competition was considered to be the UK, but with some constraints from
overseas HEls (although this is likely to vary by HEI, and may be greater for those
that feature more in the international league tables). For part-time courses, it was
noted that the constraints may be more regional.

Becker and Round (2009) emphasise the importance of viewing higher education as
a number of separate markets. Since different universities may compete for different
types of student and outputs, demand- and supply-side characteristics of universities
may not always be similar enough to constitute a single market. However, it is not
always clear how the boundaries between separate markets in HE can be drawn.

The OFT did not conclude on whether newer universities competed with those from
the Russell or 1994 Groups.'® However, analysis of a number of factors shows
considerable overlap in the relative performance of ‘old’ and ‘new’ universities. For
example, Figure 21 in Chapter 2 shows that while the old universities, particularly for
STEM subjects, dominate the top end of the average earnings scale, there is a large
overlap between the average earnings distributions for the different institutions. Itis
also important to note that it is not just the institution and subject group that will have
an impact on average salaries, but also a range of other factors including previous
qualifications.

HEIs undertake a broad range of activities, not just teaching. While these broader
activities are complementary to HE teaching activities rather than substitutes, these
other activities, particularly research, can impact on the total offer of an HEI and the
nature of competition between HEIs.

Even without the constraints of full market conditions, HEIs do still have scope to
compete with each other for students. OFT (2005) concluded that non-price factors
were likely to be important factors in the nature of competition between HEIs, noting
course content, quality of tuition and reputation as potential key factors. In order to
understand competition in HE, the next sections will look at the factors influencing the
behaviour of both consumers (students) and producers (HEIS).

1% The Russell Group comprises 19 research-intensive universities; the 1994 Group is a similar group of 17

research universities. New universities are post-1992 (see box on regulation).
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Factors Driving Student Behaviour

Students are the main consumers of HE, although more broadly employers are also
customers — indirectly through graduate recruitment, but also to some extent directly
through sponsorship of courses and students.

Chapter 2 has set out the main benefits to students from engaging in HE. Although
quantified private returns are unlikely to be the only reason they undertake HE, BIS
(2009) noted the relative importance of the potential financial return on the choice of
subject (rather than the decision around HE participation). Case studies (for
example, HEA (2006)) found that this was likely to become a more important factor
as student contributions increased. However, other factors are also important, such
as personal interest and aptitude in a particular subject area, as well as influence
from family and friends, teachers and careers advisers.*”’

As well as the subject choice, students also have a number of options available
around which HEI to study at. Important factors here include entry requirements (for
example, UCAS Tariff Points'®), reputation, league tables, location, future career
prospects and other facilities available. Survey evidence'® also suggests that
different factors will have various weights of importance depending on the ‘student
group’. For example, overall image and social life appear to be more important to
younger students (under 21 years), with distance from home being an important
factor for mature students (25 years and over).

Growing evidence in behavioural economics has identified ‘behavioural biases* in
the way individuals make choices and interact with producers which come from a
number of factors.'** These include the level of experience an individual has (which
may allow them to learn and adapt behaviour through repeat transactions), limitations
to the amount of information that they can take account of in making their decision,
uncertainty about the future, caring more about losses than gains, and personal
values and beliefs. These behavioural biases may influence the way students make
their choices regarding HE, in particular:

e Many students have limited (direct) experience of HE and are unlikely to enter
into repeat transactions (in a timely way) that enables them to learn from
previous experience — that is, they are unlikely to undertake another first degree,
straight away, if at all (although they may be able to use their experience in their
first degree in making future choices about higher degrees);

e There is a lot of information available to students in making choices about HE in
a wide range of formats and sources. However, there may be limitations to how
much students are aware of what they need to know (particularly where their

Y7 |nstitute for Employment Studies (1999).

198 CAS Tariff Points: http:/www.ucas.ac.uk/students/ucas _tariff/tarifftables/ .

1991ES Survey, 2008/09.

19 For an overview of the literature see DellaVigna (2009).

" For more detailed discussion on behavioural economics and markets, see OFT (2010).
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parents have not been to university) or limitations to their ability to absorb and
process the different information to make a choice; and,

e While there is evidence that, on average, graduates will benefit from increased
earnings relative to not having a degree, students do not know in advance what
their own future earnings will be.

