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REPORT CARD ON TAX EXEMPTIONS AND
INCENTIVES FOR HIGHER EDUCATION:
PASS, FAIL, OR NEED IMPROVEMENT?

TUESDAY, DECEMBER 5, 2006

U.S. SENATE,
COMMITTEE ON FINANCE,
Washington, DC.

The hearing was convened, pursuant to notice, at 10 a.m., in
room SD-215, Dirksen Senate Office Building, Hon. Charles E.
Grassley (chairman of the committee) presiding.

Present: Senators Thomas, Bunning, Baucus, Bingaman, Lincoln,
and Schumer.

OPENING STATEMENT OF HON. CHARLES E. GRASSLEY, A U.S.
SENATOR FROM IOWA, CHAIRMAN, COMMITTEE ON FINANCE

The CHAIRMAN. Today we are holding a hearing, what we call an
oversight hearing, on tax benefits for higher education. We will
look at both the incentives we provide families and students to help
pay for education, and also the significant amount of tax breaks
that we provide colleges and universities because they are tax-
exempt organizations.

The Joint Committee on Taxation, as you know, are the people
who spend their lifetimes, in a professional way, looking at the im-
pact of taxation on the economy and the amount of money it brings
in or does not bring in. That committee has estimated that the tax
benefits to individuals to assist with higher education for 2006
through 2010 will be approximately $49 billion.

The tax breaks provided to colleges and universities are also sig-
nificant for these institutions because they are allowed to issue tax-
exempt bonds, and are exempt from income tax, and benefit from
deductions allowed for charitable organizations.

Unfortunately, it appears that far too many colleges’ and univer-
sities’ response to efforts to make college affordable by the Con-
gress and by the private sector—particularly our Nation’s elite in-
stitutions—has been a bad triple play: big tuition increases, ex-
panding endowments, and now very, very high salaries for college
presidents, although one of the issues in my State of Iowa is
whether or not we are offering to pay enough to fill a vacancy at
one of our State universities.

The Finance Committee considered some of these issues in April
of 1997, when we considered the Clinton administration’s proposal
for the HOPE scholarship, as well as other tax breaks at that time
to help pay and save for college.
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Many members at that hearing expressed concern about rising
tuition costs. There was even discussion about how incentives for
education savings and other tax changes could possibly reduce the
rampant increase in tuition costs.

We will hear testimony today about research that considers
whether additional tax breaks have been a factor in increasing tui-
tion and reducing institutional financial support.

However, one thing is clear: the tax incentives we passed have
certainly done nothing to limit the rapid growth in tuition that was
investigated by this committee back in 1997.

Since 1976, college tuition and fees have risen by more than
twice the economy’s overall price level. Imagine that! The burden
on families and students has risen by twice the rate of inflation.

So, members of this committee have been very, very concerned,
when we would apply that same principle to high medical costs in
this country, and we ought to do something about it. I think it is
legitimate to raise the issue about the costs on families of going to
college.

In our 1997 hearing, we had discussion of what Senator Moy-
nihan, then Ranking Member, termed as “Baumol’s disease.” The
committee looked at this theory as a justification for ever-increas-
ing tuition, basically the point being that because colleges are so
labor-intensive, they cannot benefit from improvements in produc-
tivity that occur in the rest of the economy.

However, it does not have to be that way. Many colleges and uni-
versities are working hard to keep costs under control and to make
ic,ure that working families are not overwhelmed by the costs of col-
ege.

Two examples in my own State, Drake University and a small
college in northwest Iowa called Northwestern College, have taken
steps to get a handle on tuition increases. It can be done. I will in-
clude in the record a letter from the president of Drake, as well as
an extensive discussion of the work Drake has done in this area.

[The letter appears in the appendix.]

The CHAIRMAN. I would suggest to my colleagues that efforts to
stop the galloping inflation of college costs failed when we tried to
address it on the demand side. I think it is time for us to con-
sider—and I do not have any thoughts beyond considering, but that
is what this hearing is all about—what incentives or requirements
might make sense for colleges and universities that receive these
billions in tax breaks, particularly our elite institutions with mas-
sive endowments, for best practices to keep tuition costs in hand
and to assist working families to attend and pay for college.

Should we expect better information and transparency of what
colleges are doing to control costs, who they are admitting, and
other important information? Should colleges with big endowments
be required to pay out funds and dedicate some of those funds to
keep tuition costs in check for working families? Maybe these uni-
versities already figure they are doing a great deal of that.

Should some tax breaks for colleges be dependent on their keep-
ing tuition inflation under control? Are tax breaks such as tax-
exempt bonds actually encouraging behavior such as increasing tui-
tion and reducing the number of students accepted from working
families?
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Now, you could add a lot of questions to what I just asked, but
these are some of the questions and some of the ideas—and there
are many more—that we need to be thinking about.

The information prepared for today’s hearing by the Congres-
sional Research Service and Joint Tax is very informative, and I
commend it to the attention of members and staff. I particularly
note the issues that CRS and Joint Tax raised regarding these
massive endowments at some universities that have no require-
ment to provide a penny to help students pay for college.

I know that looking at colleges and universities is a very tough
task, and tougher than the easy journey of just voting for more tax
breaks for tuition. I have supported and have helped to champion
those tax breaks in the past, and hopefully to get them reauthor-
ized right away.

Of course, I look forward to working with Senator Baucus to ex-
tend these proposals in this Congress, and, if we do not get it done,
then doing more maybe even in the next Congress.

That is why it is all the more unfortunate that some on the other
side have decided to make political points off of what has been a
bipartisan matter for years. If you look at the rhetoric and ads in
the last campaign from the other side—meaning the Democratic
Party, a lot of times, not maybe specific members of Congress—you
would believe that none of these recent education tax relief pro-
posals came out of a bipartisan effort of this committee.

In fact, the truth is that all of these measures were very bipar-
tisan and enacted during Republican congressional control. How-
ever, I am very fearful that additional tax breaks for education
without encouraging best practices by colleges and universities will
not even be helping working families keep up with the rising costs.

The need for this committee to train its eyes on tax breaks for
education has received important support from Mr. Charles Miller,
who was chairman of the Secretary of Education’s Commission on
the Future of Higher Education, which recently released a report.
I would enter his letter of December 1 in the record.

[The letter appears in the appendix.]

The CHAIRMAN. He makes several points about the importance of
holding colleges more accountable, and also emphasizes the need to
clean up the confusion and complication of tax breaks that assist
families to pay and save for college.

Reform of the tax code in this area is also an important part of
this hearing. We have proposals from Joint Tax and the President’s
Tax Reform Panel to reform the maze of tax laws when it comes
to paying and saving for education. We will hear more about what
can be done in this area to make these incentives more effective.

It is very discouraging that many students and their families are
not taking full advantage of the tax incentives that we have pro-
vided because of confusion and uncertainty. We need to make sim-
plification in this area a priority, and my hope is that the adminis-
tration will put forward a credible proposal.

Last, we will be hearing about a new issue in this committee,
which is a significant number of enrollment spaces at our Nation’s
elite colleges that are reserved for children of alumni, children of
teachers, and the children of multi-millionaires whom the univer-
sities hope might give more money down the road.
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All this means fewer spaces for children of working families. The
reality is that, for a smart high school student from Waterloo, IA,
the number of spaces available at a top college is a lot fewer than
might meet the eye.

We need to think about whether reserved spaces at our top col-
leges is a public policy that should be subsidized by the tax code,
as is currently the case, and also whether it is in keeping with the
requirements that charities, colleges, and universities operate in
the public interest.

I look forward to this testimony and encourage other interested
parties to submit their views and comments on how to deal effec-
tively with these issues.*

Before I ask Senator Baucus to speak, I would simply like to
make a tribute to him as Ranking Member over the last 4 years,
cooperating with me. This will probably be the last hearing that we
will have that I will chair, so it gives me an opportunity to express
to him my gratitude for the great deal of cooperation.

More importantly, and something I do not think he, I, or this
committee gets proper attention from the public for, or particularly
people who are naive about how Congress operates, that everything
in this Congress is in conflict; every Republican is punching every
Democrat, and every Democrat is punching back.

In this committee, there has been a great deal of cooperation
and, at least over the last 2 years, I can think of only one issue
that did not get out of the committee that we had any disagree-
ment on, and that was a friendly disagreement.

Then we had maybe one bill get out of committee that did not
have bipartisan support, and that was a friendly disagreement. So
this committee acts the way the Senate has to act if anything is
to get done, and that is in a bipartisan way.

For people who might not understand why it takes bipartisan-
ship in the Senate to get anything done, it is because of the fili-
buster and the protection of minority interests, the only institution
of our political system where that is done, in the Senate of the
United States. So, nothing gets done if just Republicans stick to-
gether and Democrats stick together. So if you want to get some-
thing passed, we get it passed.

I think that Senator Baucus is probably in the same vein of
thought as a famous Senator from his State by the name of Mans-
field, who thought the Senate ought to work and have product. I
do not know whether that is where he gets his inspiration or not,
but I know that that was a good pattern to follow.

Whether he recognizes it or not, I think he follows in that pat-
tern, and we get a great deal done, with a great deal of coopera-
tion. I guess I owe it to you to thank you for that cooperation, and
wish you well over the next 2 years, hopefully. [Laughter.]

Senator BAucusS. It has been a real pleasure.

*For further information on this subject see also “Present Law and Background Relating to
Tax Exemptions and Incentives for Higher Education,” Joint Committee on Taxation staff re-
port, December 4, 2006 (JCX-49-06); and “Higher Education Institutions: A Discussion of Orga-
nizational Status,” Congressional Research Service, December 1, 2006.
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OPENING STATEMENT OF HON. MAX BAUCUS,
A U.S. SENATOR FROM MONTANA

Senator Baucus. Mr. Chairman, you kind of beat me to the
punch here. I was going to compliment you right off the top. I do
not know that the Senate has had a better Chairman, frankly, in
many, many years that has been so cooperative. It has been just
a joy to have this partnership, the two of us working together.

This is probably going to be your last hearing of this Congress,
but I want you to know that we are going to have the same part-
nership in the next Congress. “Joy” is the word. It has just been
a real reward for me to work with you in the vein that you just
described. It means a lot to me. And it will continue in exactly the
same way.

The CHAIRMAN. Thank you very much.

Senator BAucuUS. Mr. Chairman, I am excited that we are having
this hearing on education. We all know the importance of edu-
cation. I am going to spend a lot of my time in this Congress—what
is left of it—and in the next Congress helping to advance the cause
of education in our country. It is critical.

Aristotle once said that legislators should spend their time help-
ing to educate youth. He was right. We all know today that we
must as well.

I have introduced legislation to try to advance education in our
country. It is a bit ambitious. It is meant to be a bit controversial,
because I think we have to stir up a little controversy to, frankly,
get our country focused much more, and more effectively, on edu-
cation than we have in the past.

One small anecdote. It really does not mean a lot, but maybe it
means something. I took a bunch of Montana businessmen over to
India earlier this year. When we were in Bangalore, I spent some
time at the Jack Welsh Technology Center. That is a GE research
center there in Bangalore.

At the end of the tour, I asked the manager, “Why are you here?
Why are you here in Bangalore?” He said, “The greatest talent pool
is here.” I said, “Well, in what country is the next greatest talent
pool?” “China.” “Well, where are we, the United States?” “Well, you
are down there a little bit.” “Well, what do we have to do to get
up there?” He said, “Education. Education and health care costs.
Your health care costs are too high, and you do not spend enough
time on education in your country.”

I know he is right. With the world getting increasingly global-
ized, complicated, interrelated, clearly a comparative advantage we
might have in America is brain power, education.

Other people are just as smart as we, but we just have to take
advantage of the creative opportunities in this country, the creative
juices, the innovation in our country to tap into developing a world-
class education system so that our kids and our grandkids can have
the same quality of life that we have been able to have in our lives.
I think it is bedrock, it is so important.

My legislation is just an idea, a start to advance the ball a little
bit here, to give voluntary universal pre-kindergarten education for
all Americans. Voluntary pre-kindergarten education for all Ameri-
cans. States contribute, but I think you have to start young, really
young.
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Second, do not add that much more for elementary or secondary,
except to suggest 100,000 scholarships for teachers who want to go
into math, science, engineering, and into teaching. If they get more
people more involved in teaching, particularly in the core subjects,
that makes a lot of sense.

I also suggest in the legislation to give free tuition, college-level,
for anyone who majors in math, science, or engineering so long as
that person gives back 4 years working at a company, an institu-
tion in that field, or teaching in that field, a little bit like the Peace
Corps concept. I am just trying to figure out ways to help encour-
age people to train in those subjects.

Increasing the Pell grant up to $6,000 is another idea I had.
There are some after-school provisions, because people tend to fall
through the cracks a little bit and need some help in that regard.
Also, to simplify the tax code when it comes to education. I think
there are two many different things. There is the HOPE scholar-
ship, lifetime, and so forth. It gets a little complicated for people,
I think, sometimes.

But simplify that and make it very significant so that people who
do have income can get a tax deduction. But on the other hand, you
have to increase the Pell grant because a lot of people just do not
have the income.

In my State of Montana, for example, 80 percent of college stu-
dents get financial aid. Eighty percent. I think the national average
is about two-thirds. We really need to help them get to college. I
am really happy that we have all six of you on this panel here this
morning because one of your focuses was on access, how to get to
college.

I know it is an extremely complicated subject, but I just, Mr.
Chairman, want you to know that I am going to spend a lot of my
time on this subject, because I think it is just so important for our
country.

We have to start thinking more strategically in America. We
react too much here in the Congress with this issue, that issue, on
almost a daily basis. I hope that our country can, next year, start
again thinking a little more strategically, spending more time lay-
ing the foundation to help our country be more competitive.

Education is clearly key, but it is also in energy, health care
costs, and so forth. Let us start tackling the basics and think more
strategically, plan a little more with some outcomes, some metrics
to see how we are doing, kind of measure how we are doing, like
a good businessman.

In a certain sense, we in the Congress are charged with being
kind of a CEO of the country. We have to start building some plans
here, figuring out what is working, what is not working, so that our
kids and our grandkids have the same opportunities on down the
road that we have.

Otherwise, I am afraid we will kind of slowly fritter away, just
slowly, slowly, slowly fritter away in this country. We have super
opportunities. The big advantages we have in America are our in-
genuity, our creativity, and our free enterprise, which help make
that happen.
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Mr. Chairman, I again thank you for this hearing. I want to end
where I began: I just cannot thank you enough for your partner-
ship and the relationship we had working together.

The CHAIRMAN. Thank you. It has been very enjoyable, and will
continue to be enjoyable.

[The prepared statement of Senator Baucus appears in the ap-
pendix.]

The CHAIRMAN. Before I introduce the panel, if I slip out just for
a few minutes, I am going to ask Senator Baucus to chair, because
I have to go down the hall here to ask questions at the appropriate
time of one of the witnesses before the Judiciary Committee.

The first witness is Mr. Daniel Golden, deputy chief, Boston bu-
reau, The Wall Street Journal; then Dr. Bridget Terry Long, asso-
ciate professor of education and economics, Harvard Graduate
School of Education; Dr. James Johnson Duderstadt, president
emeritus and professor of science and engineering, University of
Michigan.

Then we have Patricia McGuire, president of Trinity University
in Washington, DC. Ms. McGuire has served on the Red Cross Re-
view Board. I mention that today because I am going to be intro-
ducing legislation based on the work of that board. Obviously, as
I thanked you over the phone, I thank you publicly now for your
hard work in that area and taking a very responsible approach.

Then Dr. Susan Dynarski, associate professor of public policy,
John F. Kennedy School of Government, Harvard; and, last, Mr.
Michael Brostek, Director, Tax Issues, Strategic Issues Team, U.S.
Government Accountability Office.

Mr. Golden? By the way, for all of you, your longer statements
will be put in the record, so you will not have to ask for permission
to do that.

STATEMENT OF DANIEL GOLDEN, DEPUTY BUREAU CHIEF,
BOSTON BUREAU, THE WALL STREET JOURNAL, BOSTON, MA

Mr. GOLDEN. Thank you. Good morning, Mr. Chairman and
members of the committee. My name is Dan Golden. I am the dep-
uty chief of The Wall Street Journal’s Boston bureau, where I cover
education.

I am also the author of the recently published book, “The Price
of Admission,” which reveals the extent of admissions preferences
for wealthy and well-connected applicants at the Ivy leagues, Duke,
Stanford, Notre Dame, the University of Virginia, and other lead-
ing colleges. Thank you for inviting me to testify.

My research demonstrates that elite colleges and universities use
admissions to generate revenue, enhancing their massive endow-
ments. Their favoritism toward the wealthy undermines equal op-
portunity and upward mobility in our society.

I found that four major preferences favor affluent candidates in
admissions to selective private and public universities. I estimate
that nearly one-third of the students admitted to some elite col-
leges receive special consideration due to what I call “preferences
of privilege” far more than those who enjoy an edge due to affirma-
tive action.

The first such preference is for alumni children, who make up
about 10 to 25 percent of the student body at elite colleges. Leg-
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acies, as they are called, gain admission at 2 to 4 times the overall
rate. I estimate that legacy applicants enjoy a 50- to 75-point ad-
vantage on the old 1,600-point SAT scale over students who do not
receive any preference, and more if their parent is a major donor.

The second preference of privilege favors what are called “devel-
opment cases.” That is a euphemism for applicants recommended
by the fundraising or development office because, if they are admit-
ted, their non-alumni parents are expected to provide money or vis-
ibility. The preference for these children may amount to as much
as 300 to 400 SAT points out of 1,600.

The third preference of privilege helps athletes in blue-blood
sports. Viewers of college basketball and football on television as-
sume that college sports are racially and economically diverse.

What they do not realize is that colleges also give admissions
breaks to athletes in many prep school sports that most American
children rarely have a chance to play, such as crew, horseback
riding, sailing, squash, and even polo. Athletes in many of these
sports also enjoy full scholarships, despite their wealth.

The last preference of privilege benefits children of university
faculty and administrators. At many institutions, these children re-
ceive both an admissions break and free tuition.

These advantages are linked. College admissions officers often
lower standards for these children because they do not want to
incur the wrath of fellow administrators and faculty members
forced to pay full tuition elsewhere. Children of a college’s own fac-
ulty and administrators often comprise 2 to 3 percent of the stu-
dent body at these national institutions.

The preferences for the privileged directly exclude highly tal-
ented candidates who are not wealthy or connected. When colleges
lower the bar to admit privileged children, they make room by
turning away outstanding middle-class and working-class appli-
cants, predominantly white and Asian-American.

As Notre Dame’s admissions dean told me, “The poor schmuck
who has to get in on his own has to walk on water.” Colleges con-
tend that these admissions preferences are needed to elicit dona-
tions to support laboratories, scholarships, faculty salaries, and
other expenditures.

Certainly I believe these are worthy causes, but I wonder how
much more money colleges need with Harvard’s endowment at $29
billion or so, Yale’s at $18 billion, and so on down the line.

I also believe that raising money by compromising the admis-
sions process is not the only way for elite colleges to maintain qual-
ity. In my book, I profile three excellent institutions: the California
Institute of Technology, Berea College in Berea, KY, and the Coo-
per Union for the Advancement of Science and Art in New York
City, which admits students purely on merit, yet they have
amassed ample endowments on the basis of innovative fundraising
and compelling missions.

Public universities clearly have an obligation to provide edu-
cational opportunity to students of all backgrounds, but the non-
profit, tax-exempt status of America’s elite private colleges also
confers on them a social responsibility to broaden access.

Reflecting this mission, such colleges describe themselves as
“need blind,” meaning that admissions decisions do not take into
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account a candidate’s need for financial aid. But the finding of my
research is that, even if colleges are “need blind,” they are not
“wealth blind.” That is, they offer advantages to the wealthy and
well-connected in admissions, to the detriment of young people of
outstanding talent born to less well-off or prominent parents.

I would encourage America’s elite universities to eliminate these
preferences of privilege and open their doors to the best applicants,
regardless of wealth. Thank you.

The CHAIRMAN. Thank you.

[The prepared statement of Mr. Golden appears in the appendix.]

The CHAIRMAN. Now, Dr. Long?

STATEMENT OF DR. BRIDGET TERRY LONG, ASSOCIATE PRO-
FESSOR OF EDUCATION AND ECONOMICS, HARVARD UNI-
VERSITY, CAMBRIDGE, MA

Dr. LoNG. Good morning, Mr. Chairman and committee mem-
bers. Thank you very much for allowing me to speak to you this
morning.

I have been doing research on issues of college access and afford-
ability for over 10 years now, and I am going to share some of the
results of that research, along with other colleagues.

First, to put in perspective, the types of institutions we have just
heard about really only cater to about 3 or 4 percent of students;
the top institutions that have those large endowments that we see
in the press really only cater to about 1 percent of students. So, I
am going to speak more generally about what we see in terms of
college behavior.

So as we consider tax breaks and financial aid, let us first con-
sider how colleges set their tuition prices. A major question is
whether or not colleges are reacting to Federal financial aid and
raising their tuition prices in response.

The concern is obvious. If we are creating these policies and col-
leges are then bidding up their prices, the discount in benefits to
students are going to be bid away. So, there are very important im-
plications in terms of student affordability, as well as how we effi-
ciently decide to use our tax revenues.

So how do we know if colleges are responding to prices? Well,
clearly, tuition prices have increased dramatically in the last sev-
eral decades. But just because tuition prices have increased at the
same time that financial aid revenues and expenditures have in-
creased does not mean that one is causing the other.

We must take this analysis a step further to isolate what is the
impact of financial aid versus the many other factors that impact
college tuition pricing, such as declining State appropriations and
increased expenditures on technology and student academic sup-
ports.

So what part of the puzzle is due to Federal financial aid and
what part is due to other reasons why we might expect tuition to
increase over time, regardless of whether there is financial aid?
What does the evidence say?

To summarize, there is no smoking gun in terms of evidence that
says colleges are reacting to Federal student aid by raising their
prices. Most studies show little to no response by institutions.
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So, for example, I completed a study in 2004 that looked specifi-
cally at the higher education tax credits. I found that public 4-year
institutions and private institutions were not responding at all.

In terms of the community colleges, there was some mixed re-
sults. Some results pointed to positive results. Other results,
though, pointed the other way, that community colleges may have
actually been reducing their prices in response to the credits.

So while most studies find little to no response in terms of col-
lege behavior, studies that find some evidence often have con-
flicting results that are very weak, that are not robust, and that
no researcher would use to state definitive claims that colleges are
reacting.

I would like to say, though, as we consider this issue, it is much
more important that we shift our focus from the list tuition prices
that colleges have in their catalogues to the net tuition prices that
students actually face.

So in my slides, if you will look at what has happened to prices
at public 4-year institutions over time, if we look at their catalog
prices, they have increased 49 percent from 1996 to 2006, but when
we look at net price, the increase has only been 29 percent. As the
bar graph shows, the price that is listed in the catalog is much
higher than the prices that students actually pay. This is also true
for private institutions.

So we need to push our analysis further and our discussions fur-
ther, not focusing on that list price, but instead that net price. It
is a much better indicator of college behavior and how they might
be reacting to financial aid policy.

In fact, one study by Michael MacPherson and Morton Schapiro
in 1991 shows that, when Federal financial aid was increased, pri-
vate institutions actually increased their institutional aid as if to
further reduce the costs for students.

We certainly need more information on net price so we can have
a better handle on what colleges are doing, but it gives us a better
sense of their behavior, as well as true affordability for students.

So if aid is not driving up college tuition prices, why have tuition
prices increased so much in recent decades? Well, I already briefly
mentioned State appropriations. As my slides show, we can see
that as State appropriations have fallen, tuition has very closely
mirrored the increase. Public institutions have had to make up the
difference in other ways.

There are also increasing costs for faculty as the faculty ages and
are now baby boomers at the peak of their earnings capacity. There
have been plenty of new expenditures on technology and student
services.

We also should not forget that those huge expenditures on insti-
tutional aid are also part of the reason why tuition prices have
gone up, so we need to identify best practices and how colleges are
trying to keep prices low, but realize that there are valid reasons
why tuition prices have gone up.

So to close, as we do reconsider financial aid, there again is no
smoking gun to suggest colleges are raising their tuition prices due
to Federal aid, but there is very good data, very good numbers to
say there is a large unmet need. We need to simplify our policies
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and refocus on students who need our help in order to be able to
attend college.
Thank you.
The CHAIRMAN. Thank you, Dr. Long.
[The prepared statement of Dr. Long appears in the appendix.]
The CHAIRMAN. Now, Dr. Duderstadt?

STATEMENT OF DR. JAMES JOHNSON DUDERSTADT, PRESI-
DENT EMERITUS AND PROFESSOR OF SCIENCE AND ENGI-
NEERING, UNIVERSITY OF MICHIGAN, ANN ARBOR, MI

Dr. DUDERSTADT. Thank you, Mr. Chairman and members of the
committee.

For the last year, I served as a member of the Secretary of Edu-
cation’s National Commission on the Future of Higher Education in
America, and I thought I would put two or three of our most sig-
nificant findings on the table that relate to the matters before this
committee.

First, we found that, while in today’s global knowledge-driven
economy a college education is more important than ever, too few
Americans have that opportunity.

There is ample evidence that qualified young people from fami-
lies of modest means and minority groups are far less likely to at-
tend college than their affluent peers. Today’s students from the
highest income quartile are over 10 times more likely to attend,
and graduate, from 4-year colleges than those from the lowest
quartile.

Second, the manner in which we finance higher education in
America is under increasing strain as institutional costs continue
to rise, State support for public universities continues to decline,
and the tuition and debt burdens on our students continue to soar.

Third, our financial aid programs at the Federal, State, and in-
stitutional level are not only confusing and complex, but they fail
to address adequately the needs of low- and middle-income stu-
dents. Key here has been the shift of Federal programs over the
past several decades from an emphasis on need-based grants to
subsidized loans to tax benefits, even as States and institutions
have increasingly emphasized merit-based over need-based finan-
cial aid.

Now, many of the answers to these dilemmas lie within the juris-
diction of other committees of Congress, but Federal tax policy can,
and does, play a role in the support of higher education.

Current tax policies both assist parents in saving and paying for
a college education for their children, and they also provide strong
incentives for donors to contribute to a variety of purposes in high-
er education.

But while most of these tax benefits contribute substantially to
our colleges and to education, some have drifted rather far from the
tax-exempt purposes of education and scholarships.

As some of you know, I have written in the past about my con-
cerns about intercollegiate athletics and argue that tax policy, to
some degree, is fueling an arms race in stadium construction,
coaching salaries, and, indeed, even in student exploitation in big-
time sports programs such as college football and men’s basketball.
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Now, to be sure, Federal tax policy helps create a balance be-
tween public and private support that has been key to the diversity
and the quality of American higher education that is very much
envied by the rest of the world.

But what our tax and student aid policy does not do as well as
it should is to assure that help is directed at students with the
greatest financial need so that they can attend college.

The challenge seems clear. How do we make sure we provide the
right tax structure to go along with broader educational policy
changes that will assure the access and affordability for higher
education for the millions of Americans who need financial help?

It is imperative, both as a matter of social justice and economic
competitiveness, that our Nation address and remove those factors
that have created a strong dependence of access and success in
higher education upon socioeconomic status, while at the same
time sustaining America’s leadership in higher education.

Mr. Chairman, as you begin to look at tax policy broadly in the
next Congress, it is important that this committee look at
partnering with the Committee on Health, Education, Labor, and
Pensions, and other relevant Senate committees, in determining
the proper role for tax policy to play in making sure that more
American students can attend and succeed in college.

There are others on this panel with more policy experience than
I have who may be able to suggest creative new ways to use our
tax system so that more Americans can achieve greater skills and
ability through higher education.

But I can state that the higher education community would wel-
come the opportunity to explore these and other ideas with the
committee. Working together, we can begin to tackle these issues
that will enable all Americans to benefit from educational oppor-
tunity and, in the long run, will determine the very future of Amer-
ica’s economic and national security.

Thank you very much.

The CHAIRMAN. Thank you very much.

[The prepared statement of Dr. Duderstadt appears in the appen-
dix.]

The CHAIRMAN. Now, Ms. McGuire?

STATEMENT OF PATRICIA McGUIRE, PRESIDENT, TRINITY
(WASHINGTON) UNIVERSITY, WASHINGTON, DC

Ms. McGUIRE. Thank you, Senator Grassley, and thank you for
your very kind remarks earlier. It was an honor to serve on the
Red Cross Governance Advisory Board.

Trinity is pleased to be part of congressional history. Our alum-
na, Nancy Pelosi, is about to become the first woman Speaker of
the House, so we proudly congratulate her.

Trinity has changed a lot since Speaker Pelosi graduated in
1962. Today, we enroll more District of Columbia residents than
any other private university in the Nation. Nearly half of our stu-
dents are DC residents. Nearly 90 percent of students are black or
Hispanic.

More than 95 percent are low-income students from the eastern
quadrants of the city, who receive substantial unfunded tuition dis-
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counts. Indeed, our discount is 40 percent, on average. More than
half of our students are eligible for Pell grants.

Our full-time tuition this year is $17,700. And, by the way, we
have not raised our tuition more than 3 percent in any year in the
18 years that I have been president, but I do not know of any stu-
dent who pays $17,700. The typical Trinity student pays about
$2,000 or less out-of-pocket after all aid is awarded.

Like half of all private colleges today, Trinity’s endowment is less
than $17 million. Indeed, our endowment is about $10 million. In
many ways, Trinity is no different from the majority of small, pri-
vate colleges and universities that do some of the most effective
educational work in this Nation.

Regulatory behaviors aimed at a very few elite institutions will
have a much more harmful effect on us. Harvard will barely feel
the pinprick of a policy that could put us out of business, literally.

The Federal tax-exemption for education recognizes the public
good that colleges contribute to this Nation. We are drivers of eco-
nomic prosperity. In 2004, private colleges and universities em-
ployed nearly a million people nationwide and had a cumulative
impact of more than $340 billion on our local economies. The tax-
exemption is essential to this economic engine for our communities.

Harvard’s endowment is extraordinary, yes, but put that in per-
spective. At the end of fiscal year 2005, there were more than 1,300
private colleges and universities in this Nation. The median—half
below this—for these institutions was $16.3 million. Only 38 out of
1,300-plus schools reported endowments of more than $1 billion.

Regarding the compensation of presidents, of 670 private colleges
listed on the recent survey in The Chronicle of Higher Education,
60 percent had salaries of less than $300,000, and 27 percent were
less than $200,000, and that includes me, and I have been presi-
dent for 18 years.

Regarding tuition, of 1,200 private colleges and universities, the
average tuition is $22,000, but given the prevalence of tuition dis-
counts, the actual cost to a student at a private college is much
less, on average about $13,000. By the way, students attending pri-
vate colleges and universities receive 5 times more grant aid from
their institutions than Federal subsidies.

There are deep historical roots to the wealth of Harvard and
similar institutions. I should also note that the creation of wealth
is considered the ultimate expression of good fiduciary duty. It is
the paradox of these hearings that serving fiduciary duty also cre-
ates a paradox in terms of access and affordability.

Strong endowments are part of the creditworthiness of institu-
tions. The standards that Moody’s and other credit rating agencies
ag}ily often work in conflict with the values of access and afford-
ability.

Consider this from Moody’s 2006 Private College and University
Medians: key credit strengths of an institution include strong
growth of net tuition per student, which means higher tuition and
less discount, and a challenge includes heightened external scru-
tiny of higher education tuition affordability, raising concerns
about future continued growth of net tuition per student.

Moody’s takes a dim view of institutional practices that repress
tuition growth, while providing greater access to needy students. At
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Trinity, when we were in the process of securing our first-ever
credit rating, we were advised that our lower tuition price and our
large volume of minority students would have a substantial nega-
tive impact on our credit rating.

Charitable gift support is supported by the policy of tax exemp-
tion. It is important to realize that charitable gifts are essential to
keep our tuition down. Many students and families do not realize
the tuition they pay covers only part of the actual cost of the stu-
dent’s education. In the typical private college, tuition pays only
about 50 to 75 percent of the total cost of education.

Now, what can Congress do about all of this? Thousands and
thousands of more low-income students nationally will benefit if
Congress, in its wisdom, will increase the maximum Pell grant,
which has not grown for 5 years. Middle-income families, similarly,
continue to need the support of tax incentives to help offset their
college expenses.

As Dr. Long already indicated and other studies have said, these
kinds of subsidies do not drive up tuition increases. Tuition does
increase for many other reasons, but it is not a factor of Federal
financial aid.

Thank you so much for your attention today.

The CHAIRMAN. Thank you.

[The prepared statement of Ms. McGuire appears in the appen-
dix.]

The CHAIRMAN. Dr. Dynarski?

STATEMENT OF DR. SUSAN M. DYNARSKI, ASSOCIATE PRO-
FESSOR OF PUBLIC POLICY, KENNEDY SCHOOL OF GOVERN-
MENT, HARVARD UNIVERSITY, CAMBRIDGE, MA

Dr. DYNARSKI. Mr. Chairman and members of the committee, I
am honored to have the opportunity to testify before you today.

First let me say that a college education is an excellent invest-
ment. Over his lifetime, a worker with a bachelor’s degree earns,
on average, $1 million more than a less-educated worker.

But college remains out of reach for many. A third of white, non-
Hispanics earn a B.A., but only 13 percent of African-Americans
and 8 percent of Hispanics earn a B.A. Even among the smartest
kids, income strongly predicts college attendance. If you are a
smart and poor kid, odds are you will not go to college. The odds
are one in three. If you are a smart and rich kid, odds are you will
go to college, three out of four.

I give you these statistics to get us thinking about our goals for
the education tax incentives. Whether they have been a success
after all depends on what goals we are setting for them.

If our goal is to ease the pinch of college costs for upper-income
families whose children attend expensive private schools, then the
tax incentives do a passable job. I would give them a “C.” If you
are familiar with grade inflation at Harvard, you will know that
“C” is faint praise from a professor.

But I believe we have somewhat more ambitious goals for the tax
incentives. We want to increase the skills of our workforce. We
want to maintain America’s competitive edge in the global econ-
omy. We want to make college a reality for those smart, but poor
kids who believe it is out of their reach.
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So if these are our goals, then the tax incentives get an “F.” It
is not that they are a bad idea: make college cheaper with a tax
credit and more kids should go to college. It is very simple econom-
ics.

But it is also simple economics that a subsidy will increase
schooling only if it reduces prices for those for whom price is a bar-
rier. We need to get money into the hands of those who are just
teetering on the threshold of college and need a helping hand from
us.
Who are these potential college students? They are from low-
income families, and they are disproportionately non-white and
Hispanic. Where might they go to school? The local community col-
lege, where tuition and fees average $2,200 a year, or a State uni-
versity, where they average $5,500 a year.

I want to drive this point home with a picture. There is a graph
in my testimony that shows average tuition and fees in the United
States. At the top of this graph are the Dennisons, the Harvards,
the Williamses, where costs average above $20,000 a year. A mi-
nority of students attend these elite institutions.

If you look down, down, down, you will see tuition at schools at-
tended by the typical student. Eighty percent of students attend
schools with tuition and fees below $10,000.

Senator BAucuUs. We just found the graph. Could you go through
that again?

Dr. DYNARSKI. All right. That top graph.

Senator BAucus. Figure 1?

Dr. DYNARSKI. Exactly. That top line is the elite schools: private,
4-year schools where tuition is above $20,000 a year, on average.
That is a minority of students. About 20 percent of students are
going to those schools.

Down at the bottom, are the 80 percent of students, with an av-
erage of $2,200 a year for the community colleges, $5,500 a year
for the 4-year public schools. And that is the list price. As was
pointed out by Dr. Long, the net price is actually about half of that.

So this is who we should keep very firmly in mind as we are
thinking about the tax incentives and how they should be designed.
We should be thinking of a low-income person attending an inex-
pensive public college.

The student who is admitted to Yale, or Williams, or Dennison
whose family earns $100,000 a year is going to college whether we
give him a tax incentive or not, and we should not be building our
education policy around the prices that she faces.