Availability and Use of Information

Information asymmetries are a source of market failure in HE and an area where
government intervenes to ensure that information is available to students to aid their
decision-making. However, behavioural biases mean that the amount of information
available is not the only factor that will prevent the efficient operation of a market.
The ability of people to identify, access, understand and use it to inform their
decisions is also important — not only about whether to participate in HE, but also
what to study and where.

There is a large amount of information available to prospective students about the
value of undertaking HE (such as employment prospects, earnings of previous
graduates), the different courses available,**? the quality of those courses (for
example, student satisfaction surveys, success rates), as well as various league
tables, reputation and marketing. The amount of information available, the tools to
analyse the information'** and increased provision of independent websites with
tools to facilitate sorting and comparing information, is making it easier for students to
use and compare courses and HEIs, but there is still room for improvement in the
type, consistency and quality of information provided.

HEFCE (2010c and 2010d) research recently analysed the kind of information that
users needed to make their decisions and how existing information is being used.
While a large amount of the information students identified as being important was
available when students searched for it, the research found that only a minority
actively searched for the information they wanted, suggesting that greater awareness
of sources of information may help student decision making. An earlier IES (1999)
survey found that popular sources used by students were university prospectuses
and visiting the HEIs. While these surveys suggest that students are not making use
of all the information available, Barr (1998 and 2000) argues that students are
generally able to make efficient choices because they are either well informed or
have the time and capacity to become well informed. Although, he also notes that
students from more disadvantaged backgrounds may need a greater level of support
to increase their knowledge and aspirations in HE.

However, even where students are using information to inform their choices, this
needs to be matched to the requirements of the HEI and course, particularly related

12 viia UCAS, university prospectuses, HEFCE, HESA.
3 For example, HEFCE and UCAS provided Unistats website:
http://unistats.direct.gov.uk/englishindex.do?t=20120417122846842 .
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to their ability (normally measured through qualifications e.g. A Levels). Where there
is high demand for high quality courses, HEIs are able to have higher entry
requirements and specify the subjects required — acting as both a signal to students
as well as a screening mechanism for institutions to identify the higher quality
students.

Impact of Introduction of Fees

Since 1998, English HEIs have seen the introduction of fees for full-time, home and
EU, undergraduates in two stages. First the introduction of a £1,000 flat fee for all
students in 1998/99, and then the introduction of a variable fee with a cap of £3,000
per year in 2006/07 (rising annually in line with inflation).***

While at the moment there is provision for variable fees to be charged by HEIs, in
practice there has been very limited price variation on undergraduate courses for UK
and other EU students. The vast majority of public universities currently charge the
same (maximum) price*® — the current fee cap level of £3,375 per year in academic
year 2011/12 — but there are also a smaller number of private providers with different
fee structures offering whole first degrees, with prices ranging from those comparable
to the publicly funded HEIs to around double.**®

In theory the availability of first degrees from HEIs that are not publicly funded
increases the choice available to UK students. However, in reality the choice is not a
straightforward comparison of ‘ticket prices’ of a course or institution, but also about
the finance available to them. HElIs that receive public funding (such as the HEFCE
teaching grant) comply with additional regulations and controls including fair access
and those which manage the burden on public finances, such as student number
controls. Those that do not meet these additional conditions will potentially be less
attractive to full-time, home, undergraduate students, as access to maintenance
grants and loans provided by government will be limited (e.g. fee loans in 2010/11
are available up to the maximum of £3,290 per annum, which may not be sufficient to
cover the fees at alternative, qualifying HEIs), or not available at all. **’

Furthermore, as noted above, the choice made by students is not limited to price —
reputation, quality and the total offer are also important factors taken into account.
Of particular relevance to a number of newer providers, the range of subjects offered
may also be a constraint, with many offering a more limited choice with courses
focusing on business, law and accounting.

114 Fees for part-time students are not currently regulated.

510 2009/10 only three English HEIs proposed to charge below the current maximum, Universities UK (2010).
18t is important to note that tuition fees of private providers are not directly comparable given differences in the
offer, such as variation in study modes, including studying for two-year degrees.