As currently designed, the education tax incentives do just about
nothing for the target population I just described. Instead, the tax
incentives focus on upper-income students at the most expensive
private colleges.

There are three problems with the targeting of the tax incen-
tives. First, they are non-refundable. Half of the families with col-
lege students do not get the full credit because their income and
their tax liability is just too low.

Second, the full value of the Lifetime Learning Credit does not
even kick in until tuition and fees exceed $10,000 a year. As I
pointed out, for very few students is that the case.
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Third, the now-expired tuition deduction was most valuable in
the upper tax brackets. Over half of the benefits of this deduction
accrued to households with incomes over $100,000 a year. Children
from these families are going to college with or without our help.

In addition to being poorly targeted, the tax incentives are too
complicated and confusing to do their job. Families cannot respond
to a price subsidy if they do not get it. Those on the margin of col-
lege entry are low-income, non-white or Hispanic, with parents who
did not go to college. English might be the second language.

From this context, think about the tax incentives: the IRS Publi-
cation 970 which explains the tax incentives is 82 pages long. Re-
search shows that complicated programs like these do not affect
college attendance. Simple, easily communicated subsidy programs
do increase college attendance and completion.

To make the tax incentives for education more effective, we need
to focus and simplify them. We should focus them on people who
need them and simplify them so that families can understand them
and respond to them.

So, I recommend we create a single refundable tax credit. A sin-
gle credit would reduce complexity. Making it refundable would get
it into the hands of people who need it.

Second, I recommend that we deliver the credit at the time of col-
lege enrollment when people need it, when tuition is due, and not
a year later when taxes are filed. The Department of Education
manages to deliver grants at the time of college enrollment, so this
can be done.

We could go even further by consolidating the tax credits and the
Pell grant into a single simple and generous grant for college stu-
dents. College students and their families now face two parallel
and duplicative bureaucracies, a tax system and a financial aid sys-
tem. To consolidate the process into one tax credit and one applica-
tion, that is less paperwork and less headaches for American fami-
lies.

Such a simple program could easily be communicated to families.
We right now send workers estimates of their Social Security bene-
fits so they can plan for retirement. Let’s send families estimates
of the education credit so they can plan for college.

Early and clear information gives families confidence they can af-
ford college, and encourages their children to do their part by work-
ing hard in elementary school and high school.

So to close, the education tax benefits do not, as they are now
constituted, get more people into college. Simplifying and focusing
the incentives will allow them to serve their goal, just opening the
doors of college to those who have the ability, but not the means,
to further their education.

Thank you.

The CHAIRMAN. Thank you, Dr. Dynarski.

[The prepared statement of Dr. Dynarski appears in the appen-
dix.]

The CHAIRMAN. Mr. Brostek?
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STATEMENT OF MICHAEL BROSTEK, DIRECTOR, TAX ISSUES,
STRATEGIC ISSUES TEAM, U.S. GOVERNMENT ACCOUNT-
ABILITY OFFICE, WASHINGTON, DC

Mr. BROSTEK. Mr. Chairman, Senator Baucus, and members of
the committee, thank you for the opportunity to testify today on
the Federal Government’s efforts to financially support attendance
at post-secondary education institutions.

American higher education has long been crucial to the develop-
ment of our Nation’s cultural, social, and economic capital. This
hearing is an opportunity to consider whether any changes should
be made in the government’s overall strategy for providing such as-
sistance, or to the individual programs and tax provisions that pro-
vide the assistance.

This is important for several reasons. The fact that we face large
and growing structural deficits in the future, primarily driven by
demographics and rising health care costs, emphasizes the need to
consider how government allocates its resources.

In addition, GAO has noted that fundamental reexamination of
government programs, policies, and priorities is necessary to en-
sure that they match 21st-century needs.

My statement today focuses on three issues: differences between
tax preferences and title IV assistance; apparent ineffective use of
tax preferences, possibly due to their complexity; and the lack of
research about the effectiveness of education-related tax pref-
erences and title IV programs.

Post-secondary student financial assistance provided through
programs authorized under title IV in the tax code differs in three
important ways. First, title IV grant and loan programs tradition-
ally provide aid to students while the students are in college. Tax
preferences help then, but they also help students and families
save before college and help in repaying college costs after college.

Next, while student aid programs and tax preferences serve stu-
dents and families across a wide range of income groups, some title
IV programs, we have heard, particularly the Pell grant program,
provide much of their financial assistance to students in families
with lower incomes.

For instance, for Pell grants to independent students, 92 percent
of the dollars went to families with incomes of $40,000 or less in
the 2003—2004 school year. In contrast, over half of the dollar ben-
efit provided to tax filers under the tuition deduction went to those
with incomes of more than $80,000.

A final difference between title IV programs and tax preferences
involves students’ and families’ responsibilities. Students and fami-
lies have more responsibility for appropriately using the benefits of
tax preferences compared to title IV aid.

For title IV aid, students and families fill out the Free Applica-
tion for Federal Student Aid form, albeit complex, and submit it to
the Department of Education, and then Education is responsible for
calculating the student’s and family’s expected family contribution.
Then students’ educational institutions are responsible for deter-
mining eligibility and the amounts and packaging of award
amounts to students.

In contrast, for users of the tax benefits, they must identify the
applicable preferences, understand the rules, understand how these
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preferences interact with each other and with the Federal student
aid system, keep records sufficient to support filing of their taxes,
and correctly claim the credit or deduction on their return.

Post-secondary education preferences can be difficult for families
to understand and use correctly. Perhaps due to the complexity of
the tax provisions, hundreds of thousands of taxpayers failed to
claim tax benefits that they are entitled to, or did not claim tax
benefits that would be most advantageous to them.

For example, we estimated that in tax year 2002, nearly 450,000
taxpayers either failed to claim an education credit or to take a tui-
tion deduction to which they were entitled, or used one tax provi-
sion when another would have been more beneficial to them. About
half of those taxpayers who made suboptimal choices used paid
preparers.

Finally, when we did our work in 2005, we found that Congress
has received relatively little evidence concerning the effectiveness
of the assistance provided under either the title IV or the tax pref-
erences in promoting, for example, attendance at college or choice.

In our report, we found no research on any aspect of effectiveness
for several major title IV programs and tax preferences. For exam-
ple, no research has examined the effects of Federal post-secondary
education tax credits on students’ persistence in their studies or on
the type of educational institution they chose to attend.

Gaps in the research on post-secondary education program effec-
tiveness may be due, in part, to data and methodological problems
that have proven difficult to overcome. The relative newness of the
tax preferences also presents challenges because relevant data are,
in some cases, just becoming available.

This concludes my oral statement. I would be happy to answer
questions.

[The prepared statement of Mr. Brostek appears in the appen-
dix.]

The CHAIRMAN. Thank you, Mr. Brostek, very much. I particu-
larly appreciate everybody staying within the time slot that we
gave to each of you.

We will have 5-minute rounds, and this will be the order: Grass-
ley, Baucus, Thomas, Bingaman, Bunning, Schumer, and Lincoln.

Mr. Golden, your book says that the preferences at our Nation’s
top universities provide to those who are children of alumni, who
are children of faculty, and perhaps most incredibly, those who are
children of the wealthy.

Are you aware of these top universities providing the same level
or number of preferences for those who served in the armed forces,
like serving in Iraq and Afghanistan?

Mr. GOLDEN. I am not aware of those type of efforts. Many years
ago, after World War II of course, the GI bill was responsible for
a large influx of veterans into elite colleges, as well as other edu-
cation. I am not familiar with any kind of similar large-scale influx
today.

As I describe, what I am aware of is an extensive system of pref-
erences for children of the wealthy and alumni and others. I am
also aware of recruiting efforts by colleges that seek to boost their
endowments by recruiting, not in Iraq, but at American prep
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schools and other elite high schools in order to find financially
wealthy candidates.

The CHAIRMAN. Well, I think we all have some concern about
preferences that give advantages to the wealthy and do not take
into consideration the needs of those who have fought to defend our
Nation and our freedoms.

For you and anybody else on the panel—but because of time not
too many other people, though I do not want to leave anybody out
who wants to comment—two questions. I am going to ask Mr. Gold-
en to answer first. I want to state both questions so I do not take
as much time.

I know that a few elite universities have recently trumpeted that
they are providing tuition tax-free for low-income individuals. How-
ever, Mr. Golden, I am worried about whether this is really ex-
panding access for low- and middle-income families or if it really
is just changing the mix, given the significant number of individ-
uals that are being admitted under special cases, such as children
of alumni and children of the wealthy.

Are these actions more about public relations as opposed to actu-
ally increasing the number of middle-income and low-income fami-
lies that are going to be actually admitted into the top universities
in the first place?

The second question. I know that many universities are going to
tell me, if they have not already, that they provide institutional
support and assistance for working families.

However, I have also read accounts which suggest that the
amount of this institutional assistance has gone down in recent
years, perhaps—but not for sure—in response to government ef-
forts to increase aid, but that also a great deal of the institutional
assistance at elite colleges also goes to wealthy families. Your
views, then anybody else who wants to comment on it.

Mr. GOLDEN. Yes. As you say, a number of top colleges, Harvard
and others, now provide free tuition to families under a certain in-
come level. At Harvard, it is $60,000. I regard these initiatives as
promising and a step in the right direction.

My concern would be that, because they have not indicated any
reduction in the preferences that I speak of for alumni children, do-
nors’ children, and so on, essentially the increased number of slots
they may provide to children of low-income families will essentially
come at the expense of middle-class families, so they appear to be
pitting low-income and middle-income families against each other
rather than cutting into the slots for the rich which they appear
to regard as sacrosanct.

In regard to the second question—institutional aid—I do not
have as much expertise on how that is broken down, but I would
note that a large part of higher education institutional aid is pro-
vided in the form of athletic scholarships, not in the Ivy league,
which just has need-based scholarships, but elsewhere. Often, as I
document in my book, athletic scholarships go to relatively affluent
students.

There are a number of studies showing that athletes at liberal
arts colleges actually come from wealthier families than the aver-
age student, in part because they are playing sports that are pre-
dominantly played at prep schools and elsewhere.
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There has also been, in the area of aid, a move toward greater
merit aid, which also favors affluent families. But that is not sort
of in my area of expertise, but I am sure others on the panel can
speak to it.

The CHAIRMAN. All right. I will ask you three to comment short-
ly, please, because I do not have much time left. I will not ask an-
other question before I go to Senator Baucus.

Dr. Long, then Dr. Duderstadt, then Ms. McGuire.

Dr. LoNG. Thank you, Mr. Chairman.

Just briefly, you mentioned the low-income initiatives that
schools like Harvard and Princeton University have. I would also
like to recognize schools like the University of North Carolina at
Chapel Hill, where they are reaching out to low-income students.

They have found that their applications have gone up and they
have coupled these scholarship programs with intensive recruit-
ment activities to find students who might not think that they can
afford Harvard, but to let them know that there is financial aid
available.

So, they have seen an increase in their enrollment of low-income
students, and it does seem to be changing—at least at Harvard—
the face of the institution.

I will also briefly say that institutional aid expenditures from col-
leges and universities are actually increasing and continue to in-
crease but, yes, there are concerns.

Some institutions are using this money for low-income students,
particularly at the top—they only give need-based financial aid—
while other institutions are using this for merit, which is favoring
more affluent families. They are really balancing multiple goals.
So, I suggest that we need to have more information about exactly
how they are awarding this institutional financial aid. Thank you.

Dr. DUDERSTADT. I would like to make a comment, very quickly,
about the recent study by the Educational Trust that Kati Haycock
put before us about the tendency of the 50 flagship public research
universities that are seeing an increasing shift away from the
broad populations that they were founded to serve to more affluent
students.

In part, that is because of a decline in State support, but it is
also a conscious effort on the part of many of these institutions to
shift from institutional need-based to merit-based aid, primarily to
pump up their rankings in surveys such as U.S. News & World Re-
port, which of course give much higher weight to student grade
point averages, class rank, and standardized test scores.

I think part of the difficulty here is, these institutions need to
look within themselves and understand more clearly just what the
socioeconomic distribution of their student bodies is, because the
concern is, as public institutions, they are beginning to drift away
from their public purpose.

The CHAIRMAN. Ms. McGuire?

Ms. McGUIRE. Yes. Thank you. Following on that, it is simply
not true that support for needy students in private colleges and
universities is declining. In fact, the reverse is true. It is growing
quite rapidly.

I know at Trinity, our support has grown by more than 500 per-
cent over the last 10 years for very needy students. It also is true
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that the flagship State universities are educating a proportionately
significantly wealthier population than many of the smaller private
colleges, particularly in urban centers. There was a newspaper arti-
cle in the Washington Post a while back that talked about the fact
that, at the University of Virginia, the median family income was
around $94,000. That was about 5 years ago; it is probably higher
today. At Trinity, it is $35,000. Today our median family income
is about $38,000.

You can bet that the gap between us and the University or Vir-
ginia or College Park is true for many of the smaller independent
colleges and universities, particularly those that were founded by
religious congregations in cities who see as our mission to educate,
as a matter of social justice, those populations that have been his-
torically excluded from higher education.

We do not have very large endowments because the good nuns
and priests did not build large endowments; they worked for free
in the past. We now have to pay our folks, but we also are pro-
viding massive support.

I know hundreds and hundreds of private colleges and univer-
sities that are discounting tuition at a rate of 40, 45, and even 50
percent, and it is at their peril.

The CHAIRMAN. I will insert in the record here something from
the Lumina Foundation for Education entitled “Engines of Inequal-
ity.” It says, “The average institutional grant aid to students from
families earning over $100,000 annually—$3,823—is actually high-
er than the average grant awarded to low- or middle-income stu-
dents.”

[The information appears in the appendix on p. 178.]

The CHAIRMAN. Senator Baucus?

Senator BAucus. Thank you.

I would be interested in the panel’s reactions to the suggestion
of Dr. Dynarski, namely, to maybe combine an increase in the Pell
grant with a refundable tax credit and just make it simple for stu-
dents.

Maybe, Dr. Dynarski, you can explain in a little more detail what
your idea was. I would like for the rest of the panelists to respond
to it.

Dr. DYNARSKI. First, I want to point out that the tax code is gen-
erally not a model of simplicity. [Laughter.] The education tax cred-
its are no exception. But financial aid rivals the tax code in terms
of its complexity.

The FAFSA, which is required to be filled out to get the Pell
grant, has about as many questions on it as a complicated 1040.
It is much more complicated than the typical tax form that some-
body would be filling out given that they, say, make $30,000 a
year. They would be filling out the 1040-A or the EZ, so the
FAFSA is more complicated than taxes for them.

I would like to see both the financial aid system and the tax sys-
tem for supporting higher education simplified, streamlined.

Senator BAUcCUS. But your proposal was?

Dr. DYNARSKI. The proposal was to put them all together into
one super credit. So, take the money that we spend on the Pell
grant, take the money that we spend on the tax credits, put it all
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together and have one unified credit that everybody is eligible to
apply for.

Senator BAUCUS. And in a very short sentence, why is that a
good idea? Then I want the rest of the panelists to respond whether
they agree. Why is that a good idea, Dr. Dynarski? Tell me in your
own words why it is a good idea.

Dr. DYNARSKI. It is simple. I think the people that we care about
are those who believe that college is too expensive, so we want to
deliver a simple message to people that college can be affordable.

Senator BAUCUS. And it is focused on less wealthy students and
families.

Dr. DYNARSKI. Exactly.

Senator BAucus. All right.

Dr. DYNARSKI. So it is unifying into one program the low-income
students who get the Pell, and the middle-income students who get
the tax credits. Everybody is in the same boat.

Senator BAucus. All right. Ms. McGuire, your response?

Ms. MCGUIRE. I am in favor of anything that will simplify the
ability of students to get Federal financial aid. It is absolutely a
nightmare.

Senator BAucuUs. What about this idea?

Ms. McGUIRE. Well, this idea has merit. However, let me answer
that, for many of the lowest-income families that we serve in Trin-
ity and elsewhere, the tax credit is not particularly useful.

Simplification is very useful, but for the majority of my students
who are, in fact, independent even at age 18, the tax credit does
not help them. They need the actual dollar support from the Pell.

Senator BAUCUS. But yours is refundable. She is talking about
refundable.

Ms. McGUIRE. They need to have the money when they enroll.
They cannot wait.

Senator BAUCUS. That was her third idea. She mentioned that,
too.

Ms. McGUIRE. Well, that is fine. If it translates to real dollars
at the time they enroll, the credits against the tuition price, then
what the backdrop of that is, is transparent. But you have to re-
member, low-income students do not have the means to work
through all of this, and that is partly what is discouraging them.

Senator BAucus. Sure. That is a good point.

Others’ reactions? Dr. Long, you had your hand up. Either one.

Dr. DUDERSTADT. On the Spellings Commission, we actually had
this delusion of grandeur: we could reduce the FAFSA down to a
single page. Anything that simplifies the process and gets the dol-
lars to students that have need, I think, is to the advantage of this
country.

Senator BAucuUs. Now, what about this idea?

Dr. DUDERSTADT. I think it is a step in the right direction.

Senator BAucus. Would you modify it?

Dr. DUDERSTADT. I would have to look at it more in detail and
I would have to get back to you on that. But I think, again, the
effort to simplify and the effort to get dollars to the students that
need them is the direction we have to be moving.

Senator BAucus. Thank you.

Dr. Long?
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Dr. LoNG. Yes. I think Dr. Dynarski’s idea is a very good one.
But to emphasize, there were three parts to it. You cannot just
take the simplification and try to fold in the Pell grant program
and use the credits as they currently are and expect to have an ef-
fect. It is key that it has to be refundable.

Work that I have done has shown that families that are most
needy, the families and students we want to get into college, cur-
rently do not receive the tax credit. So if it is not refundable, we
are going to be missing that part of the population.

Second, the issue of timing is vitally important. Work I did shows
that the tax credit turned out to actually increase access, meaning
new people coming to higher education. They are helping with af-
fordability, but that is a slightly different issue.

If we actually want to have a single financial aid program that
will increase enrollment, taking people into college, we have to be
able to give them the money when they need to pay their tuition
bill. So, those key things that Dr. Dynarski said, refundability and
the timing, matter a great deal, along with simplicity, if we are
going to put these two programs together.

Senator BAucuUs. Other reactions to the idea?

Mr. BROSTEK. We do not have an official position on it. We have
not studied the issue.

Senator BAUCUS. No, neither have I. But it sounds like a good
idea.

Mr. BROSTEK. Yes. It does sound to me like an idea worth explor-
ing. Some things to consider in exploring it would include whether
we were able to target the assistance to those who need it most
through that process, what would be the tax administration impact
of this?

A number of the lower-income individuals may not currently
have a tax filing responsibility, given their income, so this would
potentially bring more people into the system who would need to
get used to using the tax system to receive this kind of assistance.

The issue of the timing, trying to make this advance payment,
is an interesting idea. I think that deserves more study. From a tax
administration perspective, if IRS gives someone money and then
it turns out they are not eligible for it, it is difficult to recover that
kind of outlay. That is particularly true, probably, for the lower-
income taxpayers. So, I think that would need some study as well
in deciding whether this is a good idea to go forward with here.

Senator BAucuUs. Thank you. My time has expired. Thank you
very much.

The CHAIRMAN. I will skip over Senator Thomas. If he comes
back, we will work him in. We will go to Mr. Bingaman, then, then
Mr. Bunning.

Senator BINGAMAN. Thank you very much.

Let me just follow up on your last statement there, Mr. Brostek.
You were saying, from a tax administration perspective, it is dif-
ficult to give money and then ever get it back.

Are there any examples? I am trying to think of examples where
the government provides a tax credit or a payment based on a tax
credit prior to the filing of the tax return. That is what is being
suggested here, right?
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Mr. BROSTEK. Well, there is a bit of an example. The Earned In-
come Credit has an advance option where you can get up to 60 per-
cent of the credit that you would be eligible for in your paycheck
during the year before you have to file your tax return.

I do not recall exactly how that is calculated. I believe it is based
on your expected earnings for the year that you are entering into.
There is this control of 60 percent eligibility because of the fear on
many taxpayers’ part that they might end up owing taxes, so that
less than full eligibility is a means of trying to ensure that people
do not end up owing taxes at the end of the year.

Senator BINGAMAN. Dr. Dynarski, let me ask you, your sugges-
tion is that the single credit be a replacement for the grants, and
the loans, and the deductions, and the credits that currently exist.

How would you—and I am sure there are actuaries around here
who could tell us, or maybe just smart people who could tell us—
translate a loan into a tax credit?

Dr. DYNARSKI. This is referring to the grants only right now.

Senator BINGAMAN. Oh. You would keep the Pell grant?

Dr. DYNARSKI. I would hang on to the

Senator BINGAMAN. The Pell grants would be turned into tax
credits, but the loans would continue to exist.

Dr. DYNARSKI. Correct. Correct. So basically you can, in a rev-
enue neutral way—and for that matter, in a distributionally neu-
tral way—just take all of these different programs that have dif-
ferent names and different application forms and different eligi-
bility requirements and put them into one simple program.

You would just have to communicate one program to families,
they would just have to apply for one program, and that lets you
leverage the simplicity of the benefit, lets you go out and educate
people about the benefit because it is a single program, and it lets
people count on having money for college when their kids get to be
of college age.

Senator BINGAMAN. Right. All right.

Well, I think doing some major simplification is very much to be
desired, I would certainly agree with that. I think, also, getting the
money to the people who need it or the tax benefit to the people
who need it.

I think in my State you have an awful lot of these schools. I
think you say nearly half the families with college students do not
get the full credit because their income is too low. We have many
people like that, of course, in my State. I think the tuition charged
in many of the schools is so low in my State that you do not get
the full benefit of the tax deduction or the credits.

One other aspect that I notice you also include in here relates to
a bill that Senator Smith and I have introduced which would ex-
pand the availability of the deduction to not just tuition, but tui-
tion, fees, and all sorts of other things that people incur.

Maybe you could just elaborate on that to some extent because,
there again, I think that would help a lot of low-income people to
get the benefit, particularly people who are going to inexpensive
schools.

Dr. DyNARSKI. Right. So the deduction is limited to your net
costs. The higher your tuition is, the greater the benefit of a deduc-
tion. If you go to a low-tuition school, a community college where
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tuition might be $1,000, that limits the amount of tax benefit you
can get right now.

If you include room and board, that starts to level the playing
field because people at community colleges, while they are paying
low tuitions, they do need to live, so, if they could deduct those ex-
penses, that would get them more tax benefits.

I do have to say, though, that a deduction, by its nature, benefits
people from the upper brackets more than people from the lower
brackets. It is simply worth more, if you are in the 33 percent
bracket, to deduct a dollar in income than if you are in the 10 per-
cent bracket.

Senator BINGAMAN. Right.

Dr. DYNARSKI. So the tax credits, I think, are a more efficient
way to get the money to the people who are really on the margin
of going to college, but I think we need to be very clear about
whether our goal is to get more people into college or to ease the
pinch of costs for people who would go to college anyway.

Depending on which of those goals, you use a different tool. So
if we just want to ease the pinch for people who were going to go
anyway, a deduction might make sense. If we want to get into col-
lege people who cannot afford it and will not go if they do not get
that credit, then we need to think about refundability and a tax
credit. Those are the more proper mechanisms for that goal.

Senator BINGAMAN. So your suggestion is that this would then be
administered out of two departments in the Federal Government.
You would have the Department of Education still administering
the loan program and you would have the IRS administering every-
thing else.

Dr. DYNARSKI. I am an academic, right? You guys figure that out.
[Laughter.] I think the IRS is best equipped to determine eligibility
for all of these programs because they know people’s income. You
can determine eligibility for the loans and for the grants pretty eas-
ily once you know somebody’s AGI.

The Department of Education has the delivery capacity in place
because they deliver grants and loans to institutions right now. So
it seems like you might have some system in which IRS is deter-
mining eligibility, and maybe Education would be delivering the
grants to the institutions, as they do right now with the Pell
grants.

Senator BINGAMAN. Mr. Brostek, did you have any thoughts as
to how that might actually be done?

Mr. BROSTEK. Well, I would generally agree that IRS has some
of the key information that would be needed to do this. As long as
IRS has information that is verifiable from a third party, through
information reporting from another party, they can be very accu-
rate in ensuring that people are complying with the tax code and
the tax credits are available.

A question would be whether there would be any additional in-
formation that IRS would need that it does not collect and whether
or not that additional information could be verified by some other
party.

Senator BAucuUs. What might that be?

Mr. BROSTEK. Well, the discussion about perhaps including room
and board expenses is part of this for the tuition deduction. For
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IRS, it would be very difficult to verify an independent student’s
rent that was being paid unless the landlord was willing to send
in an information return.

If a lot of students were renting from fairly small landlord oper-
ations, that landlord may not be in the practice of sending out an
information return that could be used to verify the expense that
was being claimed.

Dr. DYNARSKI. And just to respond to that, in the realm of stu-
dent aid, people do not verify the rent that they are paying. You
set an allowance for what a student needs to live on in terms of
room and board, and that allowance is what you would be able to
put down on your taxes.

Senator BINGAMAN. Let me ask Mr. Brostek, is there any capa-
bility in the IRS to administer a loan program?

Mr. BROSTEK. Well, if you think of accelerated depreciation as
being, in essence, a loan to a taxpayer on future tax considered
due, I guess you could say the accelerated depreciation provisions
in the Code are the equivalent of a loan. There is not another ex-
ample that comes to my mind.

Senator BINGAMAN. All right.

The CHAIRMAN. Senator Bunning?

Senator BUNNING. Thank you very much, Mr. Chairman.

Ms. McGuire, in your written testimony you address credit rating
agencies and the pressure they put on colleges and universities.
Could you comment on these issues? How, specifically, do these
pressures influence decisions made by the university leaders?

Ms. McGUIRE. Thank you so much, Senator Bunning, for asking
that. I believe that it is a great deal of pressure. For many of my
colleagues who are college and university presidents and trustees,
the reality is that improving your credit rating is one of the num-
ber-one objectives you have, along with getting into the top tier of
U.S. News & World Report. Both the credit ratings business and
the collegiate rankings business, in fact, work against the very
issues of affordability and access.

As T said earlier, and as I elaborate on in my written testimony,
the reality is that colleges are small cities. All of us have buildings,
some of which come from the 19th century and all the bad architec-
ture of the 20th century. It all needs to be replaced. Our insurance
companies are putting a lot of pressure on us, as a matter of risk
management.

FASB is putting pressure on us this year. They have adopted a
new rule, FIN 47, that requires us to reserve for asbestos liability.
We never had to do that before, and it is running into the millions
of dollars in some places. There is a tremendous amount of liability
in the infrastructure. How do we address that? We address that
through borrowing money.

But some institutions are more focused on borrowing more
money at less expense, and that is what the credit ratings business
is all about. So the better your credit rating, the cheaper the money
is and the more you can borrow.

The problem is, it works against many of the other values that
are on the table in this hearing because the reality is, for some of
us who are serving the poorest of the poor, the most low-income
students possible, getting a good credit rating is very, very hard be-
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cause Moody’s, Standard & Poor’s, the investor rating services, see
that as a tremendous risk. What is the risk? That we will not be
able to pay back the loan, of course. Now, is that a sensible view
for them to have? Probably. That is a sensible banking point of
view.

One of the problems is, in the past, in the 1950s, the 1960s, and
so forth, there were tremendous low-cost loan programs available
through the Federal Government to build dormitories, build librar-
ies, and do other infrastructure development on college campuses.

All of those programs have disappeared. We are left with the by-
products of those programs, which are buildings which are now de-
teriorating. In order to replace them, we need to go out to the pri-
vate markets.

For private colleges and universities, particularly those in States
that do not have such programs, the only thing left to do is to go
out and borrow the money commercially, and that is where the
credit rating game comes in.

The other piece of this, I should just mention very quickly, is the
quality of buildings, grounds, facilities, and technology directly re-
lates to the arms race for students. Student consumers demand,
today, the most extraordinary amenities.

When you and I went to college, we might in fact have been sat-
isfied to share a room with three plugs. The fact of the matter is
today, the average college student comes with appliances that re-
quire 20 or 30 three-prong outlets in many rooms. This is true.

Students today at Trinity just marvel at the single-pipe steam
heat system that starts clanging when we turn the heat on. They
have never heard of a single-pipe steam heat system before. I need
$100 million to renovate the buildings on my campus. But believe
me, with the 40-percent discount and serving the students we
serve, we are not going to have that kind of money any time soon.
This is part of the problem that we face in higher education, the
haves and the have nots.

Senator BUNNING. Thank you very much.

Maybe we should go back and take a look at what our former col-
league did in Georgia, Senator Zell Miller. Anyone in Georgia that
desires a higher education can go to the University of Georgia and
be charged no tuition—no tuition—if you are from Georgia.

If you are an out-of-State student—and they only accept 20 per-
cent out-of-State students, of which my granddaughter happens to
be one—the cost for the out-of-State students is extremely high.
But all the other programs that we have presently on the books are
trying to lessen the burden for people to get to college.

They may be disproportionately geared, according to some of you,
for the more affluent students, but that was not the intention. That
is the way they are being used presently. We can correct that by
legislation. We can correct it by moving credits and exemptions, as
suggested, to a simplification.

But the whole point is, not all students want to go to college
after high school. We have to have some type of school system that
will take care of that student also. There ought to be some avail-
able funds for that student.

I am talking about vocational schools, vocational education, and
training of other types of students rather than our good students
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that go on to get very good educations at the University of Ken-
tucky or the University of Missouri, or wherever.

I think it is very important that we look at the whole spectrum
of students who use the ability that we have in place right now.
We do need to improve it, there is no question in my mind. Thank
you.

The CHAIRMAN. Thank you.

Now, Senator Lincoln?

Senator LINCOLN. Thank you, Mr. Chairman.

I just want to thank both Chairman Grassley and Senator Bau-
cus for really drawing together this very important discussion
today. I think it has tremendous impact on the future of our coun-
try and, without a doubt, a tremendous impact on the future for
our children. Promoting post-secondary education is such an essen-
tial element of any effort in preparing our workforce. We all know
that.

We know that if they are going to meet the demands of today’s
increasingly competitive global marketplace or the demands of to-
morrow, we have to give them the kind of education that is going
to be substantive enough that they can be competitive in that glob-
al marketplace.

But I think it is also important for us to recognize that it is a
huge part of our economy. The statistics show us that college grad-
uates and what they will earn in their income over a lifetime
versus those who do not get a college education is phenomenal, and
what that means to our economy.

So, we are delighted you are here. We hope that you will remain
with us in this discussion. But I hope, for our benefit as legislators
and stewards of our government here, that we will begin to direct
ourselves to look at this issue and this discussion as an investment
and not a give-away.

Way too often we look at these types of programs as give-aways,
and then we have this big brouhaha about who is deserving and
who is not. If we look at education—higher education particu-
larly—as an investment, then I think we will have a much more
productive discussion and a much greater outcome.

So I encourage my colleagues, as we move forward on this discus-
sion, that we will actually do that. I look forward to being an enor-
mous part of that.

I just wanted to mention a couple of things. I know I keep shak-
ing my head when Ms. McGuire speaks because I went to a very
small liberal arts private college. It was an all-women’s college. I
read my bulletin and I see that over 80 percent of the student body
is on financial aid.

Being able to provide the kind of diversity that a small college
provides was incredibly important to me. The diversity was incred-
ibly important to the college, being able to admit a large number
of international students, low-income students. Being able to create
a diversity on campus that, itself, was a laboratory for learning
was very important, and it was important to me.

So I do think that there is definitely a wide span as well in terms
of our institutions of higher learning, and a lot of the challenges
they face, particularly since it did come from two centuries ago, my
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campus did. I remember as the heat got kicked on and the radi-
ators started to bang, it became a very positive memory in time.

But just a couple of questions. One, Mr. Brostek, you mentioned
the lack of research that currently exists regarding the effective-
ness of both title IV programs and our education tax incentives.

I would say to Dr. Dynarski, we have been working for 4 or 5
years to make the child tax credit refundable. Making tax credits
refundable is not an easy step. It is difficult to convince people
that, again, this is an investment. It is not a give-away to some-
body who is still working hard, still trying to save, still trying to
reach the American dream like everybody else. So as we do that,
I hope we keep in mind what we are capable of here and how hard
those kinds of steps are.

But when we talk about the research, before we make funda-
mental steps to rewrite education incentives in either area, wheth-
er it is title IV or the tax code, it would make sense that we would
want to look to make sure policy makers can come together and
sort out what is working and what is not.

So I guess, obviously this hearing is a huge step in the correct
direction for that, but how feasible do we think it is for us to get
relevant agencies moving on this type of research, and do we have
the capabilities—or do they, I guess—if they are provided the kind
of resources they need to let us know what is working and what
is not?

Mr. BROSTEK. The Department of Education has taken a step by
establishing a research institute. This past year they put out a Re-
quest for Proposals for research, and I believed they received them
in the November time frame. I am not sure what will be funded
yet, but there is an effort there to start looking at the provisions.

One of the problems that we have noted in the past and in our
prior work is that, for the tax provisions, they are often sort of an
orphan without a home in terms of being studied for their effective-
ness.

Senator BAUCUS. Say again?

Mr. BROSTEK. The tax provisions are sort of an orphan when it
comes to someone taking responsibility for determining whether
they are effective. The IRS is interested in ensuring that we are
all paying the correct amount of tax, and they do not see it as their
mission to determine whether a particular provision is accom-
plishing what Congress intended.

The Department of Education, in this case, does not have access
to taxpayer data under the privacy provisions of the law, so their
ability to do research is somewhat constrained for that reason.

That leaves the Department of the Treasury as perhaps the more
likely Federal agency to do this kind of research. They have a rel-
atively small staff. The last time I recall, there were over 163 spe-
cial tax preferences in the Code, and there is very little research
that Treasury does on that wide array of tax provisions. So, we be-
lieve it would be useful for Treasury, Education, and the Office of
Management and Budget, who is responsible for resources

Senator BAucuUs. Joint Tax would be in on that, too.

Mr. BROSTEK. That is true. The JCT. We do some research for
you on these provisions as well. But within the executive branch,
we think those three agencies need to work together on a strategy
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for figuring out how we are going to analyze these provisions on
what kind of schedule, and who is going to be responsible.

Senator LINCOLN. Well, that makes sense. As Dr. Dynarski men-
tioned, it is kind of a no-brainer to know that if you are at a lower
income, the tax credits are not going to be as useful to you.

But we do need to know better, I think, in terms of what works,
what does not that we have, and then go back in and look at how
we restructure the unified credit. Going to those types of ideas
could be very useful with the programs.

But the other thing is, some of these programs are so com-
plicated that having the student apply for them, things like the
Perkins loans, which are enormously helpful to the institution tak-
ing the resources and then sending them out, we have cut Perkins,
unfortunately, way too much, in my opinion, and many institutions
have suffered, and so have the students.

Dr. LoNG. If T may, I think you are exactly right. I am glad to
see this discussion about simplification. We actually do know quite
a bit about the effect of financial aid, and I am happy, as an aca-
demic, to have a chance to present some of these findings, some of
the work that I have done, as well as Dr. Dynarski, and our col-
leagues.

We have seen that financial aid can work, but it does have to be
simple. There has to be clear information. Policies such as the
Georgia HOPE scholarship—one of the reasons why it was so effec-
tive in increasing enrollment and affecting choice is because it was
very simple to understand.

High school guidance counselors were trained in telling students
about it. Even third graders can tell you, if I do these things, get
a B average in high school, I know that I can get free college tui-
tion in Georgia.

As we are thinking about different policy options and what can
we do in terms of the tax side, I would like to reemphasize some-
thing Dr. Dynarski brought up earlier, and that is the fact that the
IRS has lots of information about families in the United States.
They know which families are low-income. They know the age of
their dependents.

If information is such a problem, can we use the information that
the IRS has to inform families, similar to the way that we do in
terms of Social Security, that you have a child of a certain age who
might be thinking about going to college? There are these benefits
available to you. Plan ahead. Take the academic courses necessary
for you to be able to go to college and succeed in college, because
this money is there.

So we do need to think of ways that we can streamline our gov-
ernment policies and use the information that we have to try to im-
prove outcomes for families. I say you are absolutely right.

We know that education is vitally important, and we know that
there are huge returns to going to college, not only investment, but
if we also think about the counter-factual: yes, we know investing
at an early age is very important, but think about that 18-year-old.
If they do not go to college, they have 60 years in our society with-
out skills, and we know that that is very, very costly.

Senator BAUCUS. Senator Schumer? Your time has expired.
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Senator LINCOLN. I just wanted to say, if the seventh-grader does
not take algebra, by the time they are 18, it is really tough. So we
need to start earlier, working with the kids to see what they have.

Senator BAUCUS. Senator Schumer?

Senator SCHUMER. Thank you, Mr. Chairman.

Senator BAucUS. No, no. No, no. [Laughter.]

Senator SCHUMER. Not yet. Mr. Ranking-Member-soon-to-be-
Chairman. I want to thank you and Senator Grassley, our present
Chairman, for calling this hearing, because we all know about the
rising cost of tuition. It is one of the issues that American families
struggle with every single day.

I think when parents go to bed at night, this is one of the things
that keeps them up, how are we going to pay the kids’ tuition,
more than just about anything else. It is undeniable that sus-
taining a talented, college-educated workforce is essential to our
success in the global economy.

The great irony is, a college education has become a necessity in
the challenging world young people face, yet it is priced like a lux-
ury. Over the past 2 decades, the growth in the price tag of a col-
lege education has outpaced inflation, I think, for the last 26 years.
Skyrocketing tuition means hard choices about the family budget.

Every time a young American does not go to college, even though
they deserve to, because they cannot afford it, or they do not go to
the college they should because they cannot afford it, they lose,
their family loses, and America loses.

I want to address two points in that regard. The first is the pro-
vision on college tuition deduction, the above-the-line deduction. I
was one of the authors of that. Senator Snowe and I had been
pushing that. It passed in 2001.

It allowed up to $4,000 in tuition expenses for families whose in-
come was below $130,000, $2,000 for a family whose income was
up to $160,000, for a couple. I was terribly disappointed that the
House and Senate leadership allowed this provision to lapse this
year.

Here in the Senate, as Senator Grassley mentioned, in a bipar-
tisan way, we passed it with 66 votes, a 4-year extension. Yet, in
what was clearly a case of misplaced priorities, the conference com-
mittee eliminated it and chose to restore some massive breaks for
oil companies instead.

My friend, Mr. Chairman, mentioned that this became an issue
in the campaigns. Damn straight. It should have. This Congress
should not have allowed that tuition deductibility to lapse, particu-
larly to increase tax breaks for oil companies.

So I hope we can amend that now. I want to praise the Chair-
man and Ranking Member, because I know you are both working
hard to get this done in the wee hours of the 109th Congress. I am
hopeful this 2-year extension, which really has to be retroactive to
January of this year or middle-class families will not get it, will
come to pass.

Now, I want to make one more point. That is, in the area of col-
lege tuition, that is one of the areas, if we are concerned about
complexity for middle-income taxpayers, Congress could make some
sensible changes. This is just in tax simplicity. It is a little dif-
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ferent than the good point that Dr. Long was making, but I think
it is an important point.

I want to take a moment to talk about a bill I will be introducing
in the next Congress, which I hope will receive bipartisan support.
It is a bill that reflects today’s topic, but will represent a significant
simplification for millions of taxpayers.

The way I look at it, we often hear about tax simplification, but
most of the time that is just code for eliminating certain taxes on
investment or business income.

If you leave out the Alternative Minimum Tax, which is another
issue I hope we can address in the next year, the tax code is not
really that complicated for average middle-class families that earn
most of their income from wages and take the standard deduction.
That is about two-thirds of the public.

There are a few areas where the tax code would be simplified
that would make a real difference for the middle class, and one of
these is to combine the various higher education tax incentives.

Assuming the tuition deduction is extended—that is separate—
we will have three main tax breaks for higher education: the
HOPE credit, the Lifetime Learning credit, and the tuition deduc-
tion. Ten million taxpayers receive one of these benefits each year.

The intent of Congress in enacting these three benefits was es-
sentially the same, an attempt to make college more affordable for
middle-class families by providing them with a modest tax benefit.
But the taxpayer has to pick just one because claiming one of these
credits is a disqualification from being eligible for the others.

Under each of these programs, the benefit families receive de-
pends on their particular tax and income situation, as well as their
tuition expenses. It is not immediately clear which program helps
a family the most because the rules and the dollars are different
and complicated.

So what do taxpayers do? They sit down with one of those leg-
endary IRS worksheets and calculate them all in order to deter-
mine the best one that could help. Is it any wonder that Americans
find this part of the tax code confusing and frustrating?

So I am going to introduce legislation that takes steps towards
making the tax code a little less complicated for the middle class
struggling to send their kids to college.

I am going to introduce a bill that will consolidate the HOPE and
Lifetime Learning credits, and the above-the-line deduction into
one single streamlined, easy-to-understand credit. It is a simplifica-
tion proposal recommended by the nonpartisan Joint Committee on
Taxation.

I am not going to go into the details of what they have rec-
ommended. I would ask, Mr. Chairman, that my entire statement
would be read into the record.

[The prepared statement of Senator Schumer appears in the ap-
pendix.]

Senator SCHUMER. But I see my time is expiring, so I would just
ask any of you to comment on that type of simplification.

Ms. McGUIRE. I think simplification is welcome. As Dr. Dynarski
explained earlier, anything we can do to make it easier for the con-
sumer to have access to these benefits is important.
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I do wish to follow up with just one comment. There is a lot of
research, and many studies have been done, on tuition. The reality
is, families are willing to pay extraordinary tuition at very few in-
stitutions in the country.

Part of the headlines that are generated every year when the tui-
tion reports come out, once again, are about a very few elite insti-
tutions, where even middle-class families will pay, as Dan Golden’s
book underscores, just about anything to get into a few certain in-
stitutions. There are plenty of affordable options for every family
in this country.

I should note that there are more than 17 million students this
year in higher education, the highest number ever. The fastest-
growing group in higher education is low-income black and His-
panic students.

There are hundreds and hundreds and hundreds of private uni-
versities and colleges that are extraordinarily affordable. As I said
in my testimony, at Trinity, the average out-of-pocket expense is
about $2,000. Our discounting practices are such that we are pro-
viding significantly more aid through our own institutions than all
of the Federal aid combined.

So at another hearing, perhaps at some point, we can go through
the tuition price issue and the discounting issues in more detail,
because the headlines do not really represent the actual costs to
consumers.

Senator SCHUMER. Tuition did go up higher than the rate of in-
flation for the last 26 years. Is that correct?

Ms. MCGUIRE. Yes. And there are reasons for that. One of the
reasons is discounting by institutions. In fact, the return on finan-
cial aid to students is driving up the cost of tuition. It is a paradox.

Number two, what I referred to earlier, the cost of facilities and
technology far outstrips the rate of inflation on just about all of our
campuses. Third, risk management. The cost of insurance, not only
health care, but property, casualty, and liability insurance, is sky-
rocketing.

Fourth, the cost of our labor pools is increasing, in many cases,
faster than tuition, in part because we are having to add lines be-
cause the students and the families do expect significantly more
services today than ever before. The amount of service expectation
that colleges and universities are expected to provide today, as well
as the quality of the infrastructure, is helping to drive these costs
up.

I can certainly present charts and graphs, and I do every year
to my own students, on where every single dollar goes. Frankly, I
know very few presidents who cannot justify where every single
dollar goes.

Senator BAUCUS. Mr. Golden, I have a question for you. Namely,
do we do anything about all these categories of privilege that you
are talking about, or otherwise just let the colleges do their thing,
whether it is Harvard, Yale, Stanford, or whatnot, that tend to ac-
cept the most wealthy, the sons and daughters of administrative
personnel, and the other categories that you mentioned? Is there
a role for Congress to do anything about that or should we just let
it be?
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Mr. GOLDEN. Well, I do make a few recommendations in my
book; whether they would be done by Congress or by the colleges
themselves is sort of beyond my role as a journalist to say.

But what would be beneficial to see happen would be to elimi-
nate some of these preferences, such as the preference for children
of alumni, as members of this body, such as former Senator Robert
Dole, have advocated; John Edwards spoke to it in his presidential
campaign, preferences for alumni children, because that is a pre-
dominantly affluent community.

Senator BAUCUS. You say eliminate, but that would be voluntary.

Mr. GOLDEN. Yes. Well, as a journalist, the Journal is not too
comfortable with me making specific legislative proposals.

Senator BAucuUs. I was surprised to see you here, actually.

Mr. GOLDEN. Yes. So, I have to tread carefully there. I would
note that a couple of years ago, as I describe in my book, Senator
Kennedy made a number of proposals along these lines on legacy
preference, including sunshine legislation that would have at least
required colleges to make clear how many students qualified for it
or benefit from it. I go into that in detail in my book in a relatively
sympathetic manner.

Senator BAucus. Dr. Duderstadt?

Dr. DUDERSTADT. Yes. I just wanted to comment on tuition for
just a moment, because 75 percent of the college students in this
country attend public institutions.

Senator BAUCUS. Sure.

Dr. DUDERSTADT. In public institutions, tuition represents, on the
average, about one-third of the actual instructional cost. The rea-
son for that is the discounting provided by a State subsidy through
appropriation.

Today, State support of public higher education on a per student
basis is at an all-time low for the last 25 years. As enrollments
have increased, costs have increased. The States, with populations
that have other priorities—health care, retirement, safety from
crime and low taxes—have shifted away from it. It is a serious
issue.

What you are seeing is the plummeting of the State as a partner
in public institutions. At most of the flagship public universities
now, the research universities, State support is now less than 20
percent. At my institution, it has dropped to less than 7 percent of
our operating budget. So there is really no slack in the system.

Tuition has to compensate to some degree for the loss of State
support, and yet, nevertheless, it still remains only a small fraction
of the actual instructional costs at these institutions.

Senator BAUCUS. I am just curious. Join in any time you want
here. We have not talked a lot about the role of corporate aid in
education very much. State appropriations, tuition, public financial
assistance. But what about business? What is the role of American
corporations toward contributing more dollars to education? Ms.
McGuire?

Ms. McGUIRE. Well, Senator Baucus, unfortunately it may rein-
force the stereotype of the elite institutions, in fact, wicking up
most of the dollars. But it is true that a very small number of re-
search universities receive about 75 percent of all charitable gifts
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to American higher education, and the substantially large gifts in
that pool are corporate gifts.

It 1s very hard for the very small institutions to receive very sig-
nificant corporate gifts. Sure, we get matching gifts and occasion-
ally we receive very, very nice grants.

It is more likely today, in fact, certainly here in the District of
Columbia and the Washington region, that corporate support is
going massively into K-12 education, and I have a hard time argu-
ing with that because K-12 education is in such great need.

There also are opportunities for colleges and universities to part-
ner with corporate supporters on very specifically targeted pro-
grams, such as nursing, health professions, and that sort of thing
in areas of great workforce need. But the reality is, the largest
parts of corporate support are heading toward R&D and the re-
search universities.

Dr. DUDERSTADT. Well, let me respond to that as well. Roughly
a third of the Spellings Commission consisted of people from indus-
try and from business, and they pointed out, they spend massive
amounts of money on workplace training.

Senator BAucus. That is right.

Dr. DUDERSTADT. Taking college students as they graduate and
then providing further skills.

Senator BAucus. Right.

Dr. DUDERSTADT. If, in fact, the colleges and universities could
better align themselves to provide some of those skills, those in
business and industry might be quite willing to redirect those re-
sources into higher education. But, of course, colleges and univer-
sities have a certain autonomy.

While we regard business and industry as the marketplace, the
recipient of our graduates, there is a lot of resistance, and under-
standably so, for having them dictate the nature of our curriculum
and our pedagogy. So, there is an uneasy tension. I think the key
here is forming much more sophisticated partnerships between the
business community and higher education which meet the needs of
both institutions.

Ms. MCGUIRE. If I may just footnote very, very quickly. Let us
not forget that 72 percent of the students in higher education are
non-traditional students, many of whom also were funded by their
employers through employer vouchers. We always tend to leave
them out of these discussions.

Senator BAUCUS. Say that again. What is that figure again?

Ms. McGUIRE. Seventy-two percent of all undergraduate students
in higher education today are non-traditional, either by age or
independent status and so forth, and a significant number of those
are working students who are funded by their employers, and that
is another whole discussion of the tuition situation.

Senator BUNNING. May I ask Dr. Dynarski a question?

Senator BAUCUS. Sure.

Senator BUNNING. I have been active in 529 plans, especially in
the House of Representatives when I was there, to include room
and board cost as qualified higher education expenses under these
plans. I would like your comments on the types of expenses that
qualify under the various plans, credits, and deductions.
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For instance, I understand that the cost of books is not a quali-
fied expense for the purpose of the above-the-line deduction, but
can qualify as a qualified expense for other educational provisions
in the tax code.

In particular, do the current allowable expenses appear to be
adequate? Are there other expenses that should be identified as al-
lowable education expenses? Are you aware of proposals made by
the administration to streamline the various definitions of a quali-
fied educational expense, and can you comment on these proposals?

Dr. DYNARSKI. This feels like my general exams in graduate
school. [Laughter.]

Senator BUNNING. Well, that is why you are here.

Dr. DYNARSKI. I can say that one great part of the complexity in
the tax provisions is that they each define qualified expenditures
differently, so the 529 definition, as far as my current under-
standing—it changes constantly—is the most generous.

So under the 529 provision, you can count room and board and
tuition and fees as qualified expenses. Books. I think computers as
well. It is pretty generous.

For the above-the-line deduction and for the Hope and Lifetime
Learning credit, it is much more limited. You are pretty much lim-
ited to tuition and fees. As I said, a big chunk of our expenses
when we go to school are not the tuition and fees, it is the other
costs. It is the living, it is eating, it is paying your rent, it is buying
your books.

We have a system in which the people who can afford to save for
college through the 529s can list those as tax-advantaged qualified
expenses, but people who are instead perhaps taking advantage of
one of the credits cannot. So, that is inconsistent.

Senator BUNNING. That would be one of the areas that you would
merge.

Dr. DYNARSKI. I want to make it consistent.

Senator BUNNING. Consistent.

Dr. DYNARSKI. Yes. And I think it would have a progressive im-
pact if it were to be made consistent in such a way that it brought
in more expenses for people who go to low-tuition institutions like
community colleges, which would mean bringing in room and
board.

Senator BUNNING. All right. Thank you, Mr. Chairman.

Senator BAucus. Yes. Thank you, Senator.

We all see a lot of parents, families, who eagerly page through
U.S. News & World Report, the top 10 graduate schools, all the top
10. Is there not another role for U.S. News? [Laughter.]

Dr. DYNARSKI. Yes.

Senator BAUCUS. And what would that be? Of course, they have
to market their magazine and get their ad rates up.

Dr. DUDERSTADT. Perhaps they ought to pay more attention to
you folks.

Senator BAUCUS. Yes. And, of course, they have a certain market
they are catering to. But it seems to me that they could perform
a public purpose here, a public policy purpose here of some kind,
maybe using other criteria, too, just to help advance the ball here
and help middle-income and lower-income students get education.
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Ms. MCGUIRE. I am so happy you raised that, Senator Baucus.
It is one of my other favorite topics. I actually just wrote an article
on this topic. The reality is, U.S. News & World Report favors
wealth, and most of its criteria, in fact, are about money.

If you look at the institutions who are down in the lower tiers
of that magazine, you will find an extraordinary number of smaller
institutions, like Trinity, like many others, women’s colleges,
Catholic colleges, State institutions that are serving remarkably di-
verse, remarkably low-income populations, working effectively with
their cities and towns, with their corporate communities doing ex-
actly the kinds of things that members of Congress and Senators
are expressing they value.

I would certainly dearly love to see some ranking system that
honored the institutions who serve a large proportion of low-income
minority students and who, in fact, have turned around many,
many students and their families from thinking they could not
complete college to, in fact, being successful, not only baccalaureate
students, but graduate students. We have many at Trinity, and
there are many other institutions that do that.

Senator BAucus. Dr. Duderstadt?

Dr. DUDERSTADT. Ranking is kind of a sensitive issue to the Uni-
versity of Michigan today. [Laughter.] I had the opportunity to
meet with the editor of U.S. News & World Report, along with the
presidents of Stanford and Columbia, and we laid out our concerns.
It was a new editor. He said, look, I agree with you completely, but
I am told by others that it is a very important source of income for
us, and it is unlikely to change.

Senator BAUCUS. Yes, it is.

Dr. DUDERSTADT. I think that is one of the reasons why one of
the key points in the recommendations of the Spellings Commis-
sion was this stress on this accountability, transparency, and pub-
lic purpose to get more information out to students and their par-
ents about learning outcomes, about how costs are really deter-
mined, what the real prices are, and what the values are of their
education.

If that could be done through other sources, perhaps the Depart-
ment of Education or others, it would be a counterbalance to essen-
tially a commercially driven activity of U.S. News & World Report,
and I think would be very much in the interest of American higher
education.

Senator BAUCUS. Are there certain data that we do not have or
that are not reported?

Dr. DUDERSTADT. The most important data that you can gain,
which are not collected or reported, are based on learning out-
comes. Again, back to the Spellings Commission, one of our chal-
lenges was to the faculties and to institutions to clearly define the
educational objectives of their programs and then provide to the
public evidence of how well their students are achieving that objec-
tive.

There have been experiments along that line. The State of Texas
has been very out-in-front on it. But it is something that really has
to be embraced more by higher education, by the accreditation
agencies and the institutions, to measure outcomes rather than
simply inputs, and to report those outcomes to the public.
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Senator BUNNING. I would like to ask this panel, because I think
one of the big things that we lack is the K-12 informing our stu-
dents about what a college education means, what a college edu-
cation means later when they go to work, and the differentials that
it means. That is not done in most high schools that I know of.

It is so essential for those students who eventually go to college
to understand the difference. What is going to happen to me if I
do not go to college, and what is going to happen to me if I do go
to college?

If that is explained in toto to our students in high school, and
what is necessary in high school to accomplish that goal, then I
think our K-12 system, whether it be private or public, would
serve a much better purpose than it is doing now because that is
not done. The parents are the ones who are really concerned be-
cause they understand the difference, usually, even if they are not
college graduates as parents.

But if they are college graduates as parents, they really under-
stand what is the difference if you do not, or you do, go to college,
whether it is Trinity, whether it is the University of Michigan, or
Harvard, or wherever it might be.

Dr. LONG. Absolutely. I think you are highlighting that there are
several pieces of information that are missing. First, preparation.
Students do not know what they need to do in high school in order
to succeed in college. We give them high school requirements that
do not match the requirements of what they need to meet in terms
of college-level work.

We have discussions about K-12 academic reform. Very few peo-
ple from higher education are part of those conversations to say,
this is what students need to do in high school in order to succeed
in college so that there is academic preparation.

The second piece is affordability issues. As we have talked about,
we have this list tuition price which really does not capture what
students are paying, what types of financial aid are available, how
that financial aid is being awarded, not just from the government,
but from the institutions.

To go back to the U.S. News & World Report situation, that is
a survey all about inputs, the students that are coming, what their
characteristics are before they even get to the college.

We know very little about what actually is happening in colleges
while the students are there, what kinds of supports they can ex-
pect, what types of things they will learn, as well as learning out-
comes. What is the output of these schools? So, there are lots of
pieces of information that we are missing right now.

Now, there are certainly efforts to try to increase this informa-
tion. I know the Department of Education has tried to create a
website with more of these types of pieces of information, but part
of the problem is, families do not know that that information is
there. Everyone knows about U.S. News & World Report. Those
issues come flying off.

Senator BUNNING. I can just give you an example. In the Com-
monwealth of Kentucky, K-12 in the public educational system is
70-some percent paid for by the State. Now, that should be an in-
formational tool that is used in that 70 percent pay, that all those
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things that you are talking about are brought forth to that student
that is going through the process.

If it does not happen, that poor student is going to wind up in
the ninth, tenth, eleventh, and twelfth grade knowing, sure, I want
to go to college, but I am sure not prepared. Only in certain very
sophisticated high schools is that information being given out.

Ms. MCGUIRE. Senator Bunning, just if I may, two quick com-
ments. One is, the Gates Foundation is conducting a lot of studies
right now around the country, in urban public school systems in
particular, to address some of these issues.

Second, 2 weeks ago in the Sunday New York Times magazine,
there was an excellent article called “What It Takes To Make a
Student,” which is referenced in my testimony in a footnote. I high-
ly commend it to you and to other members of this panel interested
in these issues, because it really unpacks some of them.

Finally, here in the District of Columbia, as a result of the initia-
tive that Congress took to create the DC Tuition Assistance Grant
program, we really have a model that, in fact, addresses some of
these also through the combination of the Federal funding in that
program and the private funding that was made available.

We have a college access program now that puts counselors in
high schools to address these very issues. I think it is a national
model well worth looking at.

Senator BUNNING. Thank you.

Dr. DUDERSTADT. I was going to say, it was one of the conclu-
sions, and one of the most important ones of the Spellings Commis-
sion, that higher education itself must become much more deeply
engaged with primary and secondary education. There are some ex-
cellent models of that around the country.

We pointed out the California State University system, which
goes into every high school in the State of California with faculty
and with programs, providing in person exactly what is required
for transition into college work.

Senator BUNNING. Mr. Golden?

Mr. GOLDEN. In the area I researched of admissions preferences
for the wealthy, in terms of how much Americans know about what
they are facing, I found colleges were often less than candid about
the extent of these preferences that they would provide. They
would typically argue that there is no influence or intervention of
fundraising on admissions, whereas, I documented that there was.

They would generally understate the impact of preferences for
children of alumni so that the average applicant from an
unconnected middle-income family to a selective school would not
realize that their chances of getting in were actually much lower
than they thought they were. If the overall odds were 1 in 5, 1 in
8, or 1 in 10, that meant that their chances were 1 in 10, 1 in 20,
or 1in 30.

Senator BUNNING. Thank you very much.

Senator BAUcUS. Mr. Chairman, before I have to leave here, 1
would, with your permission, just request to all six of you, to the
degree you are interested, do a little analysis of the so-called
Dynarski suggestion and modify it, tweak it, refine it, whatever.
Simplicity. Combining the Pell and refundable credits, and get the
money up front, get it early, as near as I can understand it.
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Dr. DYNARSKI. I do have a longer paper that goes into detail. If
you would like to read that, I will make it available to staff.

Senator BAucuSs. I would appreciate it if you could look at that
from the point of view of simplicity, how well it can be adminis-
tered, the degree to which IRS really can do this, and whatnot.

The goal here is to be practical and pragmatic and make some-
thing work here. I do not care about committee jurisdiction. It does
not make any difference. Just, what works? That is the main thing
here.

If you could, maybe separately, just give this committee, in writ-
ten testimony or just written remarks somehow, at your leisure,
just what you think about it, we would appreciate it.

Dr. DUDERSTADT. Very good.

Ms. McGUIRE. Happy to do so.

Senator BAucus. Thank you.

The CHAIRMAN. By the way, we will not keep you very long. I
just have four questions. Hopefully they will not take very long. I
know the first one will not.

Dr. Long, you made a statement this morning—and I do not
question your statement this morning—about not being able to
show a relationship between government programs and inflation of
tuition.

But I want to know about the interplay between that and your
work in the Georgia HOPE program where you found “the results
suggest that 4-year colleges in Georgia, particularly private institu-
tions, did respond by increasing student charges. In the most ex-
treme case, colleges recouped approximately 30 percent of the
scholarship award.”

Dr. LONG. Sure. I can definitely speak to that study. So obviously
a number of researchers have been trying to see if colleges are re-
sponding to financial aid. Now, the Georgia HOPE scholarship is
a very special case, and it does not apply at all to what we have
in the Federal context.

The CHAIRMAN. All right. Then that is enough if it does not
apply. All right.

Now to Dr. Duderstadt. As the president of the University of
Michigan, you were very active in issues regarding the NCAA. This
is not the direct focus of this hearing, but the tax-exempt status
of that organization has been the subject of a great deal of scrutiny
by the Ways and Means Committee of the House, and is certainly
relevant to our work here.

I would appreciate your views on whether the NCAA’s response
to Chairman Thomas was adequate, and if not, what other addi-
tional questions or information should Congress receive to better
consider these matters? In addition, I would appreciate any addi-
tional points that you would have on that matter.

Dr. DUDERSTADT. Sure. There has been a growing concern on the
part of a great many people, both within higher education and be-
yond, that the increasing commercialization of the big-time pro-
grams—college football, men’s basketball—are beginning to distort
the academy, to some degree.

You see it in the sense that the increase in costs of intercolle-
giate athletics has been increasing at three times the rate of aca-
demic costs over the course of the last decade.
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Part of that may be due to some of the perversity of the tax code,
for example, treating quid pro quo transactions such as the leasing
of luxury sky boxes or the ability to purchase season tickets as
charitable contributions, which of course they are not.

But it also relates to the broader array of commercial activities
engaged in by the NCAA and by the institutions. That was, I think,
very effectively challenged in the letter from Congressman Thomas
in the House Ways and Means Committee to the NCAA.

I think the NCAA gave great care to its response, much of which
was useful and informative, but it was, in part, a mixed bag. To
some degree, concerns were passed along to the institutions saying
that the NCAA really did not have influence over that. You could
raise the question of, should they?

Some of it was hidden behind the broader intercollegiate ath-
letics enterprise, the vast array of sports which do not suffer from
the drawbacks of the commercialization of the big-time football and
basketball programs. And, of course, some of it simply was informa-
tion the NCAA did not have.

I think it is always important that, from time to time, a shot
across the bow is aimed at the leaders of intercollegiate athletics
to force them to step back and really think deeply about whether
their decisions are being made in the best interests of the edu-
cational opportunities provided the student athletes involved in
their programs and in the best interests of their academic institu-
tions.

That is what that letter did. I think it will lead to further debate
and concern, and hopefully persuade the NCAA and the institu-
tions themselves that maybe they should take some steps to recon-
nect intercollegiate athletics with the academic objectives of their
institutions. Perhaps cleaning up some of the tax policy, perhaps
further consideration of such changes, is the stimulus that will
cause them to do that.

The CHAIRMAN. Professor Long, your testimony talks about get-
ting more information from colleges focusing on net tuition prices.
This matter of getting more detailed information and a sense of
greater transparency and accountability from the colleges is some-
thing that is discussed quite a bit.

I would ask you, but also maybe panelists who want to comment
on it, for thoughts on what improvements in transparency, account-
ability and reporting should we look for from colleges and univer-
sities. I know, for instance, Professor Duderstadt, that the National
Commission on the Future of Higher Education talked quite a bit
about improved openness. As charities, these entities are required
to file 990s, available to the public.

As we heard in our hearing on hospitals, the Form 990 is very
inadequate in providing useful information regarding hospitals,
and that needs to be upgraded. I am interested in what we should
do in terms of information at universities.

Dr. LONG. Absolutely. As we said before, list price really does not
capture what students are paying. There are many decisions that
colleges are making that affect student affordability and access. We
need to know a lot more about what types of institutional aid they
are giving, not only the averages, but exactly how they are award-
ing this aid, and to whom.



42

Some of this aid is being used for needy students, particularly at
the top institutions that are holding true to their mission, but an
increasing proportion of this is going for merit-based aid—high-
achieving students where we definitely want to recognize their
achievement—but it is going to students who do not need the
money as much as others.

So, having more information on exactly how colleges are using
their money to either help affordability or serve other goals would
help us to understand a bit better what the next steps should be.
I think certainly transparency would help a great deal in pushing
colleges to do more honorable things, and some certainly already
are.

The CHAIRMAN. Ms. McGuire?

Ms. McGUIRE. Senator Grassley, I always take the peculiar atti-
tude, well, since my salary gets published anyway, nothing else is
secret. I am, perhaps, a renegade among college presidents in that
I think our accreditation reports should be open.

We already have all the data that everybody is looking for,
whether it is the Spellings Commission, or this committee, or Con-
gress. It resides in these massive reports we prepare for all of the
many accrediting agencies to which we are accountable. Most of it
is not secret.

Sometimes it shows some institutional warts and deficiencies. In
fact, I think by being more candid about where we struggle, where
we need help, we would have a lot more credibility.

So, I have been calling on my colleagues to think about how a
little humility in sharing information, not just the glossies but in
fact some of the realities, would actually help us as an industry.
It is all there.

The CHAIRMAN. All right. So you are agreeing with Dr. Long,
there needs to be more transparency?

Ms. MCGUIRE. Yes.

The CHAIRMAN. All right. But you are also saying it is not a lot
of extra gathering of information, it is just making it more public
than what they do in their report, and probably in a more under-
standable way.

Ms. McGUIRE. I think most of the information already exists. At
Trinity, we put our self-study, as well as the team report, on our
website. We see nothing to hide. It is not all 100-percent glowing,
but it is real. We think cinema verité would serve us all better in
this environment.

The CHAIRMAN. All right.

Mr. Golden, your book talks about how the wealthy are able to
load the dice in favor of their children being accepted at these top
colleges. I was particularly taken by the situation you write about
of the committee on university resources at Harvard.

It seems that there are some individuals who are not alumni who
are giving large donations with an eye towards significantly in-
creasing the chances of their child being admitted. Would you pro-
vide the committee with more detail on how that operated?

Mr. Golden. Yes. At Harvard specifically, the committee you
mention, of its 400 or 425 biggest donors, those are primarily alum-
ni, but they also do include some non-alumni. By virtue of being
on that committee, and through other ties, they generally have ac-
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cess to Harvard officials or admissions people and are in a position
to put forward the cases of their children.

More generally, while colleges say that they maintain a separa-
tion between fundraising and admissions, in reality, that is quite
rare. At most colleges, the fundraising office usually provides a list
of applicants to the admissions office who, if they are admitted, the
parents would donate a lot of money.

Sometimes there is also a list from the alumni office and the
president’s office as well. So the goal for wealthy people, like the
people on Harvard’s committee or other people of means, is to get
their children’s names on these lists and get their applications
flagged for special attention. Sometimes they do that through con-
tacts with trustees or other officials.

Sometimes they might hire an independent counselor, who then
would possibly contact the development office at the college and
say, the family that I represent is in a position to donate if the
child is accepted.

So they make known their philanthropic interests to the college
they would like to send their child to, and thereby the child gets
on a list or gets a preferred status in admissions.

Then there comes a meeting between the admissions people and
the fundraising people, where they sort of debate, often, can we let
this candidate in even though their credentials are not of the best?
How far should we stoop? How much money is likely to be given?
How big is the institutional interest in this family? Decisions are
hammered out in those kind of meetings.

The CHAIRMAN. I think this is an example of our questioning
whether the tax incentives are working in the way that they
should, as in this case that you bring up, whether individuals who
made donations to this organization, or any organization—in this
case, Harvard—should be allowed to take a charitable deduction if
they did not appear to have a charitable intent, but instead gave
money for the purposes of a personal benefit, namely to get their
children accepted.

This is something I think I would ask the IRS to review, or at
least ask them for their views on this issue, and understand what
actions have to be taken in this area.

In closing, I think we had a very useful discussion today. There
seemed to be strong member interest in simplification and control-
ling costs. Clearly, those are areas we ought to look at next year.
I think ensuring greater access at our elite colleges is also some-
thing that we need to consider closely at some time in the future.

Thank you all very much for your testimony.

[Whereupon, at 12:15 p.m., the hearing was concluded.]
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Opening Statement of U.S. Senator Max Baucus (D-Mont.)
“Report Card on Tax Exemptions and Incentives for Higher Education:
Pass, Fail, or Need Improvement?”

Hearing before the Senate Finance Committee

Thank you, Mr. Chairman, for calling this hearing.

Aristotle wrote: “The legislator should direct his attention above all to the education of
youth.”

That was true in the cradle of democracy 2,300 years ago. And it is just as true of our
American democracy in our increasingly competitive world.

According to the recent Competitiveness Index, the United States is in sixth place. We
are behind the Nordic countries and Singapore.

To compete in the global economy, we need to make education our top priority. We need
to improve access to higher education for all Americans.

And so today we will talk about access to education. We will talk about the rising cost of
college tuition. And we will talk about what we can do to make college more affordable
for students and families.

I have spent the past year and a half advancing a comprehensive competitiveness agenda.
Education is the foundation of our future competitiveness.

That is why I introduced the Education Competitiveness Act of 2006 in September. My
bill éncourages excellence, welcomes innovation, and promotes access.

In addition to addressing access to college education, my bill promotes teaching by
providing 100 thousand scholarships for future teachers of languages, early education,
and science. My bill will also get every child ready to learn, with nationwide, voluntary
pre-kindergarten.

--more—

(45)
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We must also improve tax incentives. And we should make sure that grant aid that can
give greater access to education for all Americans.

The current tax incentives available for higher education are confusing. My bill
simplifies the credits and helps families save for higher education.

College tuition is up six percent from last year. America’s working families are
struggling to provide those extra dollars for college. In my state of Montana, where the
median family income is one of the lowest in the country, we need to do everything we
can to make going to college more affordable.

We must give every student a chance at college. Two-thirds of full-time students receive
grant aid. And in Montana, that figure is closer to 80 percent.

Pell Grants don’t go as far these days, with tuition so high. And the Pell Grant hasn’t
been increased in three years.

That’s why my Education Competitiveness Act raises the Pell Grant to $6,000. That way
more students can access the benefits of a higher education.

I constantly hear from Montanans about the rising costs of tuition and how much harder it
is now to fund a college education without going into tremendous debt. We need to be
listening to the folks back at home who are hit hardest by the high cost of tuition.

I’m working here in the Senate to make grant aid more available and to improve
education tax credits. I’d like to work with the university system to do more to improve
access to college.

University endowments often provide funds to students who cannot otherwise pay.
These endowments also have risen over the past decade,

There are more than 50 colleges and universities with endowments of more than $1
billion. These colleges represent a small portion of the entire higher education
community. None of these colleges is in Montana.

Today we will look at how large endowments affect the cost of higher education. And
how endowments can improve access to higher education.

We will follow Aristotle’s advice. The legislators here will direct our attention above all
to the education of youth. Ilook forward to hearing from our witnesses.

#iH
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POSTSECONDARY EDUCATION

Multiple Tax Preferences and Title IV
Student Aid Programs Create a Complex
Education Financing Environment

What GAO Found

Title IV student aid and tax preferences provide assistance to a wide range of
students and families in different ways. While both help students meet
current expenses, tax preferences also assist students and families with
saving for and repaying postsecondary costs. Both serve students and
families with a range of incomes, but some forms of title IV aid—grant aid, in
particular—provide assistance to those whose incomes are lower, on
average, than is the case with tax preferences. Tax preferences require more
responsibility on the part of students and families than title IV aid because
taxpayers must identify applicable tax preferences, understand complex
rules concerning their use, and correctly calculate and claim credits or
deductions. While the tax preferences are a newer policy tool, the number of
tax filers using them has grown quickly, surpassing the number of students
aided under titie IV in 2002.

Reciplents of Titie IV Assistance and Tax Filers Clalming an Education Tax Credit or Tuition
Deduction, 1997-2004

Fleciplonts and tax tlers s pilions)

”
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Some tax filers do not appear to make optimal education-related tax
decisions. For example, among the limited number of 2002 tax retums
available for our analysis, 27 percent of eligible tax filers did not claim either
the tuition deduction or a tax credit. In so doing, these tax filers failed to
reduce their tax liability by $169, on average, and 10 percent of these filers
could have reduced their tax liability by over $500. One explanation for these
taxpayers’ choices may be the complexity of postsecondary tax provisions,
which experts have commonly identified as difficult for tax filers to use.

Little is known about the effectiveness of title IV aid or tax preferences in
promoting, for example, postsecondary attendance or school choice, in part
because of research data and methodological challenges. As a result,
policymakers do not have information that would allow them to make the
most efficient use of limited federal resources to help students and families.