117 For the purpose of student support, HEIs which are not publicly funded (e.g. via the HEFCE teaching grant)
may be specifically designated to attract student support on an individual basis. They must all be accredited by a
recognised UK awarding body such as a university, or have their own degree-awarding powers. For example,
students undertaking courses at the University of Buckingham are able to access loans of the same value of
those available to students going to public universities, but need to find additional funding from other sources to
top up the fee payments.
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The introduction of variable fees in 2006/07 does not appear to have had a long-term
effect on student demand for HE places in England. A series of studies by
Universities UK (2008) have analysed changes in the pattern of demand for HE
places in response to the increase in fees, for different modes of study, subjects and
from different student groups. While there was a slight decline in applications in the
first year of the variable fees, this appears to have been reversed in subsequent

years.'®

Evidence of the impact on student choices from the introduction of fees is limited,
however. A qualitative study by Rolfe (2001) conducted interviews of university
lecturers to try and ascertain the effects of the introduction of tuition fees of around
£1,000 in 1998. The perceptions indicated an increasing degree of consumerism,
including a trend towards increased focus amongst students on career-relevant
aspects of courses. This suggests a further increase in price could see greater
demands from students on what HEIs are providing.

The upcoming changes in funding arrangements aim to ensure students will be
further empowered to choose the courses that they are best suited to and of the right
quality and reputation. The lifting of the fee cap also has the potential for more
variation in price, and for HEIs to use price to attract students — reflecting variations
in the different offers, value for money, efficiency, or where universities are
increasing investment in particular aspects of their teaching offer.

The high levels of applications for HE places suggest that there is excess demand in
the system. UCAS data for 2010 shows that there were just under 700,000
applicants, a 9% increase from 2009, but, while the number of places available
increased, there was also an increase in the number of unplaced applicants, around
34% compared to 2009. However, it is important to note that of the unplaced
applicants in 2010, provisional estimates from UCAS (2010a) note that around 45%
declined offers or withdrew their applications, and a further 1% had outstanding
offers. Furthermore, in 2010, the number of applicants reapplying was 39% of
unplaced applicants in 2009, 9% of total applicants in 2010, suggesting that
reapplications may be a better estimate of unmet demand than the total unplaced
applications. The latest data from UCAS on applications this year suggests
continuing high levels of applications.

The existence of excess demand could dampen price competition between HEIs.
However, price is not the only factor that will drive competition between HEIs for
students, as we have seen in England to date. The nature of behaviour of both HEIs
and students will be considered in more detail throughout this chapter.

It is important to note that not all aspects of HE teaching are subject to price caps,
and while different levels of courses may not be substitutes for students, there is
overlap in the resources used by HEIs to provide these courses. Pricing for these
products may help understand HEI pricing constraints.

18 Faggian (2010) studied of the impact of fees in Northern Ireland using postgraduates as a control group and

found similar results, but noted the data limitations given the length of time since fees were introduced.
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Postgraduate study is not completely unregulated, but is not subject to the same
price caps or access to student support in the same way as undergraduate courses.
Fees for UK and other EU students have in the past tended to be linked to the level
of funding provided by Research Councils for postgraduate research students
(£3,732 for 2011/12*"), although prices do vary by institution and course, as well as
for non-EU students.

UK students are able to apply for subsidised government backed loans*** when
undertaking training and skills development for enhancing future career opportunities,
which can be used for publicly funded HEIs as well as approved private providers.
However, government involvement in these loans is limited, and decisions on
whether to lend to individuals is made by the banks.

HEIs are also able to set their own fees for international students and are not subject
to fee caps - data collected for 2011/12 indicates that fees range from £6,600 to
£20,470 for undergraduate courses.*®* Similarly, there is variation across both
institutions and courses for postgraduate study — in 2011/12 fees range from £7,120
to £35,600. At all levels of study, there is also variation in the prices charged for UK
and other EU students, compared to those for international students, with fees for
home and EU students at undergraduate level capped at £3,375 in 2011/12 but with
greater variety for postgraduate study, with many institutions charging under
£10,000, but exceeding £15,000 in some cases. As noted above, the prices charged
for international students will be constrained by competition from HEIs in other
countries.

Student Response to Changes in Fees

The response of students to an increased contribution to the cost of HE is uncertain,
but will be influenced by a number of factors, including the price elasticity of demand
and also how they view the change in fee level. There are important interactions with
the level and type of support available (particularly as there is provision such that
students do not pay upfront).

What is difficult to estimate is the exact price elasticity of demand (how responsive
student demand is to a change in price).