United States A ity Office




49

Chairman Grassley, Senator Baucus, and Members of the Committee:

We are pleased to be here this morning to discuss the federal government’s
efforts to financially support attendance at postsecondary education
institutions. American higher education has long been crucial to the
development of our nation’s cultural, social, and economic capital. At the
dawn of the 21st Century, changing workforce demographics, a more
integrated global economy, and numerous technological advances are
placing new demands on our colleges and universities. For the United
States to remain competitive in the rising global knowledge economy, its
citizens will need both the ways and means to endow themselves with the
tools necessary for the task. However, rising tuition has become a
disconcertingly fixed feature of our higher education system, and in recent
months concerns about postsecondary access and affordability have
received notable attention through the findings of the Secretary of
Education’s Commission on the Future of Higher Education and the
Comptroller General's recent forum on the Global Competitiveness of the
Nation's Higher Education System.

This hearing is an opportunity to consider whether any changes should be
made in the government’s overall strategy and the individual programs and
tax provisions that provide financial assistance to students and families
saving or paying for postsecondary education or repaying student loans.
This opportunity to review the programs and tax provisions is important
for several reasons. The fact that we face large and growing structural
deficits in the future—primarily driven by demographics and rising health
care costs—emphasizes the need to consider how the government
allocates resources. In addition, GAO has noted that fundamental
reexamination of government programs, policies, and priorities is
necessary to assure that they match the needs of the 21st Century. GAO
has identified the coordination of student aid programs' and the
effectiveness of those programs® both as key topics needing congressional
oversight.

My statement today will focus on three issues that emerged in our 2005
report on student grant and loan assistance made available under Title IV

'GAO, 2ist Century Challenges: Reexamining the Base of the Federal Government,
GAO-05-3258P (Washington, D.C.: February 2005).

* GAO, Suggested Arvas for Owersight for the 110th Congress, GAO-07-235R (Washington,
D.C.: Nov. 17, 20086).

Page 1 GAO-07-262T
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of the Higher Education Act and postsecondary education tax
preferences.’

Postsecondary student financial assistance provided through programs
authorized under title IV and the tax code differ in three key ways. First,
title IV grant and loan programs traditionally provide aid to students and
families while students are in college, whereas tax preferences help both
during the college years as well as before and after college by assisting
with saving for or repaying college costs. Additionally, while student aid
programs and tax preferences serve students and families across a wide
range of income groups, some title IV programs—particularly the Pell
grant program—provide much of their financial assistance to students and
families whose incomes are lower, on average, than students and families
who receive student loans, tax credits, and deductions, or who make use
of tax-exempt saving vehicles. Last, students and faruilies have more
responsibility for appropriately using and thereby obtaining the benefits of
tax preferences than they do with title IV aid.

Second, postsecondary tax preferences are difficult for families to
understand and use correctly. Perhaps due to the complexity of the tax
provisions, hundreds of thousands of taxpayers fail to claim tax
preferences to which they are entitled or do not claim the tax preference
that would be most advantageous to them,

Finally, we found that Congress has received little evidence concerning
the effectiveness of assistance provided under title IV or through tax
preferences, including whether such assistance increases attendance or
choice.

Our statement today is drawn from previous GAO reports and testimonies
covering postsecondary title IV programs and tax preferences, which were
done in accordance with generally accepted government auditing
standards, as well as reviews of relevant literature.

Background

Financial assistance to help students and families pay for postsecondary
education has been provided for many years through student grant and
loan programs authorized under title IV of the Higher Education Act of
1965, as amended. Examples of these programs inctade Pell Grants for
low-income students, PLUS loans to parents and graduate students, and

See GAO, Student Aid and Postsecondary Tax Preferences: Eimited Research Exists on
Effectiveness of Tools to Assist Students and Families through Title IV Student Aid and Tax
Preferences, GAO-05-684 (Washington, D.C.: July 28, 2005).

Page 2 GAO-07-262T
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Stafford loans.” Much of this aid has been provided on the basis of the
difference between a student’s cost of attendance and an estimate of the
ability of the student and the student’s family to pay these costs, called the
expected family contribution (EFC). The EFC is calculated based on
information provided by students and parents on the Free Application for
Federal Student Aid (FAFSA). Statutory definitions establish the criteria
that students must meet to be considered independent of their parents for
the purpose of financial aid, and statutory formulas establish the share of
income and assets that are expected to be available for the student’s
education.’® In fiscal year 2005, the Department of Education made
approximately $14 billion in grants, and title IV lending programs made
available another $57 billion in loan assistance. Title IV also authorizes
programs funded by the federal government and adrainistered by
participating higher education institutions, including the Supplemental
Educational Opportunity Grant (SEOG), Perkins loans, and federal work-
study aid, collectively known as campus-based aid. Table 1 provides brief
descriptions of the title IV programs that we reviewed in our 2005 report
and includes two programs—Academic Competitiveness Grants and
National Science and Mathematics Access to Retain Talent Grants——that
were created since that report was issued.®

“Consolidation loans are also authorized under title IV. These loans allow borrowers to
combine multiple student loans, possibly rrom different lenders and from different loan
programs, into a single new loan with periods. B consoli

loans do not generally result in an increase in loa.n principal, they are not addressed in this
testimony.

*To be classified as an independent student for the purpose of receiving title IV financial
aid, students must meet one of the following criteria: (1) be a veteran of the armed
services, {2) be age 24 years or older by December 31st of the award year, (3) be married,

{4) be enrolled in a grad or ional education (5) have legal dependents
other than a spouse, or (6) be an orphan or ward of the court. Financial aid adnumstraiors
may also classify through the ise of their p: nal
Jjudgment.

® For greater detail on federal spending through title IV postsecondary education assistance
prograras reviewed in our 2005 report, see app. 1.

Page 3 GAO-07-262T
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Tabie 1: Description of Federal Student Aid Programs Authorized under Title IV of the Higher Education Act

Title {V student aid program

Program description

Pell Grant

Grants are awarded on the basis of the difference between the EFC and the maximum
Pell award or the student's cost of attendance, whichever is less. Grants are not available
for postgraduate study.

Supplemental Educational Opportunity
Grant

Schools administer grant funds, which are awarded to undergraduates with exceptional
financial need; priority is given to Pell Grant recipients. Institutions must match a portion
{at least 25 percent) of the federal funds allocated.

Academic Competitiveness Grant

Available to first- and second-year students who have completed a rigorous course of
study in high school. To be eligible, students must also be eligible to receive a Pell Grant.
Second-year students must also maintain at least a 3.0 grade-point average.

National Science and Matf ics Access

Available to third- and fourth-year students pursuing a major in mathematics, science, or

to Retain Talent (SMART) Grant

a foreign language deemed critical to national security. To be eligible, students must also
be eligible 1o receive a Pell Grant and maintain at least a 3.0 grade-point average in their
major.

Federal Work-Study

Schools administer funds, which are used to provide pari-time jobs for undergraduate
and graduate students with financial need. Participating schools or nonprofit employers
generally contribute at least 25 percent of student’s eamings (50 percent in the case of
for-profit employers).

Federal Perkins Loan

Schools administer funds, comprised of federal capital contributions and schoot matching
funds (at least 1/3 of federal contributions), to make low-interest (S percent) loans for
both undergraduate and graduate students with exceptional financial need. Borrower
repayments are owed to the school.

Subsidized Federal Family Education Loan
{FFEL) or Direct Stafford Loan

Loans made on the basis of financial need to undergraduate and graduate students who
are ervolled at least half-time. The federal go % pays the interest costs on
subsidized loans while the student is in school, for the first 6 months after the student
leaves school, and during a period of deferment.

Unsubsidized FFEL or Direct Stafford Loan

Loans made to undergraduate and graduate students who are enrolled at least half-time.
Unlike subsidized foans, the federal government does not pay the interest costs on
unsubsidized loans white the student is in school, for the first 6 months after the student
leaves school, and during a period of deferment. Otherwise, the terms and conditions of
unsubsidized loans are the same as those for subsidized loans.

FFEL or Direct PLUS Loan

Loans made to parents on behalf of dependent undergraduate students enrolied at least
haif-time. The Higher Education Feconciliation Act of 2005 makes both graduate and
professional students eligible for these loans as well. Borrowers are subjec! to a credit
check for adverse credit history and may be denied a loan.

Source: GAO analysis of applicable laws and regulations.
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Postsecondary assistance also has been provided through a range of tax
preferences,” including postsecondary tax credits, tax deductions, and tax-
exempt savings programs. For example, the Taxpayer Relief Act of 1997
allows eligible tax filers to reduce their tax Hability by receiving, for tax
year 2006, up to a $1,650 Hope tax credit or up to a $2,000 Lifetime
Learning tax credit for tuition and course-related fees paid for a single
student. The fiscal year 2005 federal revenue loss estimate of the
postsecondary tax preferences that we reviewed was $9.15 billion dollars.
Tax preferences discussed as part of our 2005 report include the
following:®

Lifetime Learning Credit—income-based tax credit claimed by tax filers on
behalf of students enrolied in one or more postsecondary education
courses.

Hope Credit—income-based tax credit claimed by tax filers on behalf of
students enrolled at least half-time in an eligible program of study and who
are in their first 2 years of postsecondary education.

Student Loan Interest Deduction—income-based tax deduction claimed by
tax filers on behalf of students who took out qualified student loans while
enrolled at least half-time.

Tuition and Fees Deduction—income-based tax deduction claimed by tax
filers on behalf of students who are enrolled in one or more postsecondary
education courses and have either a high school diploma or a General
Educational Development (GED) credential.®

Section 529 Qualified Tuition Programs-—College Savings Programs and
Prepaid Tuition Programs—non-income-based programs that provide
favorable tax treatment to investments and distributions used to pay the
expenses of futture or current postsecondary students.

Coverdell Education Savings Accounts—income-based savings program
providing favorable tax treatment to investments and distributions used to
pay the expenses of future or current elementary, secondary, or
postsecondary students.

As figure 1 demonstrates, the use of tax preferences has increased since
1997, both in absolute terms and relative to the use of title IV aid.

"Pax preferences—also known as tax expenditures—are reductions in tax labilities that
result from preferential provisions in the tax code, such as exemptions and exclusions
from taxation, deductions, credits, deferrals, and preferential tax rates.

® For expanded descriptions of postsecondary education-related tax preferences, see app. 1.

“The Tuition and Fees Deduction expired on December 31, 2005. Legislation has been
i s 1to rei the d i
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Figure 1: Recipi of Title IV A and Tax Filers Claiming an Education
Tax Credit or Tuition Deduction, 1997-2004

Recipients and tax filers {in mitions)

{7777 witie w aia recipients

FEEE] vox returns claiming postsecondary tax credits andor uition deduction

Soces: GAQ analysis of Budget ot the United States Government and internal Flevenue Servics data.

Note: See app. IV for i intervals i with these

Tax Preferences
Differ from Title IV
Assistance in Timing,
Distribution, and
Students’ and
Families’
Responsibility for
Obtaining Benefits

Postsecondary student financial assistance provided through programs
authorized under title IV of the Higher Education Act and the tax code
differ in timing of assistance, the populations that receive assistance, and
the responsibility of students and families to obtain and use the assistance.

Page 6 GAO-07-262T
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Title IV and Tax Programs
Differ in Benefit Timing

Title IV programs and education-related tax preferences differ significantly
in when eligibility is established and in the timing of the assistance they
provide. Title IV programs generally provide benefits to students while
they are in school. Education-related tax preferences, on the other hand,
(1) encourage saving for college through tax-exerapt saving, {2) assist
enrolled students and their families in meeting the current costs of
postsecondary education through credits and tuition deductions, and

(3) assist students and families repaying the costs of past postsecondary
education through a tax deduction for student loan interest paid.”

Beneficiaries of Title IV
Programs and Tax
Preferences Differ

While title IV programs and tax preferences assist many students and
families, program and tax rules affect eligibility for such assistance. These
rules also affect the distribution of title IV aid and the assistance provided
through tax preferences. As a result, the beneficiaries of title IV programs
and tax preferences differ.

Title IV programs generally have rules for calculating grant and loan
assistance that give different consideration to family income, assets, and
college costs in the award of financial aid." For example, Pell Grant
awards are calculated by subtracting the student’s EFC from the maximum
Pell Grant award (84,050 in academic year 2006-2007), or the student’s cost
of attendance, whichever is less. Because the EFC is closely linked to
family income and circumstances (such as the size of the family and the
number of dependents in school), and modest EFCs are reguired for Pell
eligibility, Pell awards are made primarily to families with modest
incomes. In contrast, the maximurn unsubsidized Stafford loan amount is
calculated without direct consideration of financial need: students may
borrow up to their cost of attendance, minus the estimated financial
assistance they will receive.” As table 2 shows, 92 percent of Pell financial
support in 2003-2004 was provided to dependent students whose family
incomes were $40,000 or below, and the 38 percent of Pell recipients in the

'* Additional details on the di in timing are inapp. II.

* Campus-based aid programs authorized under title IV differ from these programs in
funding and eligibility: institutions provide matching funding for federal spending, and
participating institutions distribute aid using instituti pecific eriteria consk with
federal program i B they have institution-specific criteria, the
relationship between program rules and the distribution of benefits is more complex and
was excluded from the analysis of our 2005 report.

”Additionaily, loan amounts for both subsidized and unsubsidized loans are subject to
statutory limits on annual and cumulative borrowing,

Page 7 GAO-07-262T
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lowest income category ($20,000 or below) received a higher share (48
percent) of Pell financial support.

Table 2: F of Aid Recip and Dollars of Aid by | C y for Dep Served by
Title IV Programs, 2003-2004
Dependent $20,001- $40,001- $60,001- $80,001- More than
Program students $0-20,000 40,000 60,000 80,000 100,000 $100,000
Pell Grant Recipients 38 47 14 2 0 0
Dollars 48 44 8 1 0 o
Stafford Subsidized Recipients 16 28 23 17 9 7
Loan Dollars i6 28 23 7 ) 5
Stafford Unsubsidized Recipients 7 14 14 19 18 28
Loan Doliars 7 12 2 18 9 32
Source: GAQ analysis of 2003-2004 NPSAS data.
Note: See app. IV for i intervais i with these esth in rows may not
add to 100 percent because of rounding.
Because independent students generally have lower incomes and
accumulated savings than dependent students and their families, patterns
of program participation and dollar distribution differ. Participation of
independent students in Pell, subsidized Stafford, and unsubsidized
Stafford loan programs is heavily concentrated among those with incomes
of $40,000 or less: from 74 percent (unsubsidized Stafford) to 95 percent
(Pell) of program participants have incomes below this level. As shown in
table 3, the distribution of award dollars follows a nearly identical pattern.
Table 3: Percentage of Aid Recipients and Dollars of Aid by | C: y for Served by Selected
Tille IV Programs, 2003-2004
independent $20,001- $40,001- $60,001- $80,001- More than
Program students $0-20,000 40,000 60,000 80,000 100,000 $100,000
Pell Grant Recipients 67 28 5 4] o 0
Doflars 73 25 3 0 0 o
Stafford Subsidized Loan  Recipients 51 29 12 5 2 1
Doliars 52 28 12 8 2 2
Stafford Unsubsidized Recipients 486 28 14 8 3 3
Loan
Dollars 46 24 13 7 3 5

Source; GAD analysis of 2003-2004 NPSAS data.

Notes: See app. IV for i intervals i with these:

Numbers in rows may not add to 100 percent because of rounding,
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Many education-related tax preferences have both de facto lower limits
created by the need to have a positive tax Hability to obtain their benefit
and income ceilings on who may use them. For example, the Hope and
Lifetime Learning tax credits require that tax filers have a positive tax
liability to use them and income-related phase-out provisions in 2005 that
began at $45,000 and $90,000 for single and joint filers, respectively.
Furthermore, tax-exempt savings are more advantageous to families with
higher incomes and tax Habilities because, among other reasons, these
families hold greater assets to invest in these tax preferences and have a
higher marginal tax rate, and thus benefit the most from the use of these
tax preferences. Table 4 shows the income categories of tax filers claiming
the three tax preferences available to current students and/or their
families along with the reduced tax liabilities from those preferences in
2004.

‘Table 4; Percentage of Tax Filers Claiming Hope and Lifetime Learning Credits and Tuition D and Tax F
Dollars by income Category, Tax Year 2004
$80,001- More than
Type of aid $0-20,000 $20,001-40,000 $40,001-60,000 $60,001-80,000 100,000 $100,000
Hope Credit Tax filers 18 34 19 16 12 2
Dollars 16 33 20 16 12 2
Lifetime Leamning  Tax filers 17 32 20 1e 10 2
Credit Doliars 15 30 20 BN 13 2
Tuition Deduction Tax filers 24 13 15 10 13 25
Doliars k] 7 18 12 15 37
Source: GAO analysis of 2004 SOt data.
Notes: See app. IV for i intervals i with these
Numbers in rows may not add to 100 percent because of rounding.
Students and Families The federal government and postsecondary institutions have significant
Have More Responsibility responsibilities in assisting students and families in obtaining assistance
for Obtaining Benefits of provided under title IV programs but only minor roles with respect to tax
Tax Preferences in ﬁ}ers’ use of education-related tax preferences. To obtain‘federal gtudent
Comparison to Title IV Aid aid, applicants must first complete the FAFSA, a form which required

students to complete up to 100 fields in 2006-2007. Submitting a completed
FAFSA to the Department of Education largely concludes students’ and
families’ responsibility in obtaining aid. The Department of Education is
responsible for calculating students’ and families’ EFC on the basis of the
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FAFSA, and students’ educational institutions are responsible for
determining aid eligibility and the amounts and packaging of awards.

In contrast, higher education tax preferences require students and families
to take more responsibility. Although postsecondary institutions provide
students and IRS with information about higher education attendance,
they have no other responsibilities for higher education tax credits,
deductions, or tax-preferred savings. The federal government’s primary
role with respect to higher education tax preferences is the promulgation
of rules; the provision of guidance to tax filers; and the processing of tax
returns, including some checks on the accuracy of items reported on those
tax returns, The responsibility for selecting among and properly using tax
preferences rests with tax filers, Unlike title IV programs, users must
understand the rules, identify applicable tax preferences, understand how
these tax preferences interact with one another and with federal student
aid, keep records sufficient to support their tax filing, and correctly claim
the credit or deduction on their return.

Some Tax Filers May
Not Effectively Use
Postsecondary Tax
Preferences, Possibly
Due to Complexity

According to our analysis of IRS data on the use of Hope and Lifetime tax
credits and the tuition deduction in our 2005 report, some tax filers appear
to make less-than-optimal choices among them.” The apparent suboptimal
use of postsecondary tax preferences may arise, in part, from the
complexity of these provisions.

Some Tax Filers Appear to
Make Suboptimal Choices

Making poor choices among tax preferences for postsecondary education
may be costly to tax filers. For example, families may strand assetsina
tax-exempt savings vehicle and incur tax penalties on their distribution if
their child chooses not to go to college. They may also fail to minimize
their federal income tax liability by claiming a tax credit or deduction that
yields less of a reduction in taxes than a different tax preference or by
failing to claim any of their available tax preferences. For example, if a
married couple filing jointly with one dependent in his/her first 2 years of
college had an adjusted gross income of $50,000, qualified expenses of
$10,000 in 2006, and tax liability greater than $2,000, their tax liability

" Due to time constraints, we were unable to update these analyses for this testimony.
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would be reduced by $2,000 if they claimed the Lifetime Learning credit
but only $1,650 if they claimed the Hope credit.

In our 2005 report, we found that some people who appear to be eligible
for tax credits and/or the tuition deduction did not claim them. The files of
about 77 percent of the tax year 2002 tax returns that we were able to
review were apparently eligible to claim one or more of the three tax
preferences. However, about 27 percent of those returns, representing
about 374,000 tax filers, failed to use the any of them. The amount by
which these tax filers failed to reduce their tax averaged $169; 10 percent
of this group could have reduced their tax liabilities by over $500."

Suboptimal choices were not limited to tax filers who prepared their own
tax returns. A possible indicator of the difficulty people face in
understanding educationrelated tax preferences is how often the
suboptimal choices we identified were found on tax returns prepared by
paid tax preparers. We estimate that about 50 percent of the returns we
found that appear to have failed to optimally reduce the tax filer's tax
liability were prepared by paid tax preparers. Generalized to the
population of tax returns we were able to review, returns prepared by paid
tax preparers represent about 223,000 of the approximately 447,000
suboptimal choices we found. Our April 2006 study of paid tax preparers
corroborated the problem of confusion over which of the tax preferences
to claim.” Of the 9 undercover investigation visits we made to paid
preparers with a taxpayer with a dependent college student, 3 preparers
did not claim the credit most advantageous to the taxpayer and thereby
cost these taxpayers hundreds of dollars in refunds. In our investigative
seenario, the expenses and the year in school made the Hope education
credit far more advantageous to the taxpayer than either the tuition and
fees deduction or the Lifetime Learning credit.

The Suboptimal Use of
Postsecondary Tax
Preferences May Result
from Their Complexity

The apparently suboptimal use of postsecondary tax preferences may
arise, in part, because of the complexity of using these provisions. Tax
policy analysts have frequently identified postsecondary tax preferences
as a set of tax provisions that demand a particulardy large investment of
knowledge and skill on the part of students and families or expert

' Confidence intervals for all estimates in this section are included in appendix IV.

BGAO, Paid Tax Return Preparers: In a Limited Study, Chain Preparers Made Serious
Errors, GAO-06-563T (Washington, D.C.: Apr. 4, 2006).
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assistance purchased by those with the means to do so. They suggest that
this complexity arises from multiple postsecondary tax preferences with
similar purposes, from key definitions that vary across these provisions,
and from rules that coordinate the use of multiple tax provisions. Twelve
tax preferences are outlined in the IRS publication, Tax Benefits for
Education, for use in preparing 2005 returns (the most recent publication
available), The publication includes 4 different tax preferences for
educational saving. Three of these preferences—Coverdell Education
Savings Accounts, Qualified Tuition Programs, and U.S. education savings
bonds—differ across more than a dozen dimensions, including the tax
penalty that occurs when account balances are not used for qualified
higher education expenses, who may be an eligible beneficiary, annual
contribution limits, and other features.

In addition to learning about, comparing, and selecting tax preferences,
filers who wish to make optimal use of multiple tax preferences must
understand how the use of one tax preference affects the use of others.
The use of multiple education-related tax preferences is coordinated
through rules that prohibit the application of the same qualified higher
education expenses for the same student to more than one education-
related tax preference, sometimes referred to as “anti-double-dipping
rules.” These rules are important because they prevent tax filers from
underreporting their tax liability. Nonetheless, anti-double-dipping rules
are potentially difficult for tax filers to understand and apply, and
misunderstanding them may have consequences for a filer’s tax liability.™

Research on
Effectiveness of
Federal
Postsecondary
Assistance Is
Incomplete

Little is known about the effectiveness of federal grant and loan programs
and education-related tax preferences in promoting attendance, choice,
and the likelihood that students either earn a degree or continue their
education (referred to as persistence). Many federal aid programs and tax
preferences have not been studied, and for those that have been studied,
important aspects of their effectiveness remain unexamined. In our 2005
report, we found no research on any aspect of effectiveness for severat
major title IV federal postsecondary programs and tax preferences. For
example, no research had examined the effects of federal postsecondary
education tax credits on students’ persistence in their studies or on the
type of postsecondary institution they choose to attend. Gaps in the
research-based evidence of federal postsecondary program effectiveness

“For an example of this phenomenon, please see app. 111
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may be due, in part, to data and methodological challenges that have
proven difficult to overcome. The relative newness of most of the tax
preferences also presents chall because rel t data are just now
becoming available.

In 2002, we recommended that Education sponsor research into key
aspects of effectiveness of title IV programs, that Education and the
Department of the Treasury collaborate on such research into the relative
effectiveness of title IV programs and tax preferences, and that the
Secretaries of Education and Treasury collaborate in studying the
combined effects of tax preferences and title IV aid.” In April 2008,
Education’s Institute for Education Sciences (IES) issued a Request for
Applications to conduct research on, among other things, “evalnating the
efficacy of programs, practices, or policies that are intended to improve
access to, persistence in, or completion of postsecondary education.”
Multiyear projects funded under this subtopic are expected to begin in
July 2007.

As we noted in our 2002 report, research into the effectiveness of different
forms of postsecondary education assistance is important.”” Without such
information federal policymakers cannot make fact-based decisions about
how to build on successful programs and make necessary changes to
improve less effective programs. The budget deficit and other major fiscal
challenges facing the nation necessitate rethinking the base of existing
federal spending and tax programs, policies, and activities by reviewing
their results and testing their continued relevance and relative priority for
a changing society.”®

Concluding
Observations

In light of the long-term fiscal challenge this nation faces and the need to
make hard decisions about how the federal government allocates
resources, this hearing provides an opportunity to continue a discussion
about how the federal governiment can best help students and their
families pay for postsecondary education. Some questions that Congress
should consider during this dialog include:

VGAO, Student Aid and Tax Benefits: Better Research and Guidance Will Facilitate
Comparison of Effectiveness and Student Use, GAOD2-751 {Washington, D.C.: Sept. 13,
2002).

¥ GAO-02-751.

* GAO-05-3255P.
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Should the federal government consolidate postsecondary education tax
provisions to make them easier for the public to use and understand?
Given its limited resources, should the government further target title IV
programs and tax provisions based on need or other factors?

How can Congress best eval the effecti and efficiency of
postsecondary education aid provided through the tax code?

Can tax preferences and title IV programs be better coordinated to
maximize their effectiveness?

Mr. Chairman and Members of the Comunittee, this concluades our
statement. We welcome any questions you have at this time.

Staff Contacts and
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Appendix I: Postsecondary Aid Programs

The federal goverrament helps students and families save, pay for, and
repay the costs of postsecondary education through grant and loan
programs anthorized under title IV of the Higher Education Act of 1965,
and through tax preferences—reductions in federal tax Habilities that
result from preferential provisions in the tax code, such as exemptions
and exclusions from taxation, deductions, credits, deferrals, and
preferential tax rates.

Federal Grant and Loan
Assistance to
Postsecondary Students

Assistance provided under title IV programs include Pell Grants for low-
income students, the newly established Academic Competitiveness and
National Science and Mathematics Access to Retain Talent Grants, PLUS
loans, which parents as well as graduate and professional students may
apply for, and Stafford loans.! While each of the three grant types reduces
the price paid by the student, student loans help to finance the remaining
costs and are to be repaid according to varying terms. Stafford loans may
be either subsidized or unsubsidized. The federal government pays the
interest cost on subsidized loans while the student is in school, and during
a 6-month period known as the grace period, after the student leaves
school. For unsubsidized loans, students are responsible for all interest
costs.” Stafford and PLUS loans are provided to students through both the
FFEL program and the William D. Ford Direct Loan Program (FDLP). The
federal government's role in financing and administering these two loan
programs differs significantly. Under the FFEL program, private lenders,
such as banks, provide loan capital and make loans, and the federal
government guarantees FFEL lenders a minimurm yield on the loans they
make and repayment if borrowers default. Under FDLP, federal funds are
used as loan capital and loans are provided through participating schools.

*Consolidation loans are also authorized under title IV. These loans allow borrowers to
combine rultiple student loans, possibly from different lendexs and from different loan
programs, into a single new loan with extended repayment periods. Because consolidation
loans do not generally resalt in an increase in loan principal, consolidation loans are not
addressed in this review, However, the federal government can incur significant costs in
providing borrowers with these loans. See GAQ, Student Loan Programs: As Federal Costs
of Loan Consolidation Rise, Other Optivns Should Be Examined, GA0O-04-101 (Washington,
D.C.: Oct. 31, 2008) and Student Loan Programs: Lower Interest Rates and Higher Loan
Volume Have Ir d Federal C tidation Loan Costs, GAD-04-568T (Washington,
D.C.: Mar. 17, 2004).

*While called “unsubsidized,” the federal government can still incur costs on such loans,
including the costs associated with borrowers who default on their loans and, under the
Federal Family Education Loan Program, the costs of making payments to lenders to
ensure ther a minimum federally guaranteed yield.
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The Department of Education and its private-sector contractors jointly
administer the program. Title IV also authorizes prograns funded by the
federal government and administered by participating higher education
institutions, including the Supplemental Educational Opportunity Grant
(SEOG), Perkins loans, and federal work-study aid, collectively known as
campus-based aid.

To receive title IV aid, students (along with parents, in the case of
dependent students) must complete a Free Application for Federal
Student Aid form. Information from the FAFSA, particularly income and
asset information, is used to determine the amount of money-—called the
expected family contribution—that the student and/or family is expected
to contribute to the student’s education. Statutory definitions establish the
criteria that students must meet to be considered independent of their
parents for the purpose of financial aid, and statutory formulas establish
the share of income and assets that are expected to be available for the
student’s education. Once the EFC is established, it is compared with the
cost of attendance at the institution chosen by the student. The cost of
attendance comprises tuition and fees; room and board; books and
supplies; transportation; miscellaneous personal expenses; and, for some
students, additional expenses.® If the EFC is greater than the cost of
attendance, the student is not considered to have financial need, according
to the federal aid methodology. If the cost of attendance is greater than the
EFC, then the student is considered to have financial need. Title IV
assistance that is made on the basis of the calculated need of aid
applicants is called need-based aid. Key characteristics of title IV programs
are suramarized in table 5 below.

*These may include child care expenses for parents of young dependent children or
supportive services for disabled students,

Page 16 GAO-67-262T



65

Table 5: Di p of Federal AldF under Title IV of the Higher Education Act

‘Fitle IV student aid Annual award

program Program details amounts and istics of

Pell Grant Grants are awarded on the $400 to $4,050 for Dependent students: About 2.1 million grants were
basis of the difference between school year 2006-2007. awarded in school year 2003-2004, totaling $5.3
the EFC and the maximum Pell bitlion. The average grant award was $2,573; the
award or the student's cost of median income of recipients was $24,576.
attendance, whichever is less. Independent students: About 3 million grants were
Grants are not available for awarded in school year 2003-2004, totaling $7.4
postgraduate study. billion. The average grant award was $2,436; the

median income of recipients was $12,925.

Supplemental Schools administer grant $100 to $4,000. Dependent students: About 554,000 grants were

Educational funds, which are awarded to awarded in school year 2003-2004, totaling $494.2

Opportunity Grant  undergraduates with million. The average grant award was $892; the
exceptional financial need; median income of recipients was $22,827.
priority is given to Pell Grant independent students: About 715,000 grants were
recipients. Institutions must awarded in school year 2003-2004, totaling $391.9
malch a portion (at least 25 million. The average grant award was $548; the
percent) of the federal funds median income of recipients was $11,040.
allocated.

Academic Available to first- and second-  $750 for first-year Students: About 310,000 first-year grants and

Competitiveness year students who have students and $1,300 for 110,000 second-year grants are expected 1o be

Grant completed a rigorous course of second year students.  awarded in school year 2006-2007, totaling an
study in high school. To be estimated $340.0 miflion. The average grant award
eligible, students must also be is estimated to be $657 and $1,245 respectively.
seligible to receive a Peil Grant.
Second-year students must
also maintain at least a 3.0
grade-point average.

National Science Available to third- and fourth-  $4,000. Students: About 40,000 third-year grants and 40,000

and Mathematics
Access to Retain
Talent (SMART)
Grant

year students pursuing a major
in mathematics, science, or a
foreign language deemed
critical to national security. To
be eligible, students must also
be eligible to receive a Pell
Grant and maintain at least a
3.0 grade-point average in their
major.

fourth-year grants are expected to be awarded in
school year 2006-2007, totaling an estimated $310.0
million. The average grant award is estimated to be
$3,718 and $3,875 respectively.
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Titie IV student ald Annual award
program Program details amounts Number and ch istics of benefici
Federal Work-Study Schools administer funds, Up to $300 more than  Dependent students: About 1.1 million awards were

which are used to provide part-
time jobs for undergraduate
and graduate students with
financial need. Participating
schools or nonprofit employers
generally contribute at least 25
percent of student's earnings
{50 percent in the case of for-
profit employers).

the student's
determined financial
need; if employment
continues past this
point, federal funds may
not be used to
subsidize the
employment.

awarded in school year 2003-2004, totafing $2
billion. The average award was $1,901; the median
income of recipients was $46,441.

independent students: About 438,000 awards were
awarded in school year 2003-2004, totaling $1
billion. The average award was $2,303; the median
income of recipients was $10,561.

Federal Perkins
Loan

Schools administer funds,
comprised of federal capital
contributions and school
matching funds (at least 1/3 of
federal contributions), to make
low-interest (5 percent) loans
for both undergraduate and
graduate students with
exceptional financial need.
Bomrower repayments are
owed to the school.

$4,000 maximum for
undergraduate students
and $6,000 for graduate
students; no minimum
award amount.
(Aggregate limits:
$8,000 for
undergraduates who
have not completed 2
academic years;
$20,000 for
undergraduates who
have completed 2
years; and, $40,000 for
graduate students,
including loans
borrowed as an
undergraduate.)

Dependent students: About 495,000 foans were
made in schoot year 2003-2004, totaling $956
million. The average loan amount was $1,932; the
median income of recipients was $39,175,
Independent students: About 329,000 loans were
made in school year 2003-2004, totaling $905.3
million. The average loan amount was $2,752; the
median income of recipients was $10,277.

Subsidized FFEL or
Direct Stafford Loan

Loans made on the basis of
financial need to
undergraduate and graduate
students who are enrofied at
least half-time, The federal
government pays the interest
costs on subsidized loans
while the student is in school,
for the first 6 months after the
student leaves school, and
during a period of deferment.

$2,625 to $8,500
depending upan year of
schooling. Aggregate
limits are $23,000 for
undergraduates and
$65,500 for graduate
students.

Dependent students: About 2.6 million foans were
made in school year 2003-2004, totaling $8.1 billion.
The average loan amount was $3,188; the median
income of recipients was $44,678.

independent students: About 3.8 million loans were
made in school year 2003-2004, totaling $16.3
billion. The average loan amount was $4,340; the
median income of recipients was $19,430.
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Title IV student aid

Annual award

program Program details amounts Ni and istics of b jaries
Unsubsidized FFEL  Loans made to undergraduate  $2,625 to $18,500 Dependent students: About 1.6 million loans were
or Direct Stafford and graduate students who are depending on year of made in school year 2003-2004, totaling $5.3 billion.
Loan® enrolied at least haif-time. schooling {including any The average loan amount was $3,293; the median
Unlike subsidized loans, the subsidized loan income of recipients was $75,835.
federal govemment does not  amounts received for  |yqanendent students: About 3.3 mitlion loans were
pay the inferest costs on the same period). made in school year 2003-2004, totaling $18.5

unsubsidized loans while the  Aggregate limits are il t was $5.671: the
student is in schoot, for the first $23,000 for dependent ﬂ:g{;;:z:;gﬁ?;g;%ﬁm:s gzzs 1$08 '

6 months afier the student undergraduates, T
ieaves school, and during a $486,000 for

period of deferment.

independent

Otherwise, the terms and undergraduates, and
conditions of unsubsidized $138,500 for graduate
ioans are the same as those students.

for subsidized foans.

FFEL or Direct Loans made to parents on Maximum Joan amounts About 634,000 foans were made in school year

PLUS Loan® behalf of dependent

are limited to cost of 2003-2004, totaiing $5.7 billion. The average loan

undergraduate students attendance less other amount was $9,019; the median income of recipients
enrofled at least half-time. The federal, state, private,  was $71,397.

Higher Education and institutional aid
Reconciliation Act of 2005 received for the period
makes both graduate and of enroliment.

professional students eligible
for these loans as well.
Borrowers are subjectioa
credit check for adverse credit
history and may be denied a

loan,
Source: GAQ analysis of applicable laws and segufations and school year 2003-2004 NPSAS data.
“New slightly higher limits for these loans will take effect on July 1, 2007,
Tax Preferences Prior to the 1990s, virtually all major federal initiatives to assist students

with the costs of postsecondary education were provided through grant
and loan programs authorized under title IV of the Higher Education Act.
Sinece the 1990s, however, federal initiatives to assist families and students
in paying for postsecondary education have largely been implemented
through the federal tax code. The federal tax code now contains a range of
tax preferences that may be used to assist students and families in saving
for, paying, or repaying the costs of postsecondary education. These tax
preferences include credits and deductions, both of which allow tax filers
to use qualified higher education expenses to reduce their federal income
tax liability. The tax credits reduce the tax filers’ income tax liability ona
dollar-for-dollar basis but are not refundable. Tax deductions permit
qualified higher education expenses to be subtracted from income that
would otherwise be taxable. To benefit from a higher education tax credit
or tuition deduction, a tax filer must use tax form 1040 or 10404, have an
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adjusted gross income below the provisions’ statutorily specified income
limits, and have a positive tax lability after other deductions and credits
are calculated, among other requirements.

Tax preferences also include tax-exempt savings vehicles. Section 529 of
the tax code makes tax free the investment income from gualified tuition
programs. There are two types of qualified tuition programs: savings
programs established by states and prepaid tuition programs established
either by states or by one or more eligible educational institutions.
Another tax-exempt savings vehicle is the Coverdell Education Savings
Account. Tax penalties apply to both 529 programs and Coverdell savings
accounts if the funds are not used for allowable education expenses. Key
features of these and other education-related tax preferences are
described below, in table 6.

Table 6: Sel F Y Tax Pr
Preference details
Income ranges Number and
for phasing out  Eligible characteristics of
Tax preference  Eligibitity benefits (2006)a  expenses Tax benefit (2006) beneficiaries
Hope Credit Tax fiter on behaif of Single filer: Tuition and fees  Maximum credit: $1,650 in tax year 2002, 3.3
self, spouse, or $45.000-855,000 & insfitutions per student. Credit rate  million tax filers
dependent who is > ’ eligible to is 100 percent on first claimed $3.2 billion in
working toward a Joint retun: participate in title  $1,100 of qualified Hope credits; the
degree or certificate at  $90,000- 1V programs, higher education average credit claimed
jeast half-time in the $110,000.b expenses, 50 percent on was $991, and the
first 2 years of next $1,100.d median income of filers
postsecondary e claiming the credit was
enroliment. Nonrefundable: if filer $39,203.

has no tax liability due to
offsetting deductions,
exemptions, or
competing tax credits,
filer cannot receive
credit.
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Preference details

Income ranges Number and
for phasingout  Eligible characteristics of
Tax preference  Eligibility benefits {2006)a expenses Tax benefit {2006) beneficiaries
Lifetime Leaming Tax filer on behalf of Single filer: Tuition and fees  Maximum credit: $2,000 In tax year 2002, 3.5
Credit self, spouse, or $45,000-$55,000 at institutions per tax filer. (20 percent million tax filers
dependent who is > ’ eligible to of qualified higher claimed $1.7 bitlion in
enrolied in Joint return: participate in titte  education expenses up  Lifetime Leaming
undergraduate or $90,000- IV programs. to $10,000).d credits; the average
graduate courses, Of  $110,000.b Nonrefundable: if fiter credit claimed was
any course that alds in has no tax liability due to $477, and the median
learning new or offsetting deductions, income of filers
impraving existing job exemptions, ar ’ claiming the credit was
skills, for as many competing tax credits, $39,706.
years as the student is filer cannot receive
enrolled. credt,
Student Loan Tax filer, on behalf of  Single filer: Etigible loans are  Maximurn deduction: in tax year 2002, 6.6
Interest self, spouse, or $50,000-$65,000 those used to pay $2,500 miliion tax filers
Deduction dependent, available o ’ for tition, fees, a0 paid on eligible deducted $892.6
even to those whodo  Joint return: room and board, g4 eation loans is miflion of student loan
not temize interest $105,000- and related deductibie. interest; the average
paid. Student must $135,000.¢ expenses and ’ deduction was $134,
have been enrolled at include, for and the median
ieast haif-time in a example, student income of filers
degree program. loans provided deducting student loan
under title 1V, interest was $43,544.
Section 529 Specifics depend on No phase-out. Tuition, fees, Notaxisdueona Section 529 qualified
qualified tuition particular program, books, supplies,  distribution from an tuition programs—
programs-— Normally a prepaid and equipment account unless the prepaid tuition
prepaid tuition program is open for required for amount distributed is programs and state-
programs and contributions only on attendance. greater than the sponsored college
state-sponsored  behalf of young Room and board  beneficiary’s adjusted  savings programs
college savings  children and accounts it enrolled half- qualified education
programs must be closed within time or more. expenses.

some number of years
after the beneficiary
reaches college age.
Generally, savings
programs do not have
age restrictions.
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Preference details

Income ranges Number and
for phasing out  Eligible characteristics of
Tax preference  Eligibility benefits (2006)a expenses Tax benefit {2006) beneficiaries
Coverdell Distributions can be For contributions,  Tuition, fees, Notaxisdueona Coverdell Education
Education used for students $95,000-$110,000 books, supplies,  distribution from an Savings Accounts
Savings Accounts enrolled on full-time, for single filers and equipment account unless the
half- time, or less than  and $190,000- required for amount distributed is
half-time basis. $220,000 for joint  aftendance. greater than the
Account must be retums. foom and boarg  Peneficiary's adjusted
closed within 30 days if envolled half-  qudlified education
after beneficiary time or more. expenses.
reaches age 30. Annual contribution fimit
is $2,000 per year per
student {through age
17).
Tuition Deduction Same as Lifetime Singe filer: Tuition and fees  Maximum deduction: Tuition Deduction
(expired Dec. 31, Learning credit. $65,000-80,000 at institutions $4,000 per retum for {expired Dec. 31,
2005)e - ’ eligible 1o individuat filers whose ~ 2005)e
Joint Return: participate in title  modified adjusted gross
$130,000- iV programs. income is less than
160,000 $65,000 ($130,000 for

joint filers}; $2,000 per
return for individuals
whose modified
adjusted gross income
is more than $65,000
{$130,000) but less than
$80,000 {$160,000).

Sources: IS, investment Company Instiute, and College Savings Ptan Network documents; GAQ analysis of IRS Statistics of Income
data for tax year 2002.

° Modified adjusted gross income amounts are provided.

* Under the Taxpayer Relief Act of 1997, the income phase-out amounts are indexed to inflation
according to a formula specified in faw for this purpose, which may or may not result in a yearly
increase.

* Under the 26 U.S.C. § 221(f), the income phase-out amounts are indexed to inflation according to a.

formula specified in law for this purpose, which may or may not result in a yearly increase.

? For students attending eligible B located within the Gulf Opportunity
Zone, the maximum Hope tax credit and maximum Lifetime Leaming tax credit are doubled for
taxable years 2005 and 2006. Gulf Opportunity Zone Act, Pub, L. No. 109-135, § 102, 119 Stat. 2577,
2594 (2005).

* Although the tuition deduction has expired, H.R. 5970, 108th Cong. § 201 {2008}, among other bills,
would renew the deduction for tuition expenses through December 31, 2007. H.R. 5870 passed in the
House on July 28, 2008, but had not yet passed the Senate.

Our review of tax preferences did not include exclusions from income,
which permit certain types of education-related income to be excluded
from the calculation of adjusted gross income on which taxes are based.
For example, qualified scholarships covering tuition and fees and qualified
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tuition reductions from eligible educational institutions are not included in
gross income for income tax purposes. Similarly, student loans forgiven
when a graduate goes into certain professions for a certain period of time
are also not subject to federal income taxes. We also did not include
special provisions in the tax code that also extend existing tax preferences
when tax filers support a postsecondary education student. For example,
tax filers may claim postsecondary education students as dependents after
age 18, even if the student has his or her own income over the limit that
would otherwise apply. Also, gift taxes do not apply to funds used for
certain postsecondary educational expenses, even for amounts in excess
of the usual $11,000 limit on gifts. In addition, funds withdrawn early from
an Individual Retirement Account are not subject to the usual 10 percent
penalty when used for either a tax filer’s or his or her dependent’s
postsecondary educational expenses.
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Appendix II: Comparison of Assistance by
Timing of Benefit for Selected Programs and
Tax Preferences

A
Table 7: Comparison of Assistance by Timing of Benefit for Selected Programs and

Tax Preferences

Type of
assistance

Repay

Save for future expenses  Pay current expenses  expenses

Grant programs

Peli Grants

Supplemental
Educational

Opportunity Grants

Academic
Competitiveness Grants

SMART Grants

Loan programs

Subsidized and
Unsubsidized

Stafford Loans
Federal Perking Loans
Federal PLUS Loans

Tax Coverdell Educational Hope Credit Student Loan
preferences Savings Accounts and Hath ; i Interest
Section 520 Qualified Litetime Leaming Credit " ©
Tuition Tuition Deduction
Programs
Work-Study Federal Work Study
program
Source: GAD.
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Appendix III: Effects of Tax Rules on Tax
Preference Use

For an example of how the use of college savings programs and the tuition
deduction is affected by “anti~double-dipping” rules, consider the
following: To calculate whether a distribution from a college savings
program is taxable, tax filers must determine if the total distributions for
the tax year are more or less than the total qualified educational expenses
reduced by any tax-free educational assistance, i.e., their adjusted
qualified education expenses (AQEE). After subtracting tax-free assistance
from qualified educational expenses to arrive at the AQEE, tax filers
multiply total distributed earnings by the fraction (AQEE / total amount
distributed during the year). If parents of a dependent student paid $6,500
in qualified education expenses from a $3,000 tax-free scholarship and a
$3,600 distribution from a tuition savings program, they would have $3,500
in AQEE. If $1,200 of the distribution consisted of earnings, then $1,200 x
(83,500 AQEE / $3,600 distribution) would result in $1,167 of the earnings
being tax free, while $33 would be taxable. However, if the same tax filer
had also claimed a tuition deduction, anti-double-dipping rules would
require the tax filer to subtract the expenses taken into account in figuring
the tuition deduction from AQEE. If $2,000 in expenses had been used
toward the tuition deduction, then the taxable distribution from the
section 529 savings program would rise to $700." For families such as
these, anti-double-dipping rules increase the computational complexity
they face and may result in unanticipated tax liabilities associated with the
use of section 529 savings programs.

"The new nontaxable distribution figure is calculated $1,200 x ($1,500/$3,600) = $500. The
taxable portion then becomes $1,200 - $500 = $700.
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Appendix IV: Confidence Intervals

We used two data sets for this testimony: Education’s 2003-2004 National
Postsecondary Student Aid Study and the Internal Revenue Service's 2002
and 2004 Statistics of Income. Estimates from both data sets are subject to
sampling errors and the estimates we report are surrounded by a 95
percent confidence interval. The following tables provide the lower and
upper bounds of the 95 percent confidence interval for all estimate figures
in the tables in this testimony. For figures drawn from these data, we
provide both point estimates and confidence intervals.

Table 8: Federal Student Aid Programs Authorized under Title IV of the Higher Education Act, Academic Year 2003-2004

Number of recipients Total award Average award Median income
Upper tower Upper Lower Upper
Type of assistance Lower bound bound Lowerbound Upperbound bound bound bound bound
Dependent students
Pell Grant 2,028,011 2,115,312 5,201,091,600 5452,845564 2,543 2,573 24,165 24,999
Supplemental Educational 530,408 577,316 466,079,305 522,325,472 857 892 22,022 23484
Opportunity Grant

Federal Work- Study

1,023,755 1,089,687 1,927,247,135 2,080,819,033 1,856 1,901 45000 48231

Federal Perkins Loan

472,640 517,207 907,800,538 1,004,280,295 1,887 1,832 37,623 40,814

Subsidized FFEL or Direct

2,505,118 2,604,668 7,962,531,788 8,320,729,995 3,155 3,188 43,834 45446

Stafford Loan

Unsubsidized FFEL or Direct 1,578,160 1,664,767 5,173,481648 5505576910 3,244 3,293 74,263 77,439
Stafford Loan .

FFEL or Direct PLUS Loan 609,125 659,071 5,458,550,634 5,979,275,038 8,787 9,019 69,547 73,439
independent students

Pell Grant 2,967,340 3,087,638 7,212,123,209 7,540,282,035 2409 2,436 12614 13,262
Supplemental Educational 684,528 745,839 368,492,546 415,343,758 526 548 10,425 11,626
Opportunity Grant

Federal Work- Study

876,216 766,317 933,916,756 1,084,530,206 2,192 2,303 9,808 11525

Federal Perkins Loan

522,018 595,499 839,749,704 970,851,318 2,648 2752 9,181 11,628

Subsidized FFEL or Direct
Stafford Loan

3,658,692 3,869,237 15,604,880,604 17,068,144,196 4,244 4,340 18,754 20,148

Unsubsidized FFEL or Direct
Stafford Loan

3,154,948 3,359,231 17,728,962,613 19,212,909,259 5,531 5,671 21,190 23,005

FFEL or Direct PLUS Loan

o} 0 0 1] 0 0 [ 0

Sausce: GAO analysis of 2003-2004 National Postsecondary Student Aid Study data.
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Tabie 9: Sel F dary Tax F Tax Year 2002

Number of returns Total benefits Average benefit Median income
Type of Lower Upper Lower Upper
assistance Lower bound Upper bound Lower bound  Upper bound bound bound bound bound
Hope Credit 3,115,595 3,414,023 3,064,601,005 3,399,426,275 965 1,016 37,506 41,004
Lifetime 3,307,354 3,612,179  1,560,825,683 1,740,857,453 462 493 38,080 41,001
Leaming -
Credit
Student Loan 6,432,399 6,848,170 848,115,632 937,085,664 129 140 42,378 44,657
Interest
Deduction
Tuttion 3,295,741 3,599,012  1,226,452,348  1,370,953,823 364 391 51,808 56,842
Deduction

Source: GAO analysis of Statistics of Income data for 2002.

Table 10: Tax Filers Claiming an Education Tax Credit or Tuition Deduction

1998 1999 2000 2001 2002 2003 2004
Hope Credit, Lifetime towerbound 4,482,106 6,233,732 6,806,583 6,897,019 8,319,692 10,370,110 11,360,283

Learning Credit, and
Tuition Deduction Upperbound 4,827,719 6,638,576 7,024,049 7,428,088 9,809,833 10,882,359 11,892,067

Source: GAQ analysis of Statistics of tacome data.
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Table 11: P of Aid ipi and Dollars of Aid by | < y tor Dep Served by Selected
Titie IV Programs, School Year 2003-2004
Dependent $0- $20,001- $40,001- $60,001- $80,001-  More than
Program students 20,000 40,000 60,000 80,000 100,000 $100,000
Pell Grant Recipients Lower bound 36.66 45.41 13.17 1.41 0 4]
Upper bound 38.89 47.72 14.76 2.02 o 0
Doliars Lower bound 46.28 42.41 7.38 0.65 4] 0
Upper bound 48.82 44.89 8.5 1.04 o o
Stafford Recipients Lower bound 15.41 26.79 22.45 16.1 8.38 6.23
Subsidized Loan Upper bound 16.04 2873 243 772 561 733
Dollars Lower bound 15.32 27.14 22.83 15.68 7.92 5.87
Upper bound 17.07 28.35 24.94 17.51 9.3 7.08
Stafford Recipients Lower bound 6.51 12.83 13.15 17.69 16.68 27
Egj:‘m‘d‘ze" Upper bound 7.88 14.76 15.21 19.94 18.84 295
Dollars Lower bound 6.22 11.05 11.31 16.69 17.55 303
Upper bound 7.75 12.99 1341 19.2 20.15 33.37
Source: GAD analysis of 2009-2004 National Postsecondary Studen Ajd Study data.
Table 12: F of Aid and Dollars of Aid by 1 Category for Served by Sel 4
Title IV Programs, Academic Year 2003-2004
$20,001- $40,001- $60,001- $80,001-  More than
Program $0- 20,000 40,000 60,000 80,000 100,000 $100,000
Pelt Grant Recipients  Lower bound 66.28 26.59 4.59 4] 4] 0
Upper bound 68.35 28.57 5.62 4 0 0
Dollars Lower bound 71.68 23.62 2.32 0 4} 0
Upper bound 73.77 25.65 2.96 ¢ o o
Stafford Recipients Lower bound 49.67 27.54 10.78 4.04 1.3 0.86
Subsidized Loan Upper bound 52.62 30.38 13.48 536 198 238
Dollars Lower bound 49.93 25.26 10.05 387 1.2 0.46
Upper bound 54.61 28.79 14.73 5.4 2.05 2.65
Stafford Recipients  Lower bound 44.65 26.5¢ 12.09 5.48 231 2286
pnsubsidized Upper bound 4782 2575 1518 .67 318 408
Dollars Lower bound 44.28 22.51 11.96 6.22 2.86 3.42
Upper bound 48.37 286 14.78 8.49 412 6.99
Source: GAD analysis of 2003-2004 National Postsecondary Student Aid Study data.
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Table 13 Percentage of Tax Filers Claiming Hope and Lifetime Learning Credits and Tuition D

and Tax F

Dollars by Income Category, Tax Year 2004

$20,001- $40,001-  $60,001- $80,001- “t‘:arﬁ
Type of aid $0-20,000 40,000 60,000 80,000 100,000 $100,000
Hope Credit Tax filers Lower bound 16.5 31.4 17 14.3 10.4 12
Upper bound 20.1 357 204 17.6 13.3 2
Dollars Lower bound 147 30.6 18.1 14.6 10.7 14
Upper bound 8.2 35.2 221 18.2 13.9 23
Lifetime Learning ~ Taxfilers  Lower bound 155 30.3 18.7 175 8.3 1.4
Credit Upper bound 18.6 391 218 20.7 10.7 22
Dollars Lower bound 13.2 28 17.5 17.4 111 1.7
Upper bound 16.9 32.9 217 217 14.8 3
Tuition Deduction  Taxfilers  Lower bound 21.9 114 13.6 9.3 1.9 238
Upper bound 251 139 16.3 1.7 14.5 26.7
Dotiars Lower bound 10 5.8 16.2 9.9 135 345
Upper bound 121 7.6 20.4 13.4 17.2 39.5
Source: GAO analysis of Statistics ot Income data for 2004,
Table 14: Percentage of Form 1098-Ts with F Y Infi in

2002: Point Estimates

Number of returns

Percent of returns

1098Ts with expense information 1,795,180 13
1098Ts without expense information 12,356,444 87
Source: GAD analysis of Statistics of Incoma data for 2602,
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Table 15: Percentage of Form 1098-Ts with P y Exp in
2002: Confidence intervals

Percentof Percent of

Number of Number of returns: returns:

returns: retumns: Lower Upper

Lower bound  Upper bound bound bound

1098Ts with expense 1,687,744.88  1,902,614.62 1197 134
information

1098Ts without expense 12,087,410.46 12,625,476.86 86.6 88.03
information

Source: GAQ analysis of Statistics of income data for 2002.

Table 16: P of Taxpay App y Eligible to Claim an Education Tax
Credit or Tuition Deduction in 2002: Point Estimates
Number of returns Percent of returns
Total 1,795,180 100
Potentiaily eligible 1,388,659 77
All other 408,521 23

Sourca: GAO analysis of Statistics of income data for 2002.

Table 17: P of Taxpay App ly Eligible to Claim an Education Tax
Credit or Tuition D in 2002: Ci Intervals
Number of Number of Percent of Percent of
2 : Lower Upper
Lower bound  Upper bound bound bound
Totat 1,795,176.75 1,795,179.75 100 100
Potentially 1,280,384.34 1,482,823.26 74.83 79.66
eligible
All other 360,292.26 458,749.64 20.34 25.17

Source: GAD analysis of Statistics of income data for 2002.
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Table 18: F of A y Eligible Taxpayers to Claim an Education Tax
Credit or Tuition Deducﬁon That Failed to Do So in 2002: Point Estimates
Number of returns Percent of returns
Failed to claim 373,595 27

Source: (GAC analysis of Statistics of income data for 2002,

Table 19: F of Ap y Eligible Taxpayers to Claim an Education Tax
Credit or Tuition Deducnon That Faued 1o Do So in 2002: Confidence Intervals
Number of Number of Percent of Percent of
returns: Lower Upper Lower : Upper
bound bound bound bound
Failed to claim 323,504.26 423,686.08 23.85 30.04

Source: GAQ analysis of Statistics of Income data for 2002

D ettt e e
Table 20: A by Which App y Eligible Taxpay Failed to Reduce Their
Tax Liability in 2002: Point Estimates

inaction led to increased tax liability

Median 52.45
Mean 168.66
10th percentile 4.34
25th percentile 10.94
75th percentile 207.2
80th percentite 532.96
Maximum value 1,118

Source: GAQ analysis of Statistics of Income data for 2002,
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Table 21 by Which App y Eligible Taxpayers Failed to Reduce Their
Tax Liability in 2002: Confidence Intervals

inaction led to increased tax liability

Median: Lower bound 34.69
Median: Upper bound 73.57
Mean: Lower bound 136.57
Mean: Upper bound 200.76
10th percentile: Lower bound 3.01
10th percentife: Upper bound 6.57
25th percentile: Lower bound 8.66
25th percentite: Upper bound 16.72
75th percentile: Lower bound 137.73
75th percentite: Upper bound 31214
80th percentile: Lower bound 429.22
80th percentile: Upper bound 729.58

Source: GAO analysis of Statistics of income data for 2002,

Table 22: F y Eligible Taxpayers That Claimed the Tuition
Deduction but Would Have Been Better off Claiming the Lifetime Learning Credit in
2002: Point Estimates

Number of Percent of
returns returns
Would have been better off claiming Lifetime 50,808 21
Learning Credit
Source: GAQ analysis of Statistics of Income data for 2002,
Table 23: Py of App y Eligible Taxpayers That Claimed the Tuition

Deduction but Would Have Been Bener oft Claiming the Lifetime Learning Credit in
2002: Confidence Intervals

Numberof Numberof Percentof Percentof

returns: returns: returns: returns:
Lower Upper Lower Upper
bound bound bound bound
Would have been better off 34,819.89 70,274.77 14.53 29.33
claiming Lifetime Learning
Credit

Sourse: GAO analysis of Statistics of Income data for 2002.
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Table 24: A by Which App: iy Eligible Taxpay Could Have Reduced
Their Tax Liability in 2002: Point Estimates
Lifetime 1 Credit produced larger
Median 50.67
Mean 83.22
10th percentite 7.35
25th percentile 26.23
75th percentile 119.6
90th percentile 157.91
Maximum value 556

Source: GAG analysis of Statistics of Income data for 2002,

T I

Table 25: A by Which App ly Eligible Taxpayers Could Have Reduced

Their Tax Liability in 2002: Confidence intervals

Lifetime L ing Credit p) farger

Median: Lower bound 32.89
Median: Upper bound 84.27
Mean: Lower bound 49.76
Mean: Upper bound 116.68
10th percentile: Lower bound .
10th percentile: Upper bound 27.14
25th percentile: Lower bound 10.7
25th percentile: Upper bound 47.56
75th percentile: Lower bound 82.07
75th percentile: Upper bound 148.53
90th percentile: Lower bound 106.35
90th percentile: Upper bound

Source: GAC anelysis of Statistics of income data for 2002,
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Table 26: P of y Eligible Taxpayers That Claimed the Lifetime
Learning Credit bu: Would Have Been Better off Clail the Tuition D fon in
2002: Point Estimates
Number of Percent of
returns returns
Would have been better off claiming the Tuition 22,469 8
Deduction
Bourge: GAQ analysis of Statistics of Income data for 2602,
Table 27: Py of A y Eligible Taxpayers That Claimed the Lifetime
Learning Credit but Wuuxd Have Been Better off C the Tuition Di in

2002: Confidence Intervals

Number of Number of

Percentof Percent of

H refurns:
Lower Upper Lower Upper
bound bound bound bound
Would have been better off 12,228.08 37,165.3 4.48 13.61
claiming the Tuition Deduction
Source: GAO analysis of Statistics of income dara for 2002,
Tabile 28: A by Which App y Eligible Taxpay Could Have Reduced
Their Tax Liability in 2002: Point Estimates
Tuition ded P larger
Median 108.05
Mean 137.68
10th percentile 17.3
25th percentile 36.42
75th percentile 191.55
90th percentile 237.42
Maximum value 456
Source: GAO analysis of Statistics of Income data tor 2002.
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Table 29: A by Which App y Eligible Taxpayers Could Have Reduced
Their Tax Liability in 2002: Confidence Intervals
D ion produced larger
Median: Lower bound 37.39
Median: Upper bound 190.77
Mean: Lower bound 77.08
Mean: Upper bound 198.28
10th percentile: Lower bound 4.368
10th percentile: Upper bound 41.46
25th percentile: Lower bound 20.16
25th percentile: Upper bound 108.84
75th percentile: Lower bound 107.3
75th percentile: Upper bound 244.85
90th percentite: Lower bound 154.73
90th percentile: Upper bound 350.13
Bource: GAD analysis of Statistics of Income data for 2602,
Table 30: F of App y Eligibie Taxpayers That Claimed a Hope Credit
but Would Have Been Better off Claiming a Lifetime Learning Credit in 2002: Point
Estimates
Number of Percent of
returns returns
Totat 271,494 100
Would have been better off claiming Lifetime [} o
Learning Credit
Alt other 271,494 100
Sowrce: GAO snalysis of Statistics of income data tor 2002.
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Table 3t

g PP

ly Eligible T

That Ciaimed a Hope Credit

pay

of
but Would Have Been Better off Claiming a Lifetime Leaming Credit in 2002:

Confidence Intervals

Numberof Percentof Percentof

Number of returns: returns: returns:

returns: Upper Lower Upper

Lower bound bound bound bound

Total 271,481.04  271,484.04 100 100

Would have been better off 0 0 0 0
claiming Lifetime Learning

Credit
Alt other 271,491.04  271,454.04 100 100

Source: GAG analysis of Statistics of income data for 2002.

Table 32: Percentage of Suboptimal Choices Made by Paid Tax Preparers in 2002:

Point Estimates

Taxpayers making pi choice

Number of returns Percent
Total 446,972 100
No preparer 219,139 49.03
Paid preparer 223,011 49.89
RS prepared/reviewed 4] 4]
VITA/self helploutreach/elderly 4,822 1.08
assistance

Source: GA analysis of Statistics of Income data fos 2002,
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0ttt
Table 33: Percentage of Suboptimal Choices Made by Paid Tax Preparers in 2002:
Confidence Intervals

Taxpay i pi choice
Number of Number of Percent: Percent:
returns: Lower returns: Upper Lower Lower
bound bound bound bound
Total 392,039 501,905 99.72 100
No preparer 179,777 258,500 42.87 55.19
Paid preparer 184,952 261,070 43.74 56.05
IRS o 0 0 0.28
prepared/reviewed
VITA/self 1,131 9,328 0.286 29
help/outreach/elderly
assistance

Source: GAQ analysis of Statistics of income data for 2002,
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Responses to Questions for the Record From Michael Brostek
Senate Finance Committee Hearing of December 5, 2006

1. Please comment on Dr. Dynarski’s proposal to combine the Pell Grant and HOPE
Scholarship/Lifetime Education Tax Credits into one refundable education tax credit.

Many researchers and policy analysts have supported simplifying existing student grants, loans
and tax preferences in the belief that doing so would have a net benefit on encouraging access.
The Dynarski proposal seeks a similar objective; a point made clear in Dr. Dynarski’s testimony
before the Senate Finance Committee. Her suggestion to merge the Pell Grant and education tax
credits into a combined credit is outlined in greater detail in one of her most recent publications,
“The Feasibility of Streamlining Aid for College Using the Tax System.l” This paper puts forth
the following application process and aid delivery mechanism: (1) families would apply for a
combined grant/tax credit by checking off a box on their income tax form, (2} the Internal
Revenue Service (IRS) would provide to the Department of Education (Education) information
on applicants’ adjusted gross income, dependency status, and number of dependents, (3)
Education would calculate grant eligibility based on the data supplied by IRS and send students
vouchers, (4) students would notify schools of their grant eligibility in applying for admission,
(5) schools would electronically verify students’ enrollment status for Education, and (6)
Education would verify schools’ eligibility for participating in the grant program. Once
eligibility is confirmed, Education would deliver funds directly to the school.

Applying for a combined Pell Grant and tax credit, as proposed by Dr. Dynarski, could address
some of the challenges GAO has previously identified regarding tax filers’ use of postsecondary
tax preferences. For example, in our 2005 report on postsecondary education programs we found
that some students and families made sub-optimal decisions when choosing from the currently
available postsecondary education tax preferences and that the different requirements for the
different tax preferences could confuse taxpayers.” Reducing the number of choices students
and their families have to make would, consequently, reduce tax filers’ confusion and mistakes.
Similarly, we also noted in our report that the interaction between tax preferences and direct
student aid programs such as the Pell Grant could also create confusion for students and families.
Combining tax preferences and grant aid would also address these issues.

While potentially offering benefits, Congress would likely want to carefully consider several
aspects of such a proposal. These inctude:

! Susan M. Dynarski and Judith E. Scott-Clayton, “The Feasibility of Streamlining Aid for College Using the
Tax System” (paper presented at the National Tax Association Annual Conference, November 17, 2006).

2 GAO, Student Aid and Postsecondary Tax Preferences: Limited Research Exists on Effectiveness of Tools to
Assist Students and Families through Title IV Student Aid and Tax Preferences, GAO-05-684 (Washington,
D.C.: July 29, 2005).



87

a) The current system is used by more parties than just the federal government and is also
used for federal funding programs other than need-based grant aid. The current Free
Application for Federal Student Aid (FAFSA), which students and families use to apply for Pell
Grants, is also used to determine students’ eligibility for other federal aid programs, including
Stafford and PLUS loans, Supplemental Educational Opportunity Grants (SEOG), Perkins
Loans, and Federal Work-Study. In addition, many states and schools rely on the FAFSA when
awarding state and institutional student aid. (The first page of the FAFSA lists states’ filing
deadlines of the form for the purpose of state aid programs, which, for the 2007-2008 award year
range from March 1, 2007 to June 30, 2008). As such, a better understanding is first needed
about whether and to what extent the Dynarski proposal would: 1) alter the administration of
other federal, state and institutional student aid programs, 2) be capable of accommodating future
federal policies designed to target aid, and 3) affect current programs that are specifically tied to
Pell Grant eligibility, i.¢., the recently-established Academic Competitiveness and National
Science and Mathematics Access to Retain Talent (SMART) Grants. While the Dynarski
proposal offers a number of simplifications to the current system, it does not address how the
administration and distribution of other federal, state and institutional aid programs might also be
affected. To the extent that other programs required FAFSA-like information from applicants to
award financial aid, the net effect could be an increase in the number of applications students and
families would be required to submit.

b) A more thorough accounting of the program’s eventual costs is needed. The cost
estimates for the Dynarski proposal are based solely on analyses of undergraduate students.
Because graduate students are also currently eligible to take the Lifetime Learning tax credit,
Congress would need to determine whether such students would continue to remain eligible and
how their inclusion would affect cost estimates. In addition, the estimate of $2.8-billion in
additional funding needed to implement her proposal is based on a maximum Pell Grant award
0f $4,050 and no new students entering higher education as a result of the proposed policy. Itis
unclear both how, and to what extent, changes in these factors could affect federal costs. In
addition, Dr. Dynarski’s paper does not clarify which agency—IRS or Education—would
assume federal budgeting and accounting responsibilities.

¢) Grant aid for some students may exceed annual tuition costs. In contrast to the current
system, the Dynarski proposal makes the combined credit’s value independent of both the
Expected Family Contribution (EFC), which is calculated based on information provided on the
FAFSA, and the school a student chooses to attend. In cases where students receiving the
maximum credit choose to attend community colleges (which Dr. Dynarski argues is the
student/institution combination that would be most affected by this program), annual grant aid
may exceed the annual cost of attendance.” Such a scenario leads to two subsequent policy
choices: 1) reducing the grant award to the annual cost of attendance, or 2) providing the student
with the balance of the award. Reducing the grant award under such circumstances would
reduce Dr. Dynarski’s program cost estimate. With respect to the second option, policymakers
would need to consider the potential incentives for low-cost institutions to raise their tuition rates
and for some students to enroll in lower-cost institutions. In addition, policymakers would also
need to consider costs associated with the federal government recovering funds if a student failed

® This is likely to be most applicable to those students who attend community colleges and live in their parents’
home.
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to maintain enrollment for an entire academic year, as pointed out by Mr. Brostek of the GAO at
the same Senate Finance Committee hearing. Based upon the more detailed description of Dr.
Dynarski’s proposal presented in her paper, one option to address this issue could include, given
that Dr. Dynarski envisions schools delivering funds to students, making schools responsible for
disbursing aid over the course of the school year, contingent on students’ continued enroliment.
For example, school officials could disburse a portion of the aid to the student at the beginning of
cach semester.

d) Possible compliance issues associated with program design. Policymakers would also
want to consider potential compliance issues related to program design. For example, using the
information presented in Exhibit 1 of Dr. Dynarski’s paper, the increase in a student’s annual
grant based on a change in their parents” adjusted gross income (AGI) can be calculated as
shown in the table below. The results illustrate that as family AGI increases, so too do the gains
in grant aid from reducing family AGI by $5,001. Though the gains decline after family AGI
reaches $45,000, the nominal dollar benefit still exceeds that which can be achieved by families
whose AGI is $30,000 or less. This suggests that such a program structure may possibly reduce
federal tax revenues by providing some tax filers with an incentive to adjust their AGI so as to
maximize their grant aid.

Gain in Aid from a $5,001 Decrease in Adjusted Gross Income

(AGI)
Reduction in AGI Annual
From To % Change in AGI Grant Increase

$20,000 $14,999 25.0% $750
$25,000 $19,999 20.0% $700
$30,000 $24,999 16.7% $900
$35,000 $29,999 14.3% $1,400
$40,000 $34,999 12.5% $1,600
$45,000 $39,999 11.1% $1,000
$50,000 $44,999 10.0% $350

2. Regarding a refundable education tax credit or grant increase, would it be feasible to include
an allowance for room and board? If so, please provide insight into its administration.

Room and board expenses are currently considered in the administration of the federal stadent
aid programs authorized under Title IV of the Higher Education Act. Most federal aid as well as
some state and institutional aid is awarded based on the student’s cost of attendance less the
student’s and/or family’s ability to pay these costs—known as the expected family contribution
(EFC). Schools develop estimates of room, board and other expenses, in addition to tuition, to
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determine the amount of aid for which students are eligible. Room and board expenses can vary
based on where a school is located as well as whether a student lives on or off campus.

Room and board expenses can be a significant component of a student’s cost of attendance,
particularly at community colleges (the institutions that Dr. Dynarski believes would be most
affected by her proposal). Such expenses could be included as an eligible expense for a tax
credit or a combined credit. Using a standard allowance, rather than accounting for actual
expenses could lessen recordkeeping requirements for tax filers and result in fewer tax filer
compliance issues than would be associated with using actual expenses. However, particular
attention would need to be given to the precise level at which such an allowance would be set.
Establishing too high an allowance could result in some students receiving a benefit in excess of
the costs they incur for room and board, especially for those students who chose to live with their
parents. Though Dr. Dynarski does not address this issue in her paper, perhaps Education could
coordinate with institutions in determining the amount of a student’s benefit. As described by
Dr. Dynarski, Education would deliver aid funds to schools; hence schools could limit the
amount of funds disbursed such that aid amounts did not exceed a student’s total cost of
attendance.

3. Please discuss options to simplify the process for students claiming a combined Pell Grant
and HOPE Scholarship/Lifetime Education Tax Credit. In your opinion, would it be practical
Jfor students and their families to file a request for refund, similar to a Form 1040EZ-T, and
claim an education tax credit when they are not required to file an individual income tax return?

Dr. Dynarski’s paper describes a simplified process for students claiming a combined credit. To
date, GAO has not undertaken any studies of how current Title IV student aid programs or tax
preferences could be simplified and, as a result, has not developed any such models or proposals.