There is some evidence that HE is a ‘normal’ good in the sense than an increase in
price will lead to a fall in quantity demanded. IFS (2010) research found that a
£1,000 increase in fees results in a 4.4 percentage point decrease in university
participation, while a £1,000 increase in loans results in a 3.2 percentage point
increase in participation, and a £1,000 increase in grants results in a 2.1 percentage
point increase in participation. However, there are limitations to how broadly this
result can be applied to the changes in the fee caps currently being made which may
result in higher prices and more variation across HEIs.

19 RCUK (2010).
120 professional and Career Development Loans.
2L \www. publicgoods.co.uk
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Economic theory suggests that the following factors may be important in influencing
the responsiveness of student demand to price:

e Household income: students from lower income backgrounds are likely to have
more elastic demand — that is, they may be more sensitive to increases in price,
as the fees will represent a larger proportion of householder income. However,
government also provides student support in a number of forms, with grants
available to students from the lowest income backgrounds, the new National
Scholarship Programme, as well as bursaries and scholarships provided by
individual HEIs. These help to offset the increase in price, but may be subject to
information failures.

e Available alternatives: where there are fewer alternatives for students to switch
to, they may be less sensitive to increases in price. However, as noted above,
while there is a great deal of diversity in the provision of HE in England, there
would not appear to be any sub-set of HEIs that compete only with each other,
and that there is more likely to be a chain of substitution across providers. The
availability of alternative options outside HE will also be relevant, such as career
options open without HE qualifications or on the job training (such as
apprenticeships).

e Level of certainty about possible employment opportunities or future wage
returns: where there is greater uncertainty about future returns, students may
have more elastic demand. This may mean that for subjects with higher returns
on average or where there are clearer career paths (for example, law or
medicine) students are less price sensitive. However, given general uncertainty
about future returns, this is likely to apply across all institutions and subjects to
some degree, particularly for new courses and providers (where it takes time to
build up a reputation).

There is also uncertainty as to how much HE could be influenced by the so-called
Veblen effect — where students may view ‘higher prices’ as a signal of higher quality
or have an element of prestige attached to it that they do not attach to 'lower priced’
HEIs. In the US where fees are uncapped, there is a broad range of prices charged,
ranging from just over $4,000 per year to nearly $40,000 per year (see Figure 41
below).? This is likely to be a reflection of a number of different factors, for example
a separation between HEIs looking to attract more local learners, and the more
research intensive HEIs looking to compete with the best HEIs on a global scale.
However, there are important differences with the US system which will also
potentially have an impact on what happens in the UK, including the existence of the
price cap.

122 There are some concerns that the high prices (which have been increasing in excess of inflation over the last
couple of decades), combined with a growing interest around the value for money of HE courses, as well as
growing constraints on accessing finance, are feeding into an ‘HE bubble’ in the US. However, there is much
debate on whether HE is a bubble, particularly given the important differences with other assets that have
experienced bubbles (e.g. HE does not have the same resale features as assets like housing). In addition, there
are also important differences between the UK and the US, such as the cap on fees and continued provision of
finance by government.
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Figure 41: US undergraduate tuition fees for full-time students in degree-
granting institutions by percentile of charges and control and type of
institution, 2009/10
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Assessing the responsiveness of students to fee increases is not straightforward
given that: (i) fees are not upfront; and, (ii) loans with income-dependent repayments
will be available.

At the extremes, students may either see the increase in fees as an increase in the
upfront costs, or, they may not view future repayments as representing a direct
increase in the price of HE.'*® The actual increase in price perceived by students will
lie somewhere between these extremes, but where depends on how heavily future
repayments are discounted.

However, it is not just the price of HE that will be relevant, but also the package of
support that is available, including government loans and grants, as well as bursaries
and scholarships, such as those provided by HEIs. As set out above, IFS (2010)
found that increases in the loans and grants offered by government had a positive
off-setting effect on previous fee increases. While we would expect this to remain
true with the latest changes, the quantified impacts may not be directly transferable
given the scale of change.

123 Note that while the monthly repayments will be lower on the new loan terms (because of increased repayment

thresholds), students will potentially be repaying for a longer period because of smaller repayments, higher
interest rates and increased size of loan.
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Factors Driving HEI Behaviour

The majority of English HEIs are not-for-profit organisations with a broad set of
activities and objectives underpinning their activities — including quality and
excellence of teaching and research and the general welfare of their students. This
implies that a normal profit-maximising assumption would not apply to HEIs — we
would not expect to see universities being driven to set price at a market clearing
level, as they are not just interested in revenue, but also in attracting high quality
students. That said, revenue raising is not an irrelevant consideration and is
essential for ensuring the resources to maintain investment and attract high quality
staff. However, revenue raising from student tuition fees at any cost is not the right
approach either, ensuring that students have the right entry grades and ability to
maintain the reputation of the institution is likely to be of greater importance. In this
respect, students are not just customers, but also important inputs for HEIs.
Qualifications are an important part of the entry criteria, but HEIs also look for
broader evidence of quality from students, for example volunteering or sports
achievements. While a number of papers have explored a precise definition of what
universities are attempting to maximise (for example, Bamberger and Carlton (2004),
Winston (1999)), it is difficult to specify exactly what they are attempting to maximise,
but some measure of quality is common across many studies.

Impact of Introduction of Fees

The introduction of variable fees in 2006/07, has not led to an actual variation in fees
charged for home and other EU undergraduates undertaking HE in England (with the
few exceptions mentioned earlier). In theory, variable fees provide incentives for
HEIs to be more responsive to students and employer needs through how they
allocate their resources — incentivising greater efficiency. In addition, it will affect
how they set a price for students and how they use the additional resources they
bring in through variation in the fees charged.*®* In practice, there has been no price
competition (relating to prices for home and other EU undergraduate students) with a
fee cap at this level.

There are a number of reasons why the introduction of variable fees with a fee cap
may not have led to variable fees in practice in HEISs.

First, there is already a wedge between the funding some English HEIs receive for
home and other EU students compared to the income they are able to generate from
international students for the same qualification. For example, data collected in an
annual survey undertaken by Universities UK**> shows that the median charge for
undergraduate degree, classroom based courses was £9,300 (with 57/95™ percentile
ranging from £7,900 to £11,700). For laboratory or workshop based courses, the
survey found a median charge of £11,500 (with 5"/95™ percentile of £8,400 to
£14,800).

124 Barr (2010a).
125 Universities UK 2009/10 International Student Tuition Fees Survey.
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Other sources show that the price range at the ends of the price distribution for
international students can range from around £6,600 to up to £20,750.**° When
compared to the funding that English HEIs are able to raise for home and other EU
students (in 2009/10 this was in the range of £5,931 to £7,116 for Band A and B
subjects®*"), there is potential for a ‘wedge’ between the prices charged between
home and other EU, and international students.

By increasing the amount of funding that HEIs are able to charge for home and other
EU students from 2012/13, there is potential for higher prices to be charged, and for
greater variation within the higher cap that has been set.

Second, the fee cap may not have been high enough to allow HEIs greater flexibility
around how much further they may choose to increase investment per student, for
example in attracting world-class academics or developing facilities.

While HEIs have not competed on price for home and other EU students to date,
there is price variation between HEIs and different courses for non-EU students at
both undergraduate and postgraduate levels.

The unconstrained market for international students in many countries may provide
some clues as to how competition affects institutions. Abbott and Doucouliagos
(2009) find evidence that competition for fee-paying international students has
increased productive efficiency in Australian universities but not in New Zealand
universities. The authors suggest one of the reasons for the difference is that
Australian universities face more genuine international competition whereas New
Zealand universities mostly compete for a subset of international students already
within the country.

HEI Response to an Increase in the Fee Cap

The increase in the fee cap may allow price variation so that the choice over the level
of fees is related to the desire to bring in additional resources for increased quality or
drive greater efficiency to keep prices low. Diversity in the current system also
suggests that there would be variation in the funding requirements of different
institutions (for example, depending on the facilities that they offer) and for different
courses — price signals can then act as an additional tool in the market for customers
and providers.

HEIs may also take student behaviour into account in setting their price. As indicated
above, there is some evidence to suggest that a price increase will lead to a fall in
demand (but this will also interact strongly with the availability of loans, scholarships
and other finance offered by both the government and HEIs). However, in the
current environment of excess demand, this may not be a considerable constraint on

126
127

See www.publicgoods.co.uk .

One aspect of how HEFCE teaching funding is allocated is the subject studied. The different bands (A to D)
describe different groups of subjects from classroom-based courses (Band D), through to courses with some
laboratory or studio elements (Band C), more intensive lab (Band B) and clinical based courses (Band A).
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HEIs. The Veblen good effect may also be an influence, with HEIs pricing strategies
relating to their ability to signal quality, but experience in the US suggests that this
may not lead to price bunching at a high level. However, with increasing prices, HEIs
will be under increasing pressure to demonstrate their value to students, particularly
if they want to charge a premium price. In addition, UK HEIs are also constrained by
the fee cap.