As proposed, the combined credit would be subject to income limits, making it necessary for
students and families to document their income to receive the benefit. Currently, some students
and families are eligible to apply for Title IV student aid even though they are not required to file
a tax return. In such cases, Education and schools draw upon information reported by students
and families on the FAFSA in administering the Pell Grant and other Title IV student aid
programs. In addition, schools may be required to verify income and asset information reported
on the FAFSA by students and families even in the absence of a tax return.

Though a number of alternative options could be explored, one would be to continue requiring
students and families to complete a FAFSA but providing them the option of checking a box on
the FAFSA that provided the Department of Education their permission to calculate their grant
eligibility based on their filed tax return and providing their consent for the IRS to disclose that
information. Students and/or their parents who did not file a tax return, or who did not wish to
have their aid calculated from their tax returns, could instead report information needed to
determine aid eligibility on the FAFSA. These steps largely reflect the Dynarski proposal, the
difference being that students would be informing Education rather than the IRS of their intent
and Education would request information from IRS.
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If the assistance to students or families under a program that combined Pell Grants with the tax
credits were to be delivered as a tax credit, the Form 1040EZ-T is a possible model, but that form
is only concérned with claiming a refund, not with verifying income. Congress would want to
consider, among other things, how to balance simplification for program applicants with the need
to protect the program’s integrity. Although IRS can readily verify some sources of income,
such as wages, it has more difficulty verifying income from such sources as self-employment.
One approach to better ensuring eligibility for a combined credit might be to require students and
families, in addition to filing a form like the 1040EZ-T, to submit documentation concerning
their income to school officials, and/or submit statements certifying the sources and amounts of
income to school officials, for the purpose of verifying eligibility. After reviewing the
documentation, the schools would communicate the results to IRS so that IRS could provide the
credit. This process would be unusual for IRS and would need to be thoroughly considered
before a judgment could be made as to whether it would be feasible and cost-effective in
ensuring high levels of compliance.
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Executive Summary

Thank you, Mr. Chairman.

As you know, earlier this fall Secretary of Education Margaret Spellings

received a report from her Commission on the Future of Higher Education

conveying a number of troubling concerns. Among the findings included in the

report produced by that commission, of which I was a member, were the

following;

.

While in today’s global, knowledge-driven economy a college education is

more important than ever, too few Americans have that opportunity.

There is ample evidence that qualified young people from families of
modest means and minority groups are far less likely to attend college
than their affluent peers. Today students from the highest income quartile
are ten times more likely to attend and graduate from college than those

from the lowest quartile.

The manner in which we finance higher education in America is under
increasing strain as institutional costs continue to rise, state support for
public universities continues to decline, and the tuition and debt burdens

on students soar.

Our financial aid programs at the federal, state, and institutional level are
not only confusing and complex, but they fail to address adequately the
needs of low and middle-income students. Key here has been the shift of
federal programs over the past several decades from an emphasis on

need-based grants to subsidized loans to tax benefits even as the states
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and institutions have increasingly emphasized merit- based over need-

based financial aid.

While many of the answers to these dilemmas lie within the jurisdiction of
other committees of Congress, federal tax policy can and does play a role in the
support of higher education. Current tax policies both assist parents in saving
and paying for the college education of their children. It also provides strong

incentives for donors to contribute to a variety of purposes in higher education.

Yet while most of these tax benefits contribute substantially to our colleges
and education, some have drifted rather far from the tax-exempt purposes of
education and scholarship. I have written in the past about my concerns about
intercollegiate athletics and argued that tax policy is fueling an arms race in
stadium construction, coaching salaries, and student exploitation in big time

sports such as college football and basketball.

To be sure, federal tax policy helps create a balance between public and
private support that has been key to the great diversity and quality of American
higher education that is very much envied by the rest of the world. What our tax
and student aid policy does not do as well as it should, is to assure that help is
directed at the students with greatest financial need so that they can attend

college.

The challenge is clear: how do we make sure we provide the right tax
structure to go along with broader education policy changes that will ensure
access and affordability for higher education for the millions of Americans who
need the financial help? It is imperative, both as a matter of social justice and

economic competitiveness, that our nation address and remove those factors that
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have crated a strong dependence of access and success in higher education upon

socioeconomic status while sustaining America’s leadership in higher education.

Mr. Chairman, as you begin to look at tax policy broadly in the next
Congress, let me suggest that the Committee look at partnering with the Health,
Education, Labor and Pensions Committee and other relevant Senate committees
in determining the proper role for tax policy to play in making sure more

American students attend and succeed in college.

There are others on this panel with more tax policy experience than I who
may be able to suggest creative new ways of using our tax system so that more
American students can achieve greater skills and abilities through higher
education. However I can state that the higher education community would
welcome the opportunity to explore those and other ideas with the Committee in
the next Congress. Working together, we can begin to tackle these issues that
will enable all Americans to benefit from educational opportunity and, in the
long run, will determine the very future of America’s economic and national

security.

The Concerns

Earlier this fall, the Secretary of Education’s National Commission on the
Future of Higher Education in America (the Spellings Commission) delivered a

final report conveying several serious concerns:

* Intoday’s knowledge-driven society, higher education has never been
more important. Yet too few Americans prepare for, participate in, and

complete higher education.
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e The Commission is especially troubled by gaps in college access for low-
income Americans and ethnic and racial minorities. Notwithstanding our
nation’s egalitarian principles, there is ample evidence that qualified
young people from families of modest means are far less likely to go to
college than their affluent peers with similar qualifications. While over
75% of students from the top economic quartile will graduate from four-
year institution, only 8% of the lowest quartile will achieve this goal~

almost a factor of ten difference in access and success in higher education.

» Our higher-education financing system is increasingly dysfunctional. State
subsidies are declining; tuition is rising; and cost per student is increasing

faster than inflation or family income.

» The entire financial aid system - including federal, state, institutional, and
private programs - is confusing, complex, inefficient, duplicative, and
frequently does not direct aid to students who truly need it. Need-based

financial aid is not keeping pace with rising tuition.

* Furthermore, affordability is directly affected by a financing system that
provides limited incentives for colleges and universities to take aggressive
steps to improve institutional efficiency and productivity. Public concern
about rising costs may ultimately contribute to the erosion of public

confidence in higher education.

Traditionally, the role of the federal government in higher education has
consisted of three elements: i) direct funding of academic institutions to support
particular national priorities such as research and development and graduates in

key strategic areas such as science, engineering, and medicine; ii) financial aid to
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students to enable broader access to higher education, and iii) tax policies

designed to stimulate private investment in higher education.

As recent studies such as those by the Council on Competitiveness and
National Academies have stressed, federal support of research and graduate
education is currently neither adequate nor well aligned with the economic and
security needs of a nation facing the flattening world of a global, knowledge-
driven economy. However the Senate has recently taken important steps to
address these concerns through legislation introduced earlier this year by

Senators Alexander, Domenici, and Bingaman.

The Spellings Commission believes that today’s federal student financial
aid system is simply not adequate to meet the needs of low and middle-income
students. The transition over the past several decades from a system focused on
need-based grants (such as the Pell Grant program) to subsidized loans has
saddled students with heavy debt burdens while unnecessarily subsidizing the
commercial lending industry. Furthermore, the further shift of the system
toward tax benefits primarily benefits more affluent students and their families

rather than those with most need.

Federal tax policy has been extremely important in stimulating support
from the private sector for higher education, now estimated to provide more
than half of the nation’s resources for higher education. This balance between
public and private support has been key to the great diversity and quality of
American higher education and is very much envied and increasingly emulated
by other nations. Similarly the beneficial tax treatment of college savings
accounts has encouraged the savings efforts of American families and their

ability to afford college. However there remain problems with current tax policy,
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resulting both from the susceptibility of the tax code to manipulation by special

interests and because of the law of unintended consequences.

An example of the former is the perverse treatment of intercollegiate
athletics, in which mandatory fees for athletic events such as luxury skybox
leases and licenses to purchase season tickets are treated, in part, as charitable
contributions by the current tax code. Ironically these revenue streams are now
fueling an arms race in college sports, driving universities to debt-finance
massive stadium expansion projects, exploit young student-athletes, and tolerate
multimillion dollar coaches salaries, all demanded by big-time college football
and basketball programs that have been transformed into commercial
entertainment businesses with only marginal relevance to the educational (and, I

might add, tax-exempt) mission of the university.

Ironically, the broader higher education tax policies concerning private
gifts, endowment income, and tuition and other college expenses may also be
having some unintended consequences of a very similar nature. For example, the
“edifice complex” that stimulates naming gifts from donors for new capital
facilities frequently results in campus monuments such as museums, theaters, or
sports facilities only marginally related to the academic mission of the university,
yet requiring massive additional investment in both construction and long-term
maintenance. Some believe that the recent escalation of the salaries of university
presidents into the million-dollar range is been driven in part by their fund-
raising role. And while the setting of tuition depends on many factors, including
state support for public institutions, some institutions may be inclined to increase
tuition in response to the increased capacity of students and parents provided by

beneficial tax policies.
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Others on today’s panel are far more capable of addressing the key policy
issues associated with the federal tax treatment of higher education. However as
an educator, it seems clear that while America’s generous tax policy toward
higher education has been a very important-indeed, an essential-element in
providing our nation with a higher education enterprise that is the envy of the
world, there are also clearly some features of these policies that need attention

and fine-tuning from groups such as the Senate Finance Committee.

The Challenge

Education has become a key determinant of one’s personal standard of
living and quality of life. The breakpoint between those who succeed in college
and those who fail is perhaps the most critical decision point in one’s life. Yet
many recent studies have revealed the degree to which access to higher
education in America has become increasingly stratified according to student
financial circumstances, thereby undercutting the fundamental principles of
equity and social justice. Today even the most academically talented students in
the lowest economic quartile are significantly less likely to have access to the
benefits of higher education than the least academically qualified students in the

top quartile-a situation clearly intolerable for a democratic society.

It is certainly the case that educational costs experienced by institutions
and hence the tuition charged to students has been increasing rapidly over the
past two decades. Yet here it important to realize that in most colleges and
universities, tuition covers only a fraction of the educational costs borne by the
institution, e.g., typically about one-third of the costs of public institutions and
one-half of those of private institutions. Furthermore, when financial aid is taken
into account, many students pay only a fraction of the stated tuition “sticker

price”~in fact, many effectively pay no tuition at all. Access to higher education
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today remains high for most of our population, both because of the availability of
financial aid programs and the great multiplicity and diversity of colleges and
universities, ranging from local community colleges and regional four-year
institutions to small liberal arts colleges and proprietary (for-profit) institutions

to elite private universities and massive public research universities.

Since the tuition or price charged to students represents only a fraction of
the actual educational costs, it is determined both by the amount of institutional
support from other sources (e.g., state appropriations) and by the marketplace
(particularly for private colleges and universities). For example, for public
institutions, which enroll roughly 75% of all students, the states provide
appropriations from tax revenues that support the rather substantial price
discount from the actual costs. But in hard times, when the states cut back their
appropriations, then the discount shrinks, and students either have to pay more
or universities have to cut programs. Actually, both usually happen. Such has
been the case recently, as state support of public colleges and universities has
dropped to the lowest level in 25 years on a per student basis. A New York
Times editorial put it well: “The United States has moved entire generations into
the middle class and beyond by subsidizing public colleges, putting higher
education without the reach of many deserving low-income students. The pubic
college system is in steep decline, however, because of decades of declining
support from states that historically kept educational quality high and tuition
low.” (NYT, 2004).

In the past, financial aid programs at the federal, state, and institutional
level have been primarily designed to address the financial needs of students in
an effort to enable access and success in higher education. Yet today we suffer
from a patchwork federal, state, and institutional financial aid programs, which

have evolved over the years more as a consequence of the political process than
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any defined purpose or accountability with respect to impact or efficiency in
achieving student access or success in higher education. Today a very significant
fraction of public funding for post-secondary education goes primarily to benefit
affluent students with modest economic needs, at a time when close to a quarter
of Americans are disproportionately and severely deprived of educational

opportunity at colleges and universities.

There has been inadequate effort to integrate and restructure the system
into a cohesive policy-driven program, despite the obvious benefits and cost
savings. While the current system does benefit affluent students, the lending
industry, and political objectives, it is both extraordinarily inefficient and
ineffective with respect to key objectives such as higher education access,
retention, and debt burden. It needs to be replaced with a strategically oriented,
results-driven, and greatly simplified program of grants, loans, and tax benefits
that demonstrably works to serve clearly articulated goals. As a consequence of
both the inadequacy and complexity of existing financial aid programs, many
economically disadvantaged students (and parents) no longer see higher
education as an option open to them but rather as a privilege for the more

affluent.
What To Do?

The Spellings Commission offered several recommendations concerning

the access and affordability of higher education:

Every student in the nation should have the opportunity to pursue
postsecondary education. The Commission recommends, therefore, that
the United States commit to an unprecedented effort to expand higher

education access and success by improving student preparation and
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persistence, addressing non-academic barriers and providing significant

increases in aid to low-income students.

To address the escalating cost of a college education and the fiscal realities
affecting government’s ability to finance higher education in the long run,
the Commission recommends that the entire student financial aid system
be restructured and incentives put in place to improve the measurement
and management of costs institutional productivity. The federal
government, states and institutions should significantly increase need-

based student aid.

To accomplish this, the present student financial aid system should be
replaced with a strategically oriented, results-driven system built on the
principles of (i) increased access, or enrollment in college by those
students who would not otherwise be likely to attend, including non-
traditional students; (ii) increased retention, or graduation by students
who might not have been able to complete college due to the cost, (iii)
decreased debt burden, and (iv) eliminating structural incentives for

tuition inflation.
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Federal grant programs should be consolidated to increase the purchasing
power of the Pell Grant. Whatever restructuring of federal financial aid
takes place, the Pell Grant will remain the core need-based program.
Policymakers and higher education leaders should develop, at the
institutional level, new and innovative means to control costs, improve
productivity, and increase the supply of higher education. At the same

time, the Comumission opposes the imposition of price controls.

America must ensure that our citizens have access to high quality and
affordable educational, learning, and training opportunities throughout
their lives. The Commission recommends the development of a national
strategy for lifelong learning that enables all citizens to prepare for and
participate in higher education throughout their lives. Lifelong learning
should be a right, not a privilege, if the United States is to sustain its

economic competitiveness and national security.
A National Agenda for Higher Education in America

More generally, the future of higher education is of immense importance
to the United States. The increasing dependence of our nation on advanced
education, research, and innovation compel efforts to both sustain and enhance
the quality of our colleges and universities. Yet, as this testimony suggests, the
traditional structure for financing higher education in America may no longer be
viable. Traditionally, this has involved a partnership among states, the federal
government, and private citizens (the marketplace). In the past the states have
shouldered the lion’s share of the costs of public higher education through
subsidies, which keep tuition low for students; the federal government has taken
on the role of providing need-based aid and loan subsidies. Students and parents

(and'to a much lesser extent donors) pick up the rest of the tab.
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Yet this system has become vulnerable as the states face the increasing
Medicaid and retirement obligations of a growing and aging uninsured
population, made even more difficult by the state tax-cutting policies during the
boom period of the late 1990s. This is likely to worsen as a larger percentage of
young people and working adults seek higher education while the tax-paying
population ages and health care costs continue to escalate. As Kane and Orzag
conclude, “the traditional model of higher education finance in the U.S. with
large state subsidies to public higher education and modest means-tested granis
and loans from the federal government is becoming increasingly untenable.”

(Kane, 2003).

One might approach this as an appropriate challenge to the federal
government. After all, in some ways it was federal inaction that created the
current dilemma, crippling state budgets with unfunded federal mandates such
as Medicaid, through federal inaction on national priorities such as universal
health care, and shifting philosophies of federal financial aid programs. It is also
the federal government’s responsibility to invest adequately in providing for
economic prosperity and national security, particularly in the new flat world
characterized by phenomena such as outsourcing and off-shoring characterizing
a hypercompetitive, global, knowledge-driven economy increasingly dependent
upon knowledge workers, research, and technological innovation. (Friedman,

2005).

Perhaps it would be more constructive, however, to present this as an
opportunity: We have entered an age of knowledge in a global economy, in
which educated people, the knowledge they produce, and the innovation and
entrepreneurial skills they possess have become the keys to economic prosperity,

social-well being, and national security. Moreover, education, knowledge,
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innovation, and entrepreneurial skills have also become the primary
determinants of one’s personal standard of living and quality of life. Democratic
societies-and state and federal governments-must accept the responsibility to
provide all of their citizens with the educational and training opportunities they
need, throughout their lives, whenever, wherever, and however they need it, at

high quality and at affordable prices.

Put another way, it is imperative both as a matter of social justice and
economic competitiveness that the nation, the states, and our colleges and
universities address and remove those factors that have created an alarming
dependence today of access and success in higher education upon sociceconomic
status. America should aspire to the idea where family income is nearly
irrelevant to the ability of a student to attend the college or universities best

matched to his or her talents, objectives, and motivation.

Thank you for the opportunity to appear here today. Ilook forward to

discussing these issues with you and the rest of the committee.
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January 22, 2007

United States Senate

Committee on Finance

219 Dirksen Senate Office Building
Washington, DC  20510-6200

This letter is intended as a response to the questions from Senator Charles E. Grassley following
the meeting of the Senate Committee on Finance on Tuesday, December 5, 2006. 1 have also
provided the responses via e-mail directly to you.

1. In your testimony you mentioned the California State University system as a leader in providing
guidance to students about the transition from secondary to higher education. Please discuss the best
practices that Californin State University is using.

In testimony before the Secretary of Education’s Commission on the Future of Higher Education
in America, Dr. Charles Reed, Chancellor of the California State University System, described a
very major and effective commitment of that institution to assist K-12 students in making the
transition to college. Our commission viewed this as an exemplar of the types of efforts that
colleges and universities might consider to address with respect to the difficulties many
students face in attending college. Ihave quoted below from our final report:

“One of the best national models of how higher-education and K-12 officials can
collaborate to help students is the Early Assessment Program (EAP) developed by
Chancellor Charles Reed and administrators at the California State University (CSU)
system in partnership with the California Department of Education and the State Board
of Education. This statewide assessment is designed to test students’ proficiency in
mathematics and English and to reduce the likelihood that students will have to take
remedial classes once they enter college. The award-winning program embeds a
voluntary college-placement exam in the state testing program required of all 11t»-grade
students, using the CSU’s admissions placement standards in math and English. The
“early” component of the program-testing in the 11% grade rather than the 12%-provides
students an opportunity to make gains in areas of weakness during their senior year.”

“ Additionally, CSU is raising awareness of college opportunities by reaching future
students where they are-in their homes, their churches, and their communities.
Partnering with community leaders and the state’s K-12 system, administers are
targeting low-income and minority students and putting higher education within their
reach. For the 54% of CSU’s 405,000 students who are racial or ethnic minorities,
initiatives such as visits by campus presidents to the largest African-American church in
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Los Angeles and partnerships with Latina mothers of elementary school children show
the university’s commitment to bringing underrepresented populations into higher
education. An information “How to Get to College” poster available in English,
Spanish, Vietnamese, Korean, and Chinese outlines step-by-step advice on how students
and parents can begin getting ready for college as early as the sixth grade. These posters
have been distributed to the state’s middle and high schools and contain helpful
information on the admission process, applying for financial aid, and appropriate
courses to take in high school to best prepare students for collegiate-level learning.
Finally, the system has a dedicated Web site (http://www.csumentor.edu) to help
students and families navigate the college admissions and financial aid application
processes.”

2. Itis expected that America will need many more science and engineering majors in the next 20 years.
How would you suggest universities use endowments to increase America’s competitiveness in science,
technology, engineering, and mathematics (STEM) fields?

Several recent reports have stressed the importance of increasing both the number of students
in science, technology, engineering, and mathematics (STEM) fields and the amount of federally
sponsored research in these fields, particularly in the physical sciences and engineering (e.g.,
the National Academies Rising Above the Gathering Storm, the Council on Competitiveness
National Innovation Initiative, and the President’s American Competitiveness Initiative). Both the
United States Senate and House of Representatives have responded recently by proposing
important legislation to address these challenges, although the Continuing Resolution of
FY2006 appropriation levels through the end of FY2007 will have very serious negative
consequences for these initiatives,

Endowments represent a very important component of the funding of American higher
education because they provide predictable, stable support over the long term for key activities
(faculty positions, student scholarships and fellowships, and academic programs). However,
since most endowments are created through gifts or bequests from individuals rather than
from grants from industry or government, the distribution of income from university
endowments is generally quite tightly constrained by the original intent of the donor.
Universities have little flexibility to utilize existing endowments to address more immediate
priorities such as the current challenges to national economic competitiveness and security
presented by inadequate participation in and funding of STEM fields. Since endowment gifts
already receive beneficial tax treatment as charitable contributions, it is also difficult to see how
federal action could stimulate more donations in this area.

My own views on this subject are consistent with those in the National Academies report: the
urgent needs for more students in STEM fields and more research in key physical science and
engineering disciplines are best addressed by federal investments in these fields, as proposed in
ongoing legislation before Congress.

3. Please comment on Dr. Dynarski’s proposal to combine the Pell Grant and HOPE Scholarship/Lifetime
education tax credits into one refundable education tax credit.
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Two of the most significant findings of the Secretary of Education’s Commission on the Future
of Higher Education in America are:

s There is ample evidence that qualified young people from families of modest means and
minority groups are far less likely to attend college than their affluent peers. Today,
students from the highest income quartile are ten fimes more likely to attend and
graduate from college than those from the lowest quartile.

» The entire financial aid system - including federal, state, institutional, and private
programs ~ is confusing, complex, inefficient, duplicative, and frequently does not direct
aid to students who truly need it. Need-based financial aid is not keeping pace with
rising tuition.

Dr. Dynarski’s proposal to utilize the tax system as a means to fund and deliver certain aspects
of the student loan and grant system could be an important step toward addressing both of
these concerns. More specifically, Dr. Dynarski proposes to combine the Pell Grant and HOPE
Scholarship/ Lifetime programs into one refundable education tax credit. By greatly
simplifying the process for assessing eligibility and applying for financial assistance through the
current tax system, it could have a very significant impact on those students from less affluent
and college-experienced family backgrounds. And by relying on refundable tax credits rather
than the current system of tax deductions and grants, it would provide far more opportunity to
target federal aid to those students who truly need assistance and address the highly regressive
nature of the current tax policy.

However, there are three important points to be kept in mind when considering this proposal:
First, the most effective way to consider student financial aid programs is from the point of
view of the student since this is where all funding and funding sources come together. The
proposal addresses only redirecting existing tax benefits to Pell Grant eligible undergraduate
students, while the delivery of other forms of aid such as work-study, other ED grants and
loans, VA and other agency programs, tax benefits for graduate students (e.g., teaching
assistant/ graduate assistant exemptions, graduate fellowships, etc.) are not included, nor are
the role of state, private, and institution funds in the overall aid delivery process as they come
together to help a particular individual. A more detailed analysis of the Dynarski proposal
would consider its interaction with these other programs.

Second, using the IRS return as a far simpler way to determine eligibility for need-based student
aid is an effective way to address the complexity that now inhibits many students and parents
from applying to programs for which they are qualified. The suggestion that the IRS determine
eligibility for other need-based programs including those through the Department of Education
also has great merit. While some would argue that the more complex need determination
characterizing the existing process (i.e., FAFSA) more accurately targets aid, it was the
conclusion of the Spellings’ Commission that simplicity at this stage is far more important than
the marginal gain in accuracy associated with a process so complex that it is currently excluding
many qualified students.

Finally, it should be kept in mind that state and educational institutions also provide significant
financial aid to students. The Spellings’ Commission concluded that the alarming dependence



109

of student access and success on economic circumstances was due in part to the shifts in federal
financial aid programs over the past several decades (from need-based grants to subsidized
loans to tax benefits) that tend to benefit more affluent students at the expense of those with
need. Yet the same can also be said of student financial aid programs at the state and
institutional level, which have also shifted in recent years from need-based to merit-based
criteria that tend to subsidize more affluent students. A major restructuring of federal financial
aid programs to place more emphasis on need should be accompanied by a similar challenge to
the states and institutions to reconsider their merit-based financial aid programs that have little
demonstrable impact on student access.

In summary, Dr. Dynarski’s proposal to use the tax system to develop more effective ways to

assess student need and deliver financial aid through recoverable tax credits deserves serious

consideration by Congress, albeit within the broader context of federal, state, and institutional
financial aid efforts.

Thank you for the opportunity to testify before the Senate Committee on Finance last December
and to provide this additional input for your consideration.

Sincerely,

James J. Duderstadt
President Emeritus
University Professor of Science and Engineering

JID/cg
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Chairman Grassley, Senator Baucus, Members of the Committee, I am honored to have
the opportunity to testify before you today.

A college education is a good investment. Over a lifetime, a worker with a bachelor’s
degree earns, on average, a million dollars more than a less-educated worker.

But college remains out of reach for many. While a third of young white people earn a
BA, only 13 percent of African Americans and 8 percent of Hispanics grab that golden
ticket. Even among the smartest kids, income is a strong predictor of college attendance.
Three-quarters of upper-income kids who do well on tests in high school go on to
college, but less than a third of those who grew up in a low-income family.?

Designing Effective Education Tax Incentives

I give you these statistics to get us thinking about our goals for the education tax
incentives. Whether they have been a success depends on the goals we set for them.

Is our goal to ease the pinch of college costs for middle- and upper income families
whose children attend expensive private schools? If so, then the tax incentives do a
passable job. I give thema C.

T believe our goals are more ambitious:

¢ Increase the skills of our workforce.
» Maintain America’s competitive edge in the global economy.
» Make college a reality for smart but poor kids who believe it is out of reach.

If these are our goals then the current tax incentives are a failure.

Why? The tax incentives can increase schooling only if they put money into the hands of
kids for whom price is a barrier to college. We need to cut the price of college for those
who would not go to college in the absence of the incentive.

¢ Who are these potential college students? Disproportionately, they are from low-
income families. Just half of low-income youth go to college right after high
school, compared to 80 percent of their upper-income classmates.2 They are
disproportionately nonwhite or Hispanic.
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¢ Where might these potential college students go to school? The local community
college, where tuition and fees average $2,200, or a state university, where costs
average $5,500 (College Board, 2005b).

See Figure 1.

This is who we should keep in mind as we design tax incentives for college: a low-
income person attending an inexpensive public college. The student admitted to Yale,
or Williams, or Dennison, whose family earns $100,000, is going to college with or
without a tax incentive, and we should not build our education policy around the prices
she faces.

It is not the job of government to make Harvard affordable to the handful who can
attend that elite institution each year. It is the job of government to make a solid college
education affordable to the millions for whom a BA or AA from a public college is a
ticket into the middle class.

The Education Tax Incentives Don't Reach the Right Students

The education tax incentives do just about nothing for low-income students at
inexpensive public colleges. Perversely, the tax incentives are focused on upper-income
students at the most expensive private colleges.

+ Because the education tax credits are not refundable, a family of four must have
income above $30,000 to get the maximum credit. Nearly half of families with
college students do not get the full credit because their income is too low (Long,
2004b).

* Only students who pay tuition and fees over $10,000 a year get the full Lifetime
Learning Credit. This is nearly double the cost of the typical, public four-year
college and four times that of the typical community college. Over 80 percent of
college students attend schools with tuition and fees under $10,000.3

» The expired tuition deduction was most valuable to those in high tax brackets.
Deducting $1,000 from taxable income is more valuable for someone in the 33
percent bracket than for someone in a lower bracket. Over half of the benefits of
this deduction accrued to households with incomes over $100,000 (Burman, ¢f al.,
2005).
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The Education Tax Incentives Are Complex and Confusing

The regressivity of the tax incentives is not all that hampers their effectiveness. They are
too complicated and confusing to affect schooling decisions. Families can't respond to a
price subsidy if they do not understand it.

Again, let's keep our target student firmly in mind. Those on the margin of college entry
are disproportionately low-income, nonwhite and Hispanic, with parents who did not
graduate college, or perhaps even from high school. For many of these families, English
is the second language.

In this context, the education tax incentives are far too complicated to do their job. The
IRS publication devoted to explaining them is 82 pages long! The consequences of this
complexity extend beyond mere annoyance and frustration. Evidence shows that
simple, easily communicated financial aid programs have a robust impact on college
entry and completion, and complicated programs don’t.t

Simplify and Focus the Education Tax Incentives

The goals of reform should be to focus the incentives on those who are on the margin of
attending college and simplify the incentives so that families can understand and
respond to them.

1) Create a single, refundable tax credit for tuition, fees, room, and board.

¢ Merge the Hope and Lifetime Learning Credits into a single credit. A single credit
would significantly reduce complexity, enabling families to estimate their likely
credit well in advance.

» Make the credit refundable so families in lower tax brackets are eligible for the
maximum benefits.

+ Count tuition, fees, room and board as eligible expenses for the purposes of the
credit. This matches the definition used for the 529 and Coverdell accounts. It
also extends the full credit to the vast majority of students who attend public
colleges.
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2) Deliver the credit at the time of college enrollment.

+ Families need the credit when tuition is due, not a year or more later when taxes
are filed. The Department of Education delivers grants and loans to students and
their colleges at the time of enrollment, so this can be done.

» IRS can use previous year's income to define eligibility for the education tax
credit, so that eligibility is know early.

A Simplified Credit Families Can Count On

The simpler and more streamlined the tax benefits, the easier they are to communicate
to families and students.> Just as workers are annually sent projections of their Social
Security benefits to help them plan for retirement, families could be sent estimates of
their tax benefits to help them plan for college. This early, clear information would give
students and families confidence they can afford college, and encourage them to work
hard in elementary school and high school.

We could even more radically simplify federal benefits for college by consolidating all
aid for college under the auspices of the IRS. College students and their families now
face two parallel, duplicative and unwieldy bureaucracies that provide aid for college:
the tax system and the aid system. Moving aid determination into the tax system
would substantially simplify the aid process for families.t

Conclusion

A well-educated workforce is key to the economic competitiveness of the United States
and the well-being of its families. The federal government could do better with its tax
incentives for college. Although the education tax benefits provide relief for middle-
and high-income families with children in college, they do litile to get more people into
college. Simplifying and focusing the tax incentives will allow them to serve their goal:
opening the doors of college to those who have the ability but not the means to further
their education.
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Endnotes

1 BA statistics are tabulations of completed education of 24- and 25-year-olds from 1998,
1999 and 2000 October Current Population Surveys. College attendance statistics by
income and test score are from U.S. Department of Education (2005).

2 College Board, 2005a. Figures are for the top quintile of family income (above $78,000)
and bottom two quintiles (below $31,000).

3 Ninety-five percent of full-time students at public four-year institutions pay less than
$9,000, while all two-year public colleges cost less than $10,000. Even if we include
private four-year schools, 67 percent of full-time students at four-year institutions pay
less than $9,000. See College Board, 2005b.

4 Dynarski and Scott-Clayton (2006) review the empirical evidence on the types of aid
programs that increase education. Long (2004a) shows that the current tax credits do
not increase college attendance.

% In Georgia, for example, a simple aid program has increase college attendance and
completion {Dynarski, 2000, 2004a, 2005). Ninety percent of high school freshmen can
name the program and a majority know its eligibility rules, because they are easy to
explain and remember.

¢ The federal aid application (the FAFSA) makes the IRS tax forms look svelte. The IRS
1040EZ is a single page with 37 questions. Form 1040A is two pages, with 83 questions.
Form 1040 is also two pages, with 118 questions. The FAFSA is five pages, with 127
questions. A handful of these questions determine most of the variation in aid. For
example, earnings, marital status, family size, and number of family member in college
explain 80 percent of the variation in Pell Grants (Dynarski and Scott-Clayton, 2006).
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The federal system for distributing student financial aid rivals the tax code in its complexity.
Both have been a source of frustration and a focus of reform efforts for decades, yet the
complexity of the student aid system has received comparatively little attention from economists.
We describe the complexity of the aid system, and apply lessons from optimal tax theory and
behavioral economics to show that complexity is a serious obstacle to both efficiency and equity
in the distribution of student aid. We show that complexity disproportionately burdens those with
the least ability to pay and undermines redistributive goals. We then use detailed data from
federal student aid applications to show that the benefits of complexity, in terms of improved
targeting, are small. A radically simplified aid process can reproduce the current distribution of
federal Pell Grants using a fraction of the information now collected. Since the essential data
elements are already collected by the tax system, we discuss how Pell Grants could be
administered through the tax system, eliminating the current burdensome and largely redundant
federal student aid application.
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Introduction

The complexity of the federal tax code has been the focus of reform efforts for decades,
and has received considerable attention in the economic literature. The federal system for
distributing student financial aid is similarly convoluted, yet has received relatively little
attention from economists. For the typical household, the aid application (the Free Application
for Federal Student Aid, known as the FAFSA) is longer and more complicated than the federal
tax return. The aid process is also highly uncertain, with definitive information about freshman-
year aid not revealed until the spring of the senior year in high school.

The consequences of complexity and uncertainty in aid extend beyond annoyance and
frustration. The intent of financial aid is to reduce the cost of college, thereby encouraging
college attendance. We argue that complexity disproportionately burdens those on the margin of
college entry, thereby blunting the impact of aid on their schooling decisions. Uncertainty about
aid similarly blunts its impact on behavior: high school students most sensitive to cost are
unlikely to start down the path to college if they do not know it is affordable. For those on the
margin of college entry, concrete information about aid simply arrives too late.

Evidence on the behavioral impact of aid supports our argument. While simple, easily
communicated aid programs have been shown to have a robust impact on college entry and
completion, we have little to no compelling evidence that the traditional forms of student aid
(which require a FAFSA) increase schooling for their target populations. Complexity may be the
culprit. Simply put, potential college students cannot respond to a price subsidy if they do not
know it exists. As both the “sticker price” of college and aid for college have risen sharply, the
net price of college has grown increasingly individualized, making it difficult for prospective

students to estimate their own schooling costs. Most high school students overestimate the cost
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of attendance, but this confusion is of greater consequence for low-income students, who (unlike
their upper-income counterparts) are pessimistic about their ability to pay for college (Avery and
Kane, 2004).

We use well-known principles of optimal tax policy, as well as more recent insights from
behavioral economics, to evaluate the costs of complexity in student financial aid. We
demonstrate that provisions inténded to precisely target aid produce regressive compliance costs.
These costs rightly belong in our cost-benefit calculation when we consider the efficiency and
equity of a given targeting provision.' The costs of aid complexity fall heavily on low-income,
non-white and non-English speaking youth, whose lagging educational levels are repeatedly
cited as a justification for financial aid. Though from a rational perspective these compliance
costs may seem small relative to the payoff of a college degree, the behavioral literature
demonstrates conclusively that even seemingly minor complexities can have profound impacts
upon the equity and efficiency of a policy.

We show not only that the costs of complexity in student aid are large, but also that the
concomitant benefits are quite small. With student-level data from the 2003-04 National
Postsecondary Student Aid Survey (NPSAS:04), we show that much of the complexity in the aid
system fails to improve the targeting of aid. We find that the aid system imposes large costs in
order to measure small differences in ability to pay. Nearly all of the variation in aid is generated
by a handful of the more than 70 data items used in the aid formula. Parents” adjusted gross
income (or, for tax non-filers, earnings from work), marital status, family size, and the number of
family members in college explain over three-quarters of the variation in Pell Grant awards.

With only a few more variables, we can replicate 90 percent of the variation in Pell Grants for

! Kaplow, 1996 makes this point in the context of the income tax system. The Final Report of the President’s
Advisory Panel on Federal Tax Reform repeatedly sounds the same theme.
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dependent students. Our radically simplified aid calculation throws out 80 percent of the
financial items on the aid application. This aid application could fit on a single page.

Since the IRS 1040EZ already collects the key pieces of data that determine aid eligibility
(adjusted gross income and dependency status), a feasible option would be to eliminate the
FAFSA completely and run stadent aid entirely through the tax system. The need-based Pell
Grant program could be combined with the current jumble of federal tax credits for higher-
education to create a single, easy-to-understand grant program. Families could apply for this
grant by checking off a box on their federal tax form. We describe how funds could be delivered
when they are needed, at the time of college enroliment.” This approach would cut back on
paperwork and enable families to learn about their aid eligibility years in advance. We describe
how such a system might work, as well as potential obstacles it might face.

A simple aid program is an easily-communicated aid program. Simplification would
allow personalized information about aid to be communicated to families early. Just as workers
are annually sent projections of their Social Security benefits to help them plan for retirement,
families could be sent estimates of their aid eligibility to help them plan for college. Under the
current system, students do not get accurate information about student aid until late spring of
senior year in high school. Early information about federal help for paying for college is critical
for low-income families. If the goal of aid is to encourage college attendance, then the end of the
final year of high school is simply too late for information about subsidies to arrive.

Our paper is emphatically not an argument against progressivity in aid. An aid system,
like a tax system, can be both simple and progressive, and we conclude that reducing complexity

in aid would be both efficient and equitable. The current aid system creates formidable barriers

* We focus this paper on grants, to keep the analytics tractable and the discussion uncluttered. The concepts of the
paper apply equally to eligibility for government-subsidized student loans. Subsidized loan eligibility, like grant
eligibility, can be predicted with a handful of variables instead of the dozens in the FAFSA.
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to college. A key lesson of our research is that we can dismantle these barriers if we are willing
to tolerate minor imperfections in measuring ability to pay. This, we believe, is a worthwhile
tradeoff. Reducing unnecessary complexity will allow aid to serve its intended goal: opening the

doors of college to those who have the ability but not the means to further their education.

Financial Aid Overview

Two agencies provide subsidies to college students and their families: the Department of
Education and the Internal Revenue Service:

The Department of Education {Pell Grants)

The Department of Education administers the Pell Grant program, which delivered $13
billion to five million students in the 2004-05 academic year (expenditure data are from College
Board, 2005). These grants averaged $2,500 per recipient, with a maximum value of $4,050. Pell
Grants are highly progressive, flowing almost exclusively to families with incomes below
$40,000 (Stedman, 2003).

The Free Application for Federal Student Aid (FAFSA) is required for the Pell Grant.
The FAFSA collects basic demographics (e.g., name, social security number, citizenship, date of
birth, etc.) as well as detailed information about the student’s and parents’ income, assets, and
expenditures. See Appendix for a copy of the 2006-07 FAFSA. Families cannot obtain an
estimate of their federal aid eligibility without submitting a FAFSA.* Prospective freshmen
cannot file a FAFSA until January of their senior year of high school. The aid determination

process is summarized in Figure 1.

? Some websites offer EFC calculators, which require the same data as the FAFSA. An enterprising student or parent
could therefore calculate the EFC without completing a FAFSA. We would hazard that, for a family that is able to
do this sort of sleuthing, federal financial aid is not a determinative factor in the college entry decision.
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Once the FAFSA is submitted, the U.S. Department of Education computes the expected family
contribution (EFC), an estimate of how much the family can pay out of pocket for college.
“Need” is defined as the difference between the cost of attendance (e.g., tuition, fees, books, and
living expenses) and this family contribution. The EFC, but not any estimate of aid eligibility, is
mailed to the applicant as well as the colleges to which she has applied (U.S. Department of
Education, 2005d). Using the EFC, colleges personalize a package of grants and loans for each
student, which they then mail out in the form of award letters, typically in March and April.
Only upon receiving these award letters do students know how much college will cost for the
upcoming year.

In Table 1 we compare the FAFSA to the IRS 1040, 1040A and 1040EZ income tax
forms. The FAFSA, at five pages and 127 guestions, is lengthier than Form1040EZ (one page,
with 37 questions) and Form 1040A (two pages, with 83 questions). It is comparable to Form
1040 (two pages, with 118 questions). With this comparison we do not mean to suggest that the
U.S. tax system is a paradigm of simplicity. The statistics in Table 1 understate the complexity
faced by taxpayers who must fill out additional worksheets and schedules in order to complete
the questions listed on the 1040. But for the families targeted by need-based aid, complexity in
the aid application rivals the complexity they experience in the income tax system. Most families
eligible for the Pell file the shorter 1040A or 1040EZ; 86 percent of filing households with
income below $50,000 (and two-thirds of all households) use these simplified IRS forms. The
contrast between Form 1040EZ and the FAFSA is especially striking. With a third of the
FAFSA's questions and a fifth of its pages, the IRS captures the information needed to determine

tax liability for the very population targeted by need-based aid.
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Why is the FAFSA so long? In part, because the aid formula applies different “tax rates”
to the student's and parents’ resources, and so asks separate questions about each.® But, as Table
1 shows, the FAFSA demands more detailed measures of financial resources than do the income
tax forms. Thirty-three FAFSA questions probe for sources of income not shown on the W-2,
compared to two on the 1040EZ, 12 on the 1040A and 19 on the 1040. Further, while none of the
tax forms ask about assets, the FAFSA has six questions on this topic.

The IRS estimates it takes 16 hours to complete a 1040. The 1040A and 1040EZ are
estimated to require 13 and eight hours, respectively. These are likely conservative estimates:
Blumenthal and Slemrod (1992) conclude that the time required for tax compliance averages 27
hours per filing household, and is longer for low- and high-income households. The U.S.
Department of Education improbably estimates that it takes one hour to complete the FAFSA.

An obvious point, but one worth stating in this context, is that when a taxpayer has
completed her 1040, she knows how much tax she owes. To this end, twenty-one of the
questions on the 1040 are calculations or look-ups from tax tables. Completing the FAFSA
yields no comparable information about aid eligibility. We will return to this point later in the
paper. For now, we simply highlight the fact that, upon completing the FAFSA, the aid applicant
is no more informed about her financial aid eligibility than she was when she began.

The Internal Revenue Service (Tax Credits and Deductions)
The Internal Revenue Service administers the tax incentives for higher education. These

provisions include the Hope tax credit, the Lifetime Learning tax credit, and the deduction for

* The highest tax rate on parental assets is about six percent for each year of college, while the student’s assets can be
taxed at 35 percent (this rate will fall to 20 percent as of the 2007-2008 academic year). The marginal tax rate on
parental income ranges from 22 to 47 percent. For student earnings the tax rate is zero below an earnings protection
allowance and 50 percent above that allowance. See Dynarski (2004b) for a discussion of how the aid tax on assets
varies by ownership and asset type.
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college tuition and fees.” The Hope and Lifetime Learning credits are worth up to $1,500 and
$2,000, respectively, with eligibility depending on college costs, year in college, and tax hability.
Neither credit is refundable, which means that those who are too poor to owe taxes do not get a
credit. The deduction allows parents to deduct up to $4,000 in tuition costs from their taxable
income; the value of this deduction depends on the household’s marginal tax rate, with the
highest values accruing to those in the upper brackets. The value to taxpayers in 2005 of these
provisions was $8 billion.®

Application for the tax credits occurs when a family files its tax return. A family can
apply for a credit only for schooling expenses incurred the preceding tax year, This means that
these subsidies arrive up to sixteen months after tuition has been paid. Consider a student who
pays her tuition for spring semester of academic year 2005-2006 in January of 2006, a typical
schedule. Her family will file for its Hope or Lifetime Learning credit sixteen months later, in
April 2007. The value of the credit is known only after a family knows its tax liability for 2006,
after all income has been earned. The value of the credits is therefore highly uncertain, and is not
even revealed until well after the student has gone to school.

Both the Pell Grant program and the education tax benefit programs are beset by
complexity. In the next section, we present our argument for why complexity matters. We focus
on complexity in the Pell Grant application process, since this is the largest federal education
benefit and because complexity in taxation systems has received much more attention in the
literature. In the final section, we will describe how this complexity could be substantially

reduced.

* Other tax incentives for education are the tax-preferred savings plans known as the Coverdell Education Savings
Account and 529 Savings Plans (see Dynarski, 2003a and 2003b) and the student loan interest deduction.

¢ Joint Committee on Taxation, 2006, Estimates of Federal Tax Expenditures for Fiscal Years 2006-2010, p. 37.
Washington: U.S. Government Printing Office (http://www.house.gov/jct/s-2-06.pdf).
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Insights from Optimal Tax Theory

Complexity in the tax system arises from attempts to precisely measure taxpayers’ ability
to pzzly.7 Analogously, complexity in the need-based aid system arises from attempts to precisely
measure ability to pay for college. As has been highlighted in the tax literature (Kaplow, 1990
and 1996), measuring income more accurately produces costs to society that are frequently
ignored by policy-makers and analysts. Kaplow (1996) offers the following illustrative example.
Consider two people with “true” income of $40,000. Unless a deduction is allowed (say, for
unusual health expenses) one person will have a reported income of $45,000. Creating the
deduction will allow for more accurate measurement of income, so the added complexity has a
benefit: it prevents us from reducing one person’s income below its socially optimal level. But

there are also costs to this new provision:

1) compliance costs for taxpayers, such as time spent learning about the
rules and formulas, record-keeping, and completing forms.

2) administrative costs for the government (or schools), which are
ultimately paid by taxpayers in the form of higher taxes or reduced
services.

3) efficiency loss as taxpayers alter their behavior so as to shield income
under the deduction.

These costs of complexity should be weighed against its benefits in determining whether a given
aspect of the tax code (or aid system) enhances social welfare. The needs of low-income students
clearly weigh heavily in our calculation of social welfare, or else we would not have a
progressive grant system then targets them for subsidy. The needs of low-income students should

then also weigh heavily when we add up the costs they must incur in order to obtain the subsidy.

7 Complexity can also arise when policymakers “deviate from tax principles in order to subsidize certain activities
and groups (Kaplow, 1996).” For example, the mortgage interest deduction and 401(k) are tax provisions intended
to encourage homeownership and retirement saving, respectively.
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In the language of economics, compliance costs that fall on a group with high weight in our
social welfare function will disproportionately reduce social welfare, just as transfer to that
group will increase social welfare. A key lesson is that any policy intended to redistribute income
should be carefully crafted so that it does not create costs that outweigh its benefits.

The case of the Earned Income Tax Credit illustrates how in a progressive program
compliance costs can have a regressive impact. Despite the large value of this credit, non-
participation in the program is substantial and a perennial source of concern (Greenstein, 2005).
Applying for the EITC may be quite daunting for the target population (Berube et al., 2002).
Recently, H&R Block and other tax preparers have found a market niche filing tax returns for
low-income families eligible for the credit, and as a result seventy-five percent of EITC
recipients now use a tax preparer (President’s Advisory Panel on Federal Tax Reform, 2005).
Both parties benefit — the taxpayer gets a credit, and tax preparers take a cut in the form of a
$100 fee and (annualized) interest rates exceeding 200 percent charged on "refund loans"
(Berube et al., 2002). A full accounting of the costs and benefits of the EITC would include these
as compliance costs. Compliance costs clearly reduce the progressivity of the EITC, since part of
the EITC leaks to tax preparers. A simplification that at first blush appears to reduce the
progressivity of the EITC may prove progressive were it to reduce this leakage. We argue that
the same holds in the aid system: a simplification that appears distributionally neutral may prove
progressive in its incidence.

Consider the case in which we seek to measure ability to pay for college more accurately
by asking questions about untaxed income, such as welfare benefits and disability benefits. Such
questions account for much of the complexity in the aid application. These questions are asked in

order to withhold aid from families that can pay more out of pocket than implied by a less
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precise measure of income. The benefit of this added complexity is that money can be now
channeled toward more optimal uses: more “needy” aid recipients, other government programs,
or Jower tax rates. If the source of income is quite rare, then only a small amount of money will
be freed up in this way, yet every aid applicant must still read through the additional questions
and instructions in order to determine whether any of her income falls into the relevant category.
In this case, compliance costs could easily outweigh the freed-up funds produced by the
additional questions.

In some cases, costs can enhance efficiency because they fall on those seeking the
transfer (Akerlof, 1978; Nichols and Zeckhauser, 1982). For example, requiring people to wait
in long lines in order to receive welfare benefits may be efficient if those with the least need have
the highest opportunity cost of their time. In this case, compliance costs help to screen out those
who are not the intended targets of the transfer. But the inverse also holds: if compliance costs
fall most heavily on the intended targets of the transfer, redistribution is less efficient. In the
extreme, costs may drive the targeted group out of the program.® As we discuss shortly,
compliance costs for student aid are likely highest for the poorest families, and may deflect some

their intended target (low-income families) from applying.

Efficiency Loss and Administrative Costs Induced by Complexity in Aid

Compliance costs are the focus of our analysis, so we will only briefly address the
efficiency and administrative costs of complexity.

At the core of public finance is the principle that an efficient tax system taxes the

broadest base at the lowest rate. Variation in tax rates (induced, for example, by excluding some

¥ Indeed, there is evidence that complexity in the provision of social benefits reduces the take-up of transfers (Bitler,
Currie, and Scholz, 2003; Brien and Swann, 1999; see literature review by Currie, 2004).
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goods from taxation) creates incentives and opportunities for gaming the system, such as shifting
assets into untaxed financial vehicles. This has equity consequences, since these strategies are
implemented only by those who have the resources to play the game — e.g., those who can hire
advisers to find clever shelters for their income and assets. Tellingly, an industry of highly-paid
aid advisers has emerged to guide families through the aid system.

The administrative costs of student aid accrue to both the government and colleges. The
government’s administrative costs (excluding the administration of federal direct student loans)
are not strikingly high in comparison with the billions of dollars of aid distributed: an annual
report from the Office for Student Financial Assistance estimated an operational/overhead cost of
about $19 per unduplicated grant/loan aid recipient in 2000, which would imply administrative
costs of approximately $179 million in 2004 (U.S. Dept. of Education, 2002¢).°

The lion’s share of administrative costs are borne by the colleges themselves, who are
responsible for answering students’ questions, verifying student information, and packaging and
disbursing federal student aid. Financial aid administrators and support staff paid by the colleges
are responsible for these tasks. To pay colleges' administrative costs, the Department of
Education allocated to schools administrative allowances of $83.4 million in 2005.'® However,
schools almost certainly incur costs far in excess of this allowance. Estimates of the annual cost
of audits alone range from $132 million (US Office of the Inspector General) to $432 million
(Advisory Committee on Student Financial Assistance, 2005)."' The lower bound of these

estimates exceeds the entire administrative allowance for 2005. Note that since the colleges’

¥ In 2004 there were 9.4 million unduplicated aid recipients (U.S. Dept. of Education, 2005¢,
hitpy/fwww.ed.gov/aboutoverview/budget/budgetd6/summary/edlite-section2d himl#tables).
% Calculated from data at http://www.ed.gov/about/overview/budpet/budect06/summary/edlite-

section2d.htmi#tables. Schools can allocate to administrative costs five percent of their funds for Supplemental
Educational Opportunity Grants, work-study, and Perkins Loans; these aid sources totaled $3.3 billion in 2005.
Scheols are also allocated five dollars per Pell Grant recipient, of which there were 5.33 million in 2005.

' The OIG and ACSFA estimates are containcd (respectively) in US Department of Education (2002a) and

Advisory Committee on Student Financial Assistance (2005).
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costs are not a line item in the federal budget, they are likely to be overlooked when

policymakers consider the costs and benefits of complexity in the aid process.

Compliance Costs Induced by Complexity in Aid

Compliance costs, which fall on applicants, are the focus of our analysis. Compliance
costs include the time and resources required to learn about the system and its rules, collect all of
the required documents, and fill out the form. Though low-income families likely have a
relatively low opportunity cost of time, the length of time required to learn about and comply
with any given provision of the aid process is higher for low-income families. In addition, some

families face barriers (such as language) that additional time does little to diminish.
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Low-income families have little prior experience with the aid system, since the parents
are unlikely to have gone to college and applied for aid themselves. Half of low-income high
school seniors do not have a parent who ever attended college.'> Their classmates and siblings
are also relatively unlikely to attend college. This lack of college-going peers and relatives
blocks a channel that could communicate information about need-based aid to the target
population. Liebman (1998) concludes that peers play a crucial role in informally transmitting
information about the EITC, a complicated tax program that encourages work by partially
matching the wages of low-income parents.'> A non-working, low-income mother may observe
the improving financial position of neighbors who have entered the workforce and (unknown to
her) received the EITC. Even if she does not understand the structure of the EITC’s incentives,
she may respond as if she did, and enter the workforce. Since 80 percent of families with
incomes between 100 and 150 percent of the poverty line receive the EITC, this is a plausible
scenario; a poor person is likely to know someone benefiting from the EITC. By contrast, just
34% of low-income black youth and 33% of low-income Hispanics have even attempted college,
severely limiting the informal transmission of information about college costs within these

populations, '

"2 Authors’ calculations using data from the National Education Longitudinal Survey of 1988 (U.5. Department of
Education, 2002b), comparing families with income below $25,000 to those with income above $50,000.

' Bertrand, Luttmer, and Mulainathan (2000) and Duflo and Saez (2003) show that social networks have a strong
influence on welfare participation and saving behavior, respectively.

** Authors’ calculations using the National Longitudinal Survey of Youth, 1997. We measure college entry by 1999
for those who were 16 to 17 years old in 1997, which is when family income is measured. Low income is defined as
having family income below $20,000 in 1997.
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People can learn about complicated programs not only from observing peers’ transactions
but also through their own repeated transactions. Liebman and Zeckhauser {2004) conclude that
when faced with complicated price schedules (such as those for cell phone contracts) people may
respond not to marginal prices but “average” prices gleaned from past experience. In the case of
college, interactions with the aid system for a given family are infrequent, so opportunities for
backing out average prices are rare.

Language is another barrier, with 13 percent of low-income students primarily speaking a
language other than English at home, double the rate of families with above-median incomes. '
Even the basic step of locating financial records is an obstacle for poor students, due to higher
mobility rates and family dysfunctions such as divorce and separation of children from parents.
Low-income families are substantially less likely to have access to the internet at home, a
handicap in a system that relies heavily upon the web for the dissemination of information and is
moving towards an exclusively on-line application system. In 2003, over two-thirds of children
from families with incomes below $25,000 had no access to the internet at home, compared to 12
percent of families with incomes above $50,000." Families may be reluctant to bring financial
documents to a school or a library in order to enter these data into a public computer.

In sum, poorer families are likely to face greater costs of learning about the aid system,
collecting the required documents, and completing the aid form. The costs of aid complexity are
regressive, falling heavily on low-income, non-white and non-English speaking youth whose
lagging educational levels are repeatedly cited as a justification for need-based financial aid.

These costs rightly belong in our cost-benefit calculation when we consider the efficiency and

LI
Ibid.

'® Source: Authors’ computations using published tables from the 2003 Computer and Internet Supplement to the

Current Population Survey, http://www.census. gov/prod/2005pubs/p23-208 pdf.
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equity of a given targeting provision.'” Though from a rational perspective these compliance
costs may seem small relative to the payoff of a college degree, the behavioral literature
demonstrates conclusively that even seemingly minor complexities can have profound impacts

upon the equity and efficiency of a policy.

Insights from Behavioral Economics

We have made the case that the cost of compliance in the aid system is substantial,
especially for low-income families, and that this complexity blunts the impact of the subsidies on
schooling decisions. However, a valid rejoinder to this argument is that the financial returns to a
college education dwarf any reasonable estimate of the costs of applying for aid. Thus, if people
behave rationally, anyone who is deterred from going to college by such relatively small
compliance costs must have an unusually low expected return to college.

A key insight of behavioral economics is that people systematically do not behave
rationally, even in matters where we might most expect calculating rationality. Indeed,
individuals deviate from rationality in highly predictable ways that tend to shock only
economists. In this section, we provide a brief overview of insights that behavioral econornics

can offer in the realm of student aid and college attendance.

Time Inconsistency
Pcople are poor at committing to behaviors that require present sacrifice in pursuit of

future returns (O’ Donoghue and Rabin, 1999). This characterizes a broad range of behaviors,

17 If this line of argument sounds cerily familiar, it is because it was made in the pages of this journal {Kaplow,
1996) in the context of the income tax system. The Final Report of the President's Advisory Panel on Federal Tax
Reform repeatedly sounds the same theme.
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including saving for retirement, exercise, and schooling. People may plan to get up early to
exercise, but hit the snooze button when the alarm goes off. They may plan to save for
retirement, but never enroll in their employer's 401(k). They may plan to go to college, but fail to
fill out their FAFSA or register for the SAT. While they may firmly believe that saving or
exercise or college is the right choice, when the time comes to make the required sacrifice,
commitment falters. These are examples of what economists refer to as time-inconsistent
preferences.

By its nature, college is an investment: upfront sacrifices are required (tuition, forgone
earnings, studying) in order to obtain back-loaded benefits (better job, higher earnings, higher
social status). Applying for aid is part of the cost of college, requiring a current sacrifice in order
to yield a future return. Given that adults are guilty of procrastination and avoidance in quite
high-stakes investments {Thaler, 1994), we would not expect all teenagers who would benefit

from aid to apply.

Loss Aversion

Nobel Laureates Daniel Kahneman and Amos Tversky (2000) show that people are loss
averse: they avoid worthwhile bets because “losses weigh more heavily than gains.” That is, a
dollar lost decreases utility more than a dollar gained increases it. In lab experiments and in real-
world settings, people “underweight outcomes that are merely probable in comparison with
outcomes that are obtained with certainty” (Kahneman and Tversky, 2000). When it is the gains
that are probable and the losses that are certain, this will lead to risk aversion and avoidance of
even “good bets.” Certain costs and probable gains characterize college. Students must apply for

aid, give up earnings, pay tuition, and study. These are certain outlays. By contrast, students
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cannot know with certainty how well their investment will pay off. While, on average, college is
a good bet, there is enormous variance in the earnings of college graduates. For some, college
will not pay off, and this possibility may weigh heavily in schooling decisions due to loss

aversion.

Default Behavior

Economists and psychologists have found that individuals’ decisions are strongly
influenced by their “default” course of action (Samuelson and Zeckhauser, 1988). An influential
study examined retirement saving at a large financial firm (Madrian and Shea, 2001). At this
firm, 401(k) participation required that new employees check a box on a form; the consequence
of not checking that box was not participating in the 401(k). That is, the default option was non-
participation. Despite the low transaction costs of enrollment and strong financial incentives (tax
advantages plus an employer match of savings), participation rates were low. The company
made a minor change: non-participation now required that the new employee check a box on a
form and so participation was the default option. This small change in program design had a
profound effect on behavior, increasing participation by 50 percentage points.

Seemingly minor obstacles put low-income youth off the path to college, much as adults
are put off the path to saving by bureaucratic details. A study of high school seniors in Boston
found that few low-income youth “decide” against college. Rather, they miss a key deadline, or
incorrectly fill out a form, or fail to take a required class, and thereby fall off the path to college
(Avery and Kane, 2004). For upper-income teenagers, the affirmative actions of their parents and
schools establish college entry as the “default” path. Their high schools guide them through the

multiple steps and deadlines of the college and financial aid process. Schools provide SAT
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preparation on site, schedule exams for students, organize the writing of recommendations, and
remind students repeatedly about relevant deadlines. Informal guidance and support is also
provided by their college-educated relatives and neighbors, who act as de facto guidance
counselors,

By contrast, due to their comparatively weak institutional and social supports, the default
option for low-income students is to not go to college. Navigating the maze of college and aid
application requires both formal and informal support. Lower-income schools receive fewer
visits from college representatives and have fewer guidance counselors per student.'® Parents and
siblings are not likely have gone to college, and so cannot compensate for this lack of

institutional support.

ldentity Salience

A program may discourage participation through the self-identification it triggers in
people. The food stamp application process, for example, “cues negative identities and can
induce guilt and alienation,” thereby discouraging take-up (Bertrand, Mullainathan, and Shafir,
2004). The FAFSA is rich with negative cues relating to poverty and criminal activity. The
FAFSA asks “Have you ever been convicted of possessing or selling illegal drugs? If you have,
answer ‘Yes,” complete and submit this application, and we will send you a worksheet in the
mail for you to determine if your conviction affects your eligibility for aid.” The final step in
submitting a FAFSA is the signing of a statemnent which concludes with “If you purposely give
false or misleading information, you may be fined $20,000, sent to prison, or both.” The full

signing statement is nearly five times longer than that on IRS Form 1040. Multiple questions

' Data on college representatives comes from NELS:88-2000, 1992 school survey. Counselors comes from The
Condition of Education 2000, Indicator 28, see also Indicator 27.
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about welfare payments repeatedly remind low-income students about their poverty, while open-
ended questions that require the calculation of net worth or income (applicants are asked about
“money received, or paid on your behalf (e.g. bills), not reported elsewhere on this form”) could

generate anxiety among even middle-class applicants.

Evidence of the Impact of Student Aid

There is plenty of evidence that student financial aid can have a large impact on behavior.
Data from the National Longitudinal Survey of Youth show that the Social Security Student
Benefit program substantially increased college enrollment rates among eligible youth
(Dynarski, 2003). Under this program, children of Social Security beneficiaries continued to get
their benefits past their usual expiration at age 18, as long as they enrolled in college. The
compliance costs were minimal. The Social Security Administration sent a letter to child
beneficiaries shortly before their 18” birthday, asking if they intended to go to college. If they
replied in the affirmative, checks continued to arrive. Renewal required confirmation of
enrollment from the college registrar. The program provided early information, in that
beneficiary families were familiar with the provision. Families knew the exact amount of the
benefit, since they were already receiving it.

Another simple program, Georgia’s HOPE Scholarship, requires ’only that high school
students maintain a 3.0 GPA in high school in order to have their tuition and fees paid at any
public college in Georgia. High schools proactively send transcript data to the state in order to
identify scholarship winners. For most students, the HOPE application consists of a half-page of
basic biographical information. High school students are knowledgeable about the program.

More than seventy percent of Georgia high-school freshimen surveyed were able to name the
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program without prompting. Fifty-nine percent, when asked to list some requirements of HOPE,
volunteered that a high school GPA of 3.0 is necessary (Henry, et al, 1998). The program
substantially increased college entry in Georgia (Dynarski, 2000), as well as the share of young
people completing a college degree (Dynarski, 2005). Research on similar state programs has
produced similar findings (Kane, 2003; Dynarski, 2004a and 2005).

By contrast, there is little to no persuasive evidence that the Pell grant program affects
college enrollment decisions of young people.'® A plausible explanation is that the application
process screens out students teetering on the margin of college entry. A prospective student who
is able to deduce her aid eligibility, apply to college without knowing what resources will be
available to pay for it, and successfully complete the FAFSA almost by definition reveals herself
as firmly committed to attending college. Similarly, evidence (Long, 2004) indicates that the

education tax credits have no impact on college attendance rates.

Simplifying the Aid System

We have argued that the costs of complexity in the federal student aid process are
substantial. But don’t we need this complexity to target aid at those who need it most? If the
FAFSA asks just ten questions instead of 120, don’t we risk giving aid to the wrong people? This
section examines how much targeting we stand to lose by drastically simplifying the aid process.

The short answer is “very little.” A handful of the questions on the FAFSA determine eligibility

' An early study by Hansen {1983) examined enrollment rates before and after impiementation of the Pell Grant
program. Hansen found that while enroliment rates of all income groups increased during the 1970s, enrollment
among low-income students did not increase disproportionately. Kane (1995) utilizes more years of data and Hmits
the sample to women, whose enrollment patterns were less disrupted by the Vietnam War but is also unable to find
an effect. Seftor and Turner (2002) find a small effect of Pell Grants on college enrollment for older, independent
students. Bettinger (2004) finds suggestive evidence that Pell Grant size affects college completion, but notes his
results are very sensitive.
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for federal aid. The dozens of other questions could be jettisoned while still maintaining a
progressive program and without spending more on aid than we do now.

Our key conclusion is that income and a handful of other pieces of information tell us
what we need to know in order to determine a family’s ability to pay for college. If we know that
a family of four earns $20,000 a year, we also know the family is eligible for the Pell Grant. We
don’t need to learn about the family’s tax deductions, Food Stamps, medical expenses and
welfare benefits to reach this conclusion — yet the FAFSA asks all of these questions. Similarly,
if a family of three earns $100,000 a year, then we know it won’t be getting a Pell Grant. We
don’t need to know about the family’s 401(k) investments, financial assets, and business income
to reach this conclusion.

We are interested in the “low-hanging fruit” — that is, identifying complexity that creates
barriers to applicants while providing little payback in the form of improved targeting. We use
data on student aid applicants and recipients (the nationally representative 2003-04 National
Postsecondary Student Aid Survey) to see how far we can go in simplifying aid while still
maintaining its progressive nature. Our sample consists of 24,253 dependent and independent
undergraduates who attended college full-time in 2003-04 and who applied for federal aid (see
Appendix for details).

We first use the NPSAS data to replicate the current distribution of grants.Zo To measure
the influence of the various data elements on aid, we sequentially exclude data items from the aid

formula and recalculate aid, and then compare the new estimates to their baseline values.? %

* We calculate aid using the federal financial aid formula (described in Appendix) and compare these calculated aid
amounts with their true values, which are given in the NPSAS. Our calculations of Pell Grants are extremely close to
their true values. Regressing the actual against the predicted values yields an R? of 0.997.

' We are not the first to estimate the predictive power of individual FAFSA items on student aid. Kane (1995)
notes that most of the variation in Pell Grants can be explained using just a few variables. Stoll and Stedman (2004)
use student-level FAFSA data (from the 1999-2000 NPSAS) to simulate the effect on the EFC of excluding items
from the aid calculation.
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We use several methods to measure how well the simplified formulas do in replicating the
existing distribution of aid. First, we calculate the share of people for whom the difference
between the true and simulated aid is less than $100 or $500. Second, we calculate the
correlation between the aid amounts that students currently receive and the amounts they would
receive with the simplified formula. Third, we plot how aid changes for different groups of

students, showing how gains and losses vary with family income.

Approach A: Distribute Aid Using Income, Assets & Family Structure

We start with by throwing out a// of the data used in the aid calculation except for
adjusted gross income of the parents or independent students and their spouses (or, for non-filers,
carnings), dependent students’ earnings, parents” and students’ assets, parents' and students’
marital status, family size and number of family members in college. This approach discards
parents’ and student’s taxes paid, the types of income tax forms filed and the required
“worksheets” (reproduced in Appendix) that elicit information about transfer income (such as the
EITC, welfare, and Social Security) and other income (child support). These worksheets account

for 45 of the 70 financial questions used in the calculation of aid.

Using only the items in Simulation A would cut the number of financial questions on the
FAFSA by more than 80 percent. Pell Grant eligibility changes by less than $100 for 76 percent
of aid applicants. The correlation between the existing Pell and the simulated Pell is 0.95 (with a

correlation of 1.0 indicating a perfect correspondence). This approach has a negligible impact on

Mechanically, this is achieved by setting the value of the excluded items to zero. We have also tested setting
excluded values to their means or medians, with substantively similar results. For state of residence and elder
parent’s age, which are excluded from some simulations, a value of zero is not meaningful, so we assign to all
applicants the default values that the aid formula imputes when these items are missing from a FAFSA.
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program costs, with the average Pell dropping by $14. All of this decrease occurs for families

with income over $30,000; families with lower incomes actually see an increase in their grants

(see Figure 2).

Why are we able to throw out so much information about applicants, with so little
consequence for their Pell eligibility? First, many of the data items on the FAFSA are relevant to
very few families (e.g., living stipends for the military and clergy, foreign income); that is, while
these items affect eligibility, they are non-zero for a small number of people.

Second, some of the items are common, but only at the top or bottom of the income
distribution (e.g., IRA rollovers and welfare benefits). Those at the top or bottom of the income
distribution qualify for no aid or the maximum of aid solely on the basis of their income,
rendering additional information about their financial situation irrelevant. If we know that a
family of four earns $20,000 a year, we also know the family is eligible for the Pell Grant. We
don’t need to learn about the family’s tax deductions, Food Stamps, medical expenses and
welfare benefits to reach this conclusion — yet the FAFSA asks all of these questions. Similarly,
if a family of three earns $100,000 a year, then we know it won’t be getting a Pell Grant. We
don’t need to know about the family’s 401(k) investments, financial assets, and business income
to reach this conclusion. The bottom line is that the dozens of questions we eliminate in our

simulation don’t currently affect eligibility, despite the substantial compliance costs they create.

Approach B: Distribute Aid Using Income and Family Structure, Dropping Assets
We next discard parents’ and student’s assets from the calculation of aid. The “taxation”

of assets by the aid formula has been roundly criticized by economists. Edlin (1993) and others
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have argued that the taxation of assets by the aid formula creates horizontal inequities: identical
families with identical lifetime earnings can be treated very differently by the aid system, with
aid reduced for the family that has sacrificed consumption in order to save for college.”

In practical terms, assets have little impact on the calculation of federal aid. When we
drop all assets from the aid formula, only 25 percent of applicants experience any change in their
Pell Grant, and only 13 percent experience a change of $500 or more. Excluding assets increases
the average Pell at low levels of income (Figure 3). Total Pell expenditures in this simulation
increase by just 3.3 percent.

Assets have so little effect on aid eligibility because few households have assets that are
included in the formula. Families hold the vast majority of their wealth in homes and retirement
funds, both of which are protected by the aid formula.** Other financial assets count only if they
are above a threshold that increases with the age of the parents (up to $54,500). Among
dependent students who file a FAFSA, 85 percent have no assets above the disregard. Among
those from families with income below $50,000, it’s 93 percent.”® As a result, for the
overwhelmingly majority of families the effective tax rate on assets is already zero — yet the data
on assets are still gathere:d.26

1t could be the case, however, that families with substantial assets simply do not file a
FAFSA, since they know they will not be eligible for aid. In this case, the students filing a
FAFSA would be unrepresentative of the entire population of college sfudents, and our proposed

simplification would be more expensive that the FAFSA simulations would suggest. We can

3 A rejoinder is that assets serve as a summary statistic for lifetime earnings, which are imperfectly captured by
current earnings. Rather than use assets as a proxy for lifetime eamings, we could instead use Internal Revenue
Service data to directly measure multiple years of earnings. We consider this a sensible option worth consideration.
 All asset information is excluded from the aid calculation for families that qualify for the “simplified needs test”
or “automatic zero EFC,” both of which we discuss later in the paper.

* Authors’ calculations from NPSAS.

% For 99 percent of aid applicants, the marginal tax rate on assets is zero. We obtain this figure by adding $100 to
every applicant’s financial assets and recaleulating aid. For 99 percent of the sample, Pell eligibility is unchanged.
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easily check on this by comparing assets of current FAFSA applicants to assets of all households
with similar incomes. We do so using data from the 2004 Survey of Consumer Finances,
focusing on households that contain children and have income of below $50,000 (the effective
income cap for Pell eligibility). Among all such households, the 50" percentile of non-retirement
financial assets is below $1000 and the 95 percentile is below $40,000.” The analogous figures
for dependent Pell recipients in NPSAS are $200 and $31,000.%

These figures indicate that the assets of households currently applying for aid are quite
similar to the population that could apply for aid. These statistics offer no support for the fear
that a substantial, hidden population of low-income, high-asset families will gain Pell eligibility
if assets are completely removed from taxation. This is not to say that there no such families will
gain eligibility: 0.25 percent of families with income in the Pell range have more than $250,000
in non-retirement financial assets. But this is a minute portion of the population, and so the
program costs of “wrongly” giving Pells to such asset-rich, income-poor families are low. By
contrast, the resulting reduction in compliance costs is large once it is aggregated across the other

99.75 percent of households.

Approach C: Distribute Aid Using Income and Family Structure, Dropping All Assets and
Dependent Students' Earnings
The aid system's treatment of student earnings is deeply flawed, from both an equity and

efficiency standpoint. The aid formula taxes student earnings (over an income protection

" Authors’ calculations from the 2004 Survey of Consumer Finances. Figure is for households with children and
incomes below $50,000.The 99™ percentile of financial, non-retirement assets for this population is roughly
$160,000.