While a fee cap will have a high profile role politically in ensuring support for charging
for HE, there is also a role in having a fee cap that provides a cap on any potential
monopoly power that may be associated with the networks that some universities
have built up. As set out above, students take a wide range of factors into account
when choosing their university and course. Barr (2010a) argues that this monopoly
power can be seen through the high fees charged at some US universities. This
funding is then often ploughed back into improved facilities at the universities, leading
to cycles of continuously improved facilities in HE and an inefficiently high level of
quality of HE provision. These ‘positional’ aspects of competition are closely linked
to the role of reputation of universities in driving competition between HEIls as well as
competition between students, to gain places at those institutions. The value of such
competition will be strongest where going to a particular HEI has value later in life.

In addition, HEIs will continue to be able to offer scholarships and bursaries to
students, providing another element to competition between HEIs, and may include
‘discounts’ off the headline fees charged by a university. Currently, there is a
minimum bursary of £338 a year available to students who attend English universities
charging the maximum tuition fee and who receive the full maintenance grant. In
addition, many universities also provide a range of other bursaries, which are a
mixture of means-tested and non-means-tested, with the most selective universities
tending to offer the higher bursaries.*?®

The Role of Non-Price Competition

While there is an element of price competition in HEIs for some services that they
provide, there has been limited price competition for the majority of students — home
and other EU undergraduate students — to date. However, HEIs do compete on a
number of non-price factors such as: the courses on offer, quality of teaching and
research, quality of teaching and learning facilities, reputation, prospects post-
graduation, as well as the broader facilities (such as sports facilities and student
accommodation).

Quality and reputation are key factors for competition between HEIs, and not just with
respect to HE teaching activities, but also research. Excellence in these activities
helps to attract high quality staff and students, and all these elements are essential
for maintaining a reputation of high quality. While these are important factors, they
take time to develop with institutions needing a track record with proven quality that
benefits students. As noted above, students are an important input to HEIs, and will

128 See OFFA http://www.offa.org.uk/students/introducing-bursaries/
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be an important factor in attracting other good quality students, as well as academic
staff.

HEIs are selective, setting entry grade requirements for their courses. Higher entry
grades can act as a signal to students to attract them to their courses and institutions
and form part of the nature of competition between HEIs for the best students to
attend their courses. In order for an HEI to be able to demand high entry
requirements, they need to be able to gain the confidence of prospective students
that their course is the one that will best suit their needs — such as delivering high
quality teaching and demonstrating good prospects. Reputation plays a role in both
being able to attract high quality students, as well as then a ‘constraint’ on who HEIs
admit onto their courses in order to maintain their reputation.

There are various measures that HEIs are able to use to demonstrate quality — such
as:

e Research performance (for example, as assessed through the Research
Excellence Framework);

e Specific research facilities and ‘star researchers’ at the university (for example
Nobel prize winners);

e Quality Assurance Assessments (QAA) audit outcomes for HE;*?°
e Destination of graduates;

e Drop-out rates; and,

e Student satisfaction surveys.

HEIs may also use price signals for the provision of uncapped HE (such as on
postgraduate courses or for international students) to signal high quality.

Gaining a good reputation and maintaining that reputation is important for being able
to attract high quality staff and students and in setting a premium price. HEIs need to
be able to communicate their reputation and brand to potential students and
academics. The factors above are often used in various information, advice and
guidance, for example league tables (produced using various methodologies by
various organisations).

Student satisfaction and league tables will focus on a number of different aspects to
the student experience, and as such mean that HEIs need to be investing in their
reputation at all stages, from initial impressions on prospectuses and open days, to
pre-registration processes and engagement, through to experience during the course
and graduation. This highlights the need for an HEI to ensure that all aspects of the
organisation are supporting the reputation and brand that they have developed —

129 hitp://www.gaa.ac.uk/ .
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right from the way they innovate to deliver the services to the organisational design to
support delivery.**°

There is evidence that non-price competition pressures are effective in contributing to
greater efficiency and innovation in HEIs, although funding constraints also play their
part. HEIs invest in new technologies to improve the efficiency of operation as well as
to provide new and improved services to students. This includes using online
technologies to support library and information services, as well as to support
distance learning via new modes. The use of online modes of learning is becoming
more wide-spread among HEIs (for example with some offering whole degree
programmes online). Increasingly this includes embracing online learning
technologies which allow students to access learning materials and interact with
tutors and other students. In addition, HEIs provide a variety of learning modes to
allow distance learning, including outside the UK, as well as fast-track degrees which
allow a standard three-year degree to be undertaken over a two year period.

While there is a large degree of product differentiation in the provision of HE, there is
a lot of overlap between providers, and students will often have a choice of where
they can pursue a subject of study.’*! As HEIs continue to innovate in the way they
embrace new technologies and respond to changing needs of students, this will
continue to increase the choice available to students.

130 NESTA (2009) highlights the range of different areas of investment for innovation and brand.

131 OFT (2005).
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Box 5: Innovation and Efficiency in UK HEIs: JISC

While there has been limited price competition between English universities to
date, non-price competition still provides incentives for HEIs to be efficient with
their resources in order to free up revenue for investment in other factors, such
as quality and teaching and research facilities.

JISC is funded by the funding bodies for HE and FE in the UK and Northern
Ireland, and works with colleges and HEIs to support the use of innovative
technologies as part of the drive to maintain and drive quality and excellence in
learning.

Through its expertise and negotiating power on behalf of HE and FE providers,
JISC is able to save millions of pounds every year through procuring online
resources, as well as providing an administrative saving by providing that
resource centrally. For example, in 2008/09 JISC Advisory Services generated
savings equivalent to over £12 for every £1 invested (JISC, 2010).

JISC works with institutions to ensure that technology is supporting their
operation and supporting the provision of innovative technologies to provide the
infrastructure to provide high quality services to students and researchers. For
example, through supporting academic libraries embrace new technology to
develop their libraries. In the 1990s, JISC was central to putting resources
online, and continues to support librarians in accessing up to date technologies.

JISC has also provided essential support to JANET — a high speed network
connecting all universities and colleges across the UK.

In addition to supporting more efficient operation through the use of new
technologies, JISC also supports HEIs in using new technologies to provide new
learning modes for students. In particular, JISC is supporting the HEFCE online
learning taskforce to support HEIs and FECs in bringing in greater use of online
learning to provide more flexible modes of learning, to reach new students and
maintain competitiveness.

Barriers to entry and regulation

The HE system is currently regulated by four bodies: HEFCE, Quality Assurance
Agency (QAA), Office for Fair Access (OFFA) and the Office of the Independent
Adjudicator (OlA). Between them these bodies provide important regulatory roles,
including protecting student interests, both in terms of fair access and ensuring a
minimum quality threshold. There are also important controls in place for protecting
public investment, which not only includes ensuring that it is invested appropriately,
but also to manage public finance controls. This includes measures around student
number controls and access to student support.
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While these regulations are important for ensuring a successful HE sector, and have
contributed to the high quality reputation of HE in England, they do also create
barriers to entry for new providers and expansion for existing providers. For
example, it controls which institutions are able to offer a recognised ‘English degree’
(i.e. degree awarding powers) or call themselves a university.

The role of regulations will continue to be important to ensure confidence in the
quality and standards of HE in England. However, with changing funding
arrangements and increasing dynamism in HE, ensuring that regulations enable a
level playing field across the whole sector and are fit for purpose will be essential for
ensuring that barriers to entry are proportionate.

Any changes to regulations that reduce the barriers to entry while maintaining the
quality and reputation of the English have the potential to encourage greater
competition, both from increasing competition between existing providers and from
the potential for new entry.

Conclusion

HEIs do compete with each other in the current system, particularly on non-price
factors, but also on price for some groups of students — particularly international and
postgraduates. Current competition is providing a constraint on HEIs to be more
efficient and innovative, but there is potential that the changes being made will
increase competition between HEIs.

Student behaviour is important and provides a constraint on HEIs. Non-price factors
are central to the nature of competition and influence student choices, particularly
around the courses on offer, the quality of teaching and learning (including the
facilities) and reputation. Students are not only customers, but important inputs to
the HEI offer. There is evidence that students have reacted to price changes in the
past, but this has been off-set by the student support provision from government.

There are a range of policy changes that will have an impact of HEIs, and will

influence their behaviour and choices in engaging in the provision of HE, as well as
the student response.
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