* The 99" percentiles of non-retirement financial assets for dependent and independent Pell recipients are $95,000
and $13,000, respectively.
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allowance of $2,550) at a rate of fifty percent. * Variation in students’ earnings is driven
predominantly by work hours, rather than variation in hourly wages. As a result, this is a tax on
students’ work effort, and may serve to discourage work. Further, the tax falls more heavily on
low-income households, since both student work effort and earnings are drop as parental income
rises. While 73 percent of dependent students from lower-income families have positive
earnings, the figure is 62 percent for students from upper-income families.”® Median student
earnings are $2,730 for the lower-income group, as compared to $2,231 for the upper income
group. |

We therefore next exclude dependent students’ earnings from the calculation of aid, and
limit the required data items to parents’ income, parents’ marital status, family size, and number
of family members in college. The Pell Grants of seventy-two percent of aid applicants are
essentially unchanged; the correlation of this simulated Pell grant with the current Pell grant is
0.88. In Figure 4, we plot the associated changes in Pell Grant eligibility against income. Pell
Grants increase most for those whose parents earn between $15,000 and $40,000 per year.

Since discarding dependent students’ eamings mechanically increases calculated need,
three times as many applicants would see a significant increase ($500 or more) in Pell eligibility
as would see a significant decrease. As a result, this the most expensive approach so far
discussed, with average Pell Grants increasing by $185 per applicant (11.5 percent); grants
change only for dependent students (for independent students, approaches B and C are

equivalent).

# In 2007-2008, the disregard will rise to $3,000 and the tax rate will fall to 35 percent. Students also receive
atlowances for federal taxes paid and an estimate of state taxes paid. If parents’ total allowances exceed parents’
income, the excess parents” allowance is used to protect more of the student’s income,

* we divide families at the rough median of household income, $50,000.
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Summary of Results

In this section, we have exhaustively demonstrated that the progressivity of the federal
aid system does not require its current complexity. The length of the FAFSA, and the number of
data items used in the aid formula, could be massively reduced without changing the
progressivity of the Pell or increasing program costs (Simulation A and B). An even more
radical reduction in complexity can be achieved with a small increase in program costs
(Simulation C). The three approaches described thus far simply drop particular items while
keeping the formula itself unchanged. This means that dropping items such as assets or student
earnings mechanically increase the cost of the program. But the formula itself could also be
modified to enhance clarity and preserve cost-neutrality. In the next section, we describe a

policy that radically simplifies financial aid in exactly this way.

The Feasibility of Delivering Student Aid Through the Tax System

We have shown that the formula for calculating Pell Grants could be drastically
simplified with little effect on total program costs or the distribution of aid. But changing the
formula without changing the overall process for accessing aid is unlikely to substantially reduce
the complexity, confusion, and uncertainty faced by students and their families. In this section
we describe how Pell Grants could be combined with the existing Hope and Lifetime Learning
tax credits to form a single, streamlined credit.’! We preserve the level and distribution of
benefits by creating a new grant that is roughly the sum of Pell, Hope and Lifetime Learning
eligibility by income class. We describe how delivery of the credit could be improved to enable

families to better predict their eligibility and to receive funds at the time of actual college

*! Although our initial focus was on simplifying the Pell Grant, if the Pell Grant were simplified enough to run
through the tax system, it seems natural to further simplify by combining these grants with the existing tax benefits
for higher education.
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enrollment, rather than several months later. Economic theory and our own empirical analysis
suggest that this program could be much more efficient and effective than the jumble of grants
and tax incentives currently in place.

Eligibility: A sample grant table is shown below. The grant amounts listed in the table
roughly reflect the sum of the current Pell Grant, Hope and Lifetime Learning credit eligibility
for each income category. The table is small enough to fit on a postcard and be prominently
displayed on posters in high school hallways. Note that subsidized student loan eligibility could
be assigned using the same table, with eligibility either dependent upon income or set as a flat
amount for all students.

Exhibit 1. Federal Student Aid, on a Postcard

How much federal aid can I get to help pay for college?
If your parents’ then your
adjusted gross income is... grant is...
30-814,999 $4,500
$15,000-$19,999 $4,250
$20,000-524,999 $3,750
§25,000-$29,999 $3,250
$30,000-834,999 $2,650
$35,000-539,999 $2,100
$40,000-$44,999 $1,475
$45,000-$49,999 31175
$50,000 -859,999 $1,000
$60,000 -874,999 $750
$75,000 -$99,999 $500
$100,000 or higher $0
*If you are legally independent from your parents, your aid
will be based on your (and your spouse’s) income.

Application Process: Families could apply for the grant by checking off a box on their
income tax return. In return, families would receive a voucher in the mail, to be applied towards

the cost of attendance at any eligible higher education institution. Students would notify schools
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of their grant eligibility as part of the normal application process. Schools would verify this
information electronically with the Department of Education, as they do now with information
from the Student Aid Report. Financial aid administrators would verify students’ enrollment
status for the Department of Education (grants will be prorated for part-time students).

Program Administration: While IRS has all the data needed to determine grant eligibility,
it is the Department of Education that has the infrastructure in place to deliver funds to schools.
The role of the IRS could thus be limited to forwarding applicants’ adjusted gross income and
dependency status to the Department of Education, which would calculate aid eligibility and
send students their vouchers. Just as in the current system, eligibility for the 2006-07 school year
would be based on 2005 income, as reported to the IRS in early 2006. Unlike the current system,
students would not have to wait for their voucher to arrive to know exactly how much they will

get, because they can look it up in the simple table (Exhibit 1).

Advantages

* Simple and predictable. The grant schedule is so simple that families can easily
determine their eligibility themselves, before they file their taxes, and years before their
child applies to college.

o Less paperwork. Families applying for aid will report their income to the IRS as they
usually do, when they apply for taxes. They will not have to make a separate report to the
Department of Education.

e Families get funds when they need them. Right now, the tax credits arrive up to 16
months after families have paid for college tuition. The credits do nothing for the
strapped family who just can’t come up with the funds for college. Our approach gets
money into families” hands when they are paying the college bills.

®  One grant program. Our approach combines the Pell and tax credits into a single, unified
program. This reduces paperwork for families, cuts confusion about eligibility, and
eliminates the byzantine rules that determine how tax credit eligibility changes when aid
rises and vice versa.
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Costs of Aid Simplification

Our goal is to increase the efficacy of the aid dollars we currently offer. The grant
program just described is revenue-neutral if there is zero behavioral response (as is typically
assumed in budget forecasts). That is, if people go to college and apply for aid at the rate they do
now, then this program would be no more expensive than the sumn of current program spending.
Current spending on the Pell is now $13 billion, while for the tax credits it is $6 billion. The cost
of our unified grant is therefore about $19 billion.

Current spending levels reflect a current take-up rate of 65 percent in the Pell Grant
program.*” If 100 percent of those eligible for the Pell took advantage of it, the program’s cost
would rise to $20 billion from its current $13 billion. To put it differently, costs are kept
artificially low in the Pell Grant program by its extremely onerous application requirements. This
is one method for rationing scarce funds, but a highly regressive method. The cost of aid
application, we have argued and shown, is highest for the very populations we putatively target
with need-based aid. We have therefore proposed a vast simplification of the aid system, one that
we hope would lead al/ eligible students to step up and receive their grant. If they did so, our

proposed grant would not be revenue-neutral, but instead would rise to about $26 billion.>

%2 We obtain this take-up rate by calculating Pell eligibility for all students in the NPSAS, not just those who fill out
the FAFSA (NPSAS provides an estimated EFC for these students, which we use in the calculation), We compare
this Pell eligibility to actual Pell receipt. We find that 58 percent of eligible students take up the Pell, while 65
percent of Pell dollars offered are taken up (that is, the Pell grants left on the table are relatively small). Others have
estimated similar Pell takeup rates (American Council on Education, 2004).

3 We estimate the costs of 100 percent take-up of our proposal using data from the October 2003 Current
Population Survey. This survey provides nationally-representative estimates of the number of full- and part-time
college students in each family income category. We multiply grant eligibility in each income category by the
number of “full-time equivalent” students in each category, and sum to reach the $26 billion estimate.
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A Note on Loans

The grants proposed are sufficient to cover tuition at community colleges and at many
public universities. They would not cover living expenses, or tuition at the more expense public
universities. As is the case now, loans would be necessary to cover the shortfall. We chose to
focus the paper on grants, to emphasize the point that existing grants and tax credits could be
distributed simply with no negative impact on progressivity, We can easily apply the same
concepts and analysis to subsidized Stafford loans, and assign them based on incorne alone.

In an ideal world, we would pair the simplified grant discussed in this paper with a
generous, income-contingent loan program similar to those operating in Australia, New Zealand
and the UK (Chapman, __; Barr, ). In these programs, former college students repay their loans
as a percentage of their payroll earnings. This “forward-looking” needs-analysis approach has
good distributional characteristics: the beneficiaries of college pay for its costs, but they are
insured against bad labor market draws that would saddle them with unsustainable loan

payments.**

Barriers to Aid Simplification

Aid simplification produces winners and losers. Losers are inevitable when
simplification is constrained by revenue neutrality, as noted by the Final Report of the
President’s Commission on Tax Reform. The only way to simplify and keep everybody whole is
to increase spending.

Even producing winners can cause political problems. Winners are those whose estimated

ability to pay drops when we shift to a simpler measurement of income. By implication, many

3 We have costed out such a program, and generated the required “tax” tables. We found that the discussion of these
results was muddying and lengthening the paper, and so cut them out. We are happy to discuss folding them back in.
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families who do not currently “deserve” aid will get it under a simplified system. Some will
perceive the receipt of aid by such students as fraud, or evasion, or a policy failure. We perceive
it as a cost of simplification, outweighed by the benefits it confers on the vast majority of
students but especially upon the student teetering on the margin of entering college.

While the political barriers to aid simplification are substantial, the bureaucratic barriers
may be even greater. Over the years, Congress has passed several provisions aimed at
simplifying the aid formula. In 1986, Congress mandated an “automatic zero” EFC for families
with taxable income below $15,000 who are also eligible to file an IRS Form 1040A or 1040EZ.
These applicants can potentially skip more than 50 of the over 70 financial questions on the
FAFSA. Congress also mandated a “simplified needs test” for families earning less than $50,000
who are eligible to file the 1040A or 1040EZ; for these families, asset information can be
disregarded.

While laudable in intent, these efforts have been ineffectual. As implemented, these
simplifications have had virtually no impact on the aid system as it is experienced by students
and parents. In our sample, just half of applicants from families with income between $5,000
and $15,000 had their applications processed using the automatic-zero EFC or simplified needs
test. Even among the applicants whose FAFSAs were flagged as having received this simplified
treatment, the evidence indicates that the student’s application experience was not simplified.
Among those who had their FAFSA processed using the simplified needs test, and who were
eligible to skip the asset questions, 48 percent provided asset information. Among those who
had their application processed under the automatic-zero EFC formula, 90 percent had responded
to questions that they were not required to answer. For example, 63 percent had non-zero

amounts reported in Worksheet A and 30 percent reported non-zero assets.
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In effect, simplification has only made things easier for the computer that processes aid
applications. Simplifications are not communicated to students and their families; they are never
mentioned on the paper FAFSA, used by about half of dependent, undergraduate applicants with
incomes below $50,000.%° Even the online FAFSA only offers the option to skip the relevant
questions mid-application, and then warns that some schools may require that the questions be
answered (U.S. Department of Education, 2005¢). This phrasing will frighten many students into
filling in the complete application.

An additional barrier to simplification has been the states, who run their own aid
programs. Thirty-two states have rejected the federal simplifications, requiring the full FAFSA
data from applicants; in these cases, applicants using the web FAFSA never see a window that
allows them to skip questions. This imposes large compliance costs for all applicants in order to
distribute small amounts of aid to a few students. In half of the states, need-based grants average
less than $200 per undergraduate (National Association of State Student Gant and Aid Programs,
2005). By comparison, Pell Grants average $1,100 in our sample of dependent undergraduates.

1t is with this history in mind that we have proposed the whole-system reform described
above. Instructions to the Department of Education to simplify the aid process have proved

futile. Congressional action, and not agency reforms, will be needed to implement our proposal.

Conclusion
There is no doubt that the need-based aid system gets grants and loans to many low-
income families who would be worse off without it. There is little to no evidence that this aid has

the behavioral effect it is intended to have: getting more young people into college. In this

» Authors' calculations from NPSAS:04.
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paper, we have described a radical simplification to the aid system that would preserve its
distributional intent while enhancing its positive impact on schooling decisions.

We find that provisions intended to precisely target aid to those with the lowest ability to
pay unintentionally produce regressive compliance costs. Behavioral economics suggests that
minor differences in program design can have profound impacts upon the equity and efficiency
of student aid. We identify multiple aspects of the aid system that behavioral economics suggest
will blunt its impact upon schooling decisions.

The basics of need-determination have changed little since they were laid out fifty years
ago. At a College Board conference in 1953, John Monro, then-dean of admissions at Harvard
College, described to his colleagues at other elite colleges the formula he had been using to
distribute aid to Harvard admits. The assembled college administrators were eager to establish a
common formula for assigning aid, so that they could quash the competitive bidding for the best
students that that had recently developed. Within a year, a common aid application was in use
(the Parents” Confidential Statement) and the new College Scholarship Service (CSS) had been
established by 94 charter members (Duffy and Goldberg, 1998; Wilkinson, 2005).

Then, as now, Harvard and other elite schools sought exhaustive measures of wealth and
income to tailor their scholarships.*® Today’s FAFSA and aid formula reflect this peculiar
history, providing extremely fine measures of ability to pay at levels of income that far exceed
the effective cutoffs for federal aid. While these distinctions are critical at institutions that
provide need-based grants to families with incomes well above $100,000 (Dynarski, 2004b), we
have shown such fine measures are irrelevant for the distribution of Pell Grants.

The U.S. system for subsidizing college students hides information about the

affordability of college behind a thicket of paperwork. It delays sharing information about the

* Until 1973, the aid application asked about make and model of the family car (Wilkinson, 2005).
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affordability of college until it is too late. It is time for the federal aid system to uncouple itself
from the needs of the Harvards, and concentrate on the needs of young people unnecessarily

dissuaded from college by the impression that it is not affordable.
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Appendix

Data

Student aid statistics and simulations are based on restricted-use, individual-level data from
the nationally representative 2003-04 National Postsecondary Student Aid Survey (NPSAS:04).
NPSAS:04 includes data from the Free Application for Federal Student Aid (FAFSA) for 56,440
undergraduate federal aid applicants. We limited our sample to 26,156 full-time undergraduates
(dependent or independent) who attended the same institution for the full year. From this sample we
drop 1,733 individuals who were missing an EFC, as well as 170 individuals missing other critical
data elements such as income or family size. This results in a final sample of 24,253 individuals.

Aid Formula

To replicate the student’s Pell eligibility, as well as to test the consequences of formula
simplification, we coded EFC, Pell, and Stafford loan formulas and rules for dependent students as
outlined in the 960-page 2003-2004 Federal Student Aid Handbook.

The EFC formula sums parents’ adjusted gross income (or W-2 earnings for non-tax-filers)
and other income, subtracts a number of allowances (of which the largest is the amount of taxes
paid), and adds in 12 percent of assets over an asset protection threshold that depends on marital
status and elder parent’s age. Marginal assessment rates from 22 to 47 percent are applied to this
total (called parents’ “adjusted available income™). The result is divided by the number of children in
college to obtain the parents’” expected contribution. The student’s expected contribution is
computed by adding student’s adjusted gross income and other income, subtracting a few
allowances, and applying a 50 percent assessment rate. 35 percent of any student assets are added to
this figure to yield the student’s expected contribution (students have no asset protection allowance).

The Pell award is estimated by subtracting the EFC from the maximum Pell Grant ($4,050).
Following federal rules, grants between zero and $199 are rounded down to zero and grants between
$200 and $399 are rounded up to the minimum grant of $400. Pell Grants over $2,700 are adjusted
downwards for students at very low-tuition institutions (tuition and fees less than $675, in 2003-
2004) using what is called the “tuition sensitivity adjustment.” Pell Grants are also reduced if the
calculated amount exceeds the cost of attendance at the student’s institution (which is provided in
NPSAS, as reported by the schools). In our sample, the tuition sensitivity adjustment applied to only
35 people and the cost of attendance adjustment applied to none.
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Figure2 (Al FTFY)

Using Income and Assets of Parents and Students, Family Structure
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Pall Grants

Figure 4 (Dependent FTFY)
Using Income of Parents, Family Structure
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Table 1. Complexity of the FAFSA Versus IRS 1040

1040 1040A 1040EZ FAFSA
Measure 2005 2005 2005 2006-2007
Number of pages (excluding instructions) 2 2 1 5
Total number of questions 118 83 37 127
Non-financial items
Identifying information 6 6 6 22
Demographic/family information 8 8 2 18
Enrollment status/school info. 0 0 0 7
Signature and preparer info. 12 12 12 8
Other 1 1 1 10
Financial items
Earned income 1 1 1 5
Other income 19 12 2 33
Assets 0 0 0 6
Deductions/credits/allowances 39 22 2 12
Tax amounts from tables, calc. lines 21 12 6 6
Withholdings, refund prefs. 11 9 5 0
Number of items required for
computation of tax/refund or aid amt.* 71 43 8 72
Length of signing statement 49 words 64 words 59 words 232 words
Official estimate of time to prepare** 16 hours 13 hours 8 hours 1 hour

Source: Authors' counts unless otherwise noted. Counts for the FAFSA are for dependent students with
two parents, and includes questions on required student and parent worksheets. Total number of
questions includes subquestions and non-numbered questions, and ensures that items such as name and
address are counted in the same way on both IRS and FAFSA forms.

*For the FAFSA, this excludes items required only to determine dependency status or general eligibility
for federal aid.

**Estimates from official Paperwork Reduction Act notices in the instructions accompanying each
form. IRS-reported estimates of time and cost of preparation are based on non-business filers who self-
prepare without tax preparation software (these estimates can be found in each form's instructions, on
page 78, 58, and 23, respectively). The FAFSA estimate can be found on page 7 of the FAFSA.
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Table 2. Consequences of Aid Simplification

Approach A Approach B Approach €
Drops taxes paid, Additionally
type of tax form, ddditionall drops d: d
Baseling and worksheets drops assets__students' earnings
Percent of all full-time full-year applicants whose Pell...
..remains the same (within $100) 1.00 0.76 0.75 072
...increases by $500 or more 0.00 0.05 0.07 0.12
...decreases by $500 or more 0.60 0.07 0.06 0.04
Correlation between new and old Pelt Grant 1.00 0.96 0.95 0.92
R-squared 1.00 0.92 0.90 0.84
Change in average Pell (per full-time full-year applicant} 0.00 -13.61 53.7% 185.17
Percentage change in total program costs™* 0.00 -0.84% 3.34% 11.48%
Variables included in simulation:
Assets Y Y
Dependent students' AGH Y Y Y
Parental AGI, or independent student/spouse’s AGI Y Y Y Y
Parental or independent students’ marital status Y Y Y Y
Family size Y Y Y Y
Number of family members in cell, Y Y Y Y
Number of FAFSA items required for simulation®* 72 14 8 6

SOURCE: Authors' calculations using FAFSA data from NPSAS: 2003-2604. Sample is limited to 24,253 students (dependent or
independent) who attended a single institution full time for the full school year and who were not missing key data clements such as
income or actual EFC.

*Esti d total Pell expendi for this sample of full-time, full year aid applicants are $7.6 billion, Total Pell expenditures
across all applicants were $12.7 billion in 2003-04,

**Count refers to thc number of qucstmns on the 2003-2004 FAFSA required to elicit the items used in the simulated needs analysis.
For le, eli AGlreq 3 questions on the FAFSA, because non-tax filers must report their earnings and their spouses’
earnings. The count does not inchude questions used only to determine dependency status or questions unrelated to the calculation of
need. The differences between the 2003-2004 and 2006-2007 FAFSA described in Table 1 are minor.
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Responses to Questions for the Record From Dr. Susan M. Dynarski
December 5, 2006

In your testimony, you proposed that the Senate Finance Committee consider
legislation to combine the Pell Grant and HOPE Scholarship/Lifetime education tax
credits into one refundable education tax credit. Please provide additional detail
about the determination of the amount of your proposed credit and its
administration. Would one grant instead of a tax credit be preferable? In your
opinion, which Federal agency or agencies should administer a refundable tax
credit?

Full details of my proposal are available in a recent working paper, which can be
accessed at http://www 1.hamiltonproject.org/views/papers/200702dynarski-scott-

clayton.pdf.

The amounts of the grant that we propose are roughly based on the combined amounts of
the current Pell and current tax credits for each income bracket. We also sought to hold
students harmless: we did not want any students to see a reduction in their funds when we
transitioned to a unified credit/grant. A major simplification of the eligibility process, as
we propose, inevitably produces winners and losers if the proposal is constrained to be
revenue-neutral. We propose a moderate increase in the total amount given to each
student in order to avoid harming any in the transition.

I believe that it is best that funds be delivered through schools, who will then pass funds
(net of tuition) to students. This approach prevents fraud: the student has to actually
register and enroll to get the money. This is the system currently used by the Department
of Education in delivering the Pell grant and Stafford loans.

Our current tax credits go directly to the student, rather than the school. There is much
less concern about fraud in this case, however, because the back-loaded credits are
triggered by the student showing (and the school certifying) that the student indeed had
schooling expenses.

While the back-loaded approach reduces fraud, it also means that the credits don’t arrive
when students really need them, when they enroll in school. So how do we design a
system that gets money to students when they need it and also minimizes fraud? The
Department of Education already has such a system in place. It is used to deliver the Pell
Grant and Stafford Loan to students and their schools. It makes sense to make use of
these established resources to deliver funds.

In a recent Hamilton Project paper I laid out how IRS and ED could work together to
minimize application paperwork and get grant funds to students when they need them.
The gist of the proposal is that the family checks a box on their 1040 to indicate that a
household member wants funds for college. IRS sends data on AGI and number of
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dependents for this household over to ED. ED uses a simple lookup table to determine
grant eligibility, and notifies the student of her eligibility. When a student applies to and
enrolls in a college, she authorizes the college to obtain her funds (as is currently the
case).

Regarding a refundable education tax credit, would it be feasible to include an
allowance for room and board?

I do not believe that the grant/credit should be capped by tuition. For those attending
community colleges and public universities, room and board are the bulk of expenses. A
program that is capped by tuition costs does little for this 80% of students at public
schools. It primarily benefits those at the most expensive private schools, and these are
not the students who need a helping hand to get them into college.

I would therefore include an allowance for room and board in the grant. For the sake of
simplicity and certainty (which are critical, if the program is to be easily communicated
and effective) I would make this a flat sum, rather than link it in any way to actual room
and board costs.
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Senate Testimony of Daniel Golden
December 5, 2006

Good morning, Mr. Chairman and members of the Committee. My
name is Daniel Golden, and I am the deputy chief of the Wall Street
Journal’s Boston bureau, where I cover education. [ am also the author of
the recently-published book, “The Price of Admission,” which reveals the
extent of admissions preferences for wealthy and well-connected applicants
at the Ivy Leagues, Duke, Stanford, Notre Dame, the University of Virginia
and other leading colleges. Thank you for inviting me to testify.

I would like to begin by summarizing the key findings of my research,
followed by brief comments on its implications.

Overall, the research documented in my book demonstrates that elite
colleges and universities use admissions to generate revenue, enhancing
their already massive endowments. Their favoritism toward the wealthy
undermines equal opportunity and upward mobility in our society.

This conclusion draws on many specific findings.

» Four major preferences favor affluent candidates in admissions to
selective private and public colleges. I estimate that nearly one-third
of students admitted to some elite colleges receive special
consideration due to these “preferences of privilege”—far more than
those who enjoy an edge due to affirmative action.

The first is the preference for alumni children, who make up about
10% to 25% of the student body at elite colleges. Legacies, as they are
called, gain admission at two to four times the overall rate. I estimate that
legacy applicants enjoy a 50 to 75 point advantage on the old 1600-point
SAT scale over students who do not receive any preference.

Colleges defend legacy preference on the grounds that it’s valuable to
maintaining tradition over generations. However, that doesn’t explain why
the child of a rich alumnus who is a major donor receives a larger preference
than the child of a poor alumnus who can’t afford. For example, my research
indicates that about half of all the children of Harvard’s 425 biggest donors,
most of whom are alumni, enroll at Harvard-—a university that only accepts
one out of 10 applicants overall. Another study of Harvard admissions found
that if a legacy applicant needed financial aid, the alumni-child boost
disappeared almost entirely. It’s worth noting that, although sociat class
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distinctions are widely considered more pervasive in England than in the
United States, England’s two most famous universities, Oxford and
Cambridge, do not ask about or consider legacy status in admissions.

Children of influential alumni who are also major donors may enjoy
an SAT boost of 300 points or more. In 1998, for instance, Stanford only
admitted one of nine applicants from the Groton School, a Massachusetts
prep school. Among those rejected was Henry Park, a middle-class Korean-
American with a 1560 SAT score and high class rank. The only Groton
applicant Stanford admitted was Margaret Bass, who had a 1220 SAT
score—340 points lower than Henry—and was in the middle of the class.
Her father, oil magnate Robert Bass, a graduate of Stanford’s business
school, was chairman of the university’s board at the time and had given
Stanford $25 million. Mr. Bass’s other three children went to Stanford, as
well as Harvard and Duke, to both of which he has made multi-million
dollar donations.

The second preference of privilege favors what are called
“development cases”—applicants recommended by the development, or
fundraising office because if they are admitted their non-alumni parents are
expected to provide money or visibility. The parents may be corporate
executives, Hollywood celebrities, or leaders in politics or the media. The
number of development cases in a freshman class may range from half a
dozen to a hundred, depending on the university.

In 1999, for instance, Brown University’s president, Gordon Gee,
prevailed on its admissions staff to accept Chris Ovitz, the son of prominent
Hollywood agent Michael Ovitz. Although Chris was not in the top 20% of
his prep school and did not take many advanced classes, Mr. Gee hoped to
cultivate Mr. Ovitz and his formidable client list. Although Chris dropped
out in less than a year, a grateful Mr. Ovitz later brought celebrity clients
such as Martin Scorsese and Dustin Hoffman to Brown for campus events,
enhancing the university’s prestige.

The third preference of privilege helps athletes in blue-blood sports.
Television viewers of college basketball and football tend to assume that
college sports are racially and economically diverse. But colleges also give
admissions breaks to athletes in many prep-school sports that most
American children rarely have a chance to play: crew, horseback riding,
sailing, squash, even polo. The way elite colleges and universities have
responded in recent years to Title IX, the gender equity law, has worsened
this socioeconomic inequity. They have started women’s teams primarily in
crew and equestrian events while eliminating men’s teams in more working-
class sports such as wrestling and track and field.
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The last preference of privilege benefits children of university faculty
and administrators. This admissions break is most pronounced at universities
that provide free or discounted tuition only to faculty children who attend
their own institution and not to those who enroll elsewhere.

Although the tax-exempt benefit is available to all employees, in practice
children of faculty and administrators apply more often to the elite colleges
that employ their parents than do the offspring of lower-wage workers. Since
faculty and administrators are highly educated—and much research shows
that student achievement is linked to the parent’s education level—their
children should not need an edge. Nevertheless, to avoid offending
colleagues, admissions officials sometimes lower standards to admit their
children, who may comprise as much as 2% or 3% of the student body.

» LElite colleges give special treatment to wealthy, well-connected
applicants at each stage of the admissions process. While most
applicants are interviewed by alumni or admissions staff, privileged
students often enjoy personal interviews with the dean of admissions.
Key administrators at universities such as Duke and Brown have
combined the supposedly separate functions of fundraising and
admissions—Dby courting donors and also recommending their
children for admission.

Some colleges have institutionalized backchannel routes to
admissions for well-connected applicants, such as Harvard’s Z-list. Most
students on the Z-list are children of alumni and donors, sometimes with
borderline credentials. Although they may be told informally that they’re
likely to be accepted, they are placed on the waiting list until the school year
ends. Then they’re quietly admitted not for the following September but for
the year after.

The preferences of privilege augment other advantages for the wealthy in
America’s educational process. Affluent students typically attend excellent
elementary and secondary schools and can afford tutors, SAT test-
preparation courses and independent college counselors. All of these factors
help explain why an estimated three-fourths of the students at America’s
elite colleges come from the top quartile in family income—and only about
5% to 10% from the bottom quartile.

+ Preferences for the privileged directly exclude highly talented
candidates who are not wealthy or connected. To be sure, many
children of alumni, donors and faculty are brilliant candidates who
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would likely have been admitted on merit. But, since elite colleges
admit only one in eight or ten applicants and rarely increase their
overall enrollment, when they lower the bar for other privileged
children, they make room by turning away many outstanding middle-
class and working-class applicants, predominantly whites and Asian-
Americans. As Notre Dame’s admissions dean told me, “The poor
schmuck who has to get in on his own has to walk on water.”

Sometimes walking on water isn’t enough. Without any test
preparation course, Jamie Lee achieved perfect scores on the SATs and
two out of his three SAT2 subject tests. He received high school honors
for creativity in mathematics, and was a promising violinist and
composer. Yet of the seven schools to which he applied, five rejected him
and the other two placed him on their waiting lists.

Or consider Jonathan Simmons, a high school valedictorian from a low-
income family, and a devout Catholic, who was turned down by Notre
Dame. It accepted his classmate, Kevin Desmond, who had lesser grades and
test scores. Kevin’s father, grandfather, three uncles and five older siblings
had all attended Notre Dame and the family endowed a scholarship there.

I’m not saying that colleges do—or should—evaluate applicants on the
basis of test scores and grades alone. They also consider extra-curricular
activities, essays, recommendations and the like. But no matter which of
these criteria a college uses, preference based on parental wealth and
privilege is not consistent with a merit-based admissions process.

¢ Raising money by compromising the admissions process is taking
the easy way out—and is not the only way for elite colleges to
maintain quality.

Some college administrators have acknowledged to me that the
preferences of privilege are fundraising tools. But they contend that
they have no choice because they need contributions from wealthy
parents to support laboratories, scholarships, faculty salaries, and
other expenditures. Certainly those are worthy causes. But I wonder
how much more money colleges need, with Harvard’s endowment at
$29 billion, Yale’s at $18 billion, and so on.

In my book, 1 profile three fine institutions—California Institute of
Technology, Berea College, and The Cooper Union for the
Advancement of Science and Art—which admit students purely on
merit and yet are still able to raise ample endowments, in part through
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creative approaches to fundraising. For instance, Gordon Moore, the
co-founder of Intel Corp., who earned his doctorate at Caltech, gave
$600 million to the institute. Mr. Moore’s two sons didn’t go there,
but he received a different reward: Caltech named an asteroid after
him.

Berea College, in Kentucky, educates the best and brightest of
Appalachia’s rural poor. It won’t even admit any students from families
earning more than $50,000 a year. Yet its per-student endowment is as big as
Wellesley’s and Dartmouth’s, because thousands of alumni and non-alumni
alike admire its mission and donate with no hope of an admissions quid pro
quo.

Turning now from findings to implications, [ want to comment briefly
on the nonprofit, tax-exempt status of America’s elite private colleges. This
status confers on them a social responsibility. For instance, Harvard declares
in its tax filing that it aims to “educate the future leaders of America” and
“improve access to a Harvard education.”

Reflecting this mission, such colleges describe themselves as “need-
blind”—meaning that admissions decisions do not take into account a
candidate’s need for financial aid. But the finding of my research is that
even if colleges are “need-blind”, they are not “wealth-blind”—that is, they
offer advantages to the wealthy and connected in admission, to the detriment
of young people of outstanding talent born to less well-off or prominent
parents.

In a recent interview in the Wall Street Journal, Princeton president
Shirley Tilghman was asked to justify legacy preference. She responded
with admirable candor that alumni are “extremely important to the financial
well-being of this university.”

The reporter, John Hechinger, followed up, “And wouldn’t they
continue to be even if you didn’t give their children the preference?”

President Tilghman responded, “We’ve never done the experiment.”

1 would encourage America’s elite universities to try that experiment—
to eliminate the preferences of privilege and open their doors to the best
applicants, regardless of wealth.
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Prake

UNIVERSITY

December 4, 2006

Sen. Charles E. Grassley
135 Hart Senate Bldg.
Washington DC 20510-1501

Dear Senator Grassley:

I know that issues of access, affordability, transparency and accountability in higher
education are very much on the public agenda these days, as they should be, and 1
commend you for bringing them into focus. I am also delighted to be asked to provide
you with an overview of the efforts that Drake University has made to: 1) keep costs
down (and thus keep tuition as low as possible); 2) provide access to a Drake education
for low-income families, and; 3) make our operations as transparent and comprehensible
to the public as possible. I do want to emphasize from the outset that while I do of
course consider Drake University to be a model of good practice, we are by no means
unique. I know from meetings and conversations with colleagues around the country
that many in the higher education community are working diligently to address these
issues.

In the interests of conserving space, I will outline our efforts in bulleted form; if you or
your staff would like further information on any of these points, I will be happy to
provide them (I have sent your staff some additional materials as context for these
remarks):

Efforts to keep tuition costs as Jow as possible:

e Itis important to emphasize that our decisions regarding tuition are not driven by
the market but by the real costs of operation —compensation, financial aid, etc. Some
costs, such as health care, utilities, scientific equipment, and library periodicals
experience double-digit increases annually. In a number of fields (computer science/IT,
business, pharmacy, for instance) the market rates for top faculty are increasing
significantly. If we are to keep our promise to our students of the very best in education,
we have to pay market rates to attract and retain the top people. Itis also important to
emphasize that tuition covers only 70% of the real cost of educating a student, and it
must be subsidized by other sources (endowment income, annual giving, facilities
rentals, grants and contracts, etc.);

s Program Review: an intensive 18-month process beginning in 2000 that eliminated $4
million in expenses and reallocated resources to match institutional priorities and goals
(I have sent the introduction to the Report of the President as a separate document);
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Senator Charles E. Grassley
December 4, 2006
Page20f 3

o Strategic Budgeting: a 3-year budget cycle emphasizes decision-making and
prioritizing on the basis of the University’s strategic goals; emphasizes reallocation rather
than additions to budget;

¢ Outsourced many administrative functions to improve services and reduce costs
(food operations; facilities management; print shop/mailroom; loan collection; annuity
contracts oversight; COBRA/ retirees premium collections)

e Funded an $11 million investment in HVAC infrastructure to increase efficiency and
reduce energy costs;

e Reward performance—individual salary increases are not automatic and are based
on merit;

e Salaries paid to senior administrators are carefully benchmarked to our peers on the
national level (and we don’t have coaches with seven-figure salaries!);

e New positions and position upgrades are not automatic and must meet the strategic
objectives of the University:

» Total FT (non-grant funded) employees have increased by only 2% (from 752 to 769)
since the fall of 1999 while student FTE has increased by 12% during that same period.

» Considerable efforts are underway to increase the University’s endowment (which is
quite modest) and contributions to Annual Fund, as well as to increase non-tuition
revenues, all of which relieve pressure on tuition;

e As aresult of these efforts, Drake University is listed as a “Best Buy” by several
major college/ university ranking publications; in the group of 12 private universities
with whom we compete most for students, we are ranked at the top for academic
quality, but 11 in cost.

Affordability / Accessibility:

* Wehave made a conscious and concerted effort to keep our tuition increases as low
as possible —the average tuition increase at Drake in the past 8 years has been 4.1 %;

o The institutional commitment to student financial aid has increased $10.7 million, or
44.6%, in the past 6 years; the FY07 budget for institutional aid is over $36M, or 27% of
the total institutional budget;

e Over 96% of Drake University undergraduates receive financial aid; on average,
students received $10,700 in need-based scholarships and grants, so the net price
actually paid by our students is significantly lower than the “sticker price.” In addition,
we are particularly concerned about making financial aid available to low- and middle-
income students to ensure that they are able to afford a Drake education.

Transparency:
» In 2001, we adjusted our budget format so that it matches exactly the “operating

activities” portion of our audited financial statements; readers of our audited financial
statements can identify precisely our budgetary operating results (as well as key
revenue sources and expenditure categories);

* Our budget plan includes a chart so that everyone can identify what the budget
increases are to be used for and how those uses fit the strategic mission of the
University; the plan is available to the entire community.
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Senator Charles E. Grassley
December 4, 2006
Page3 of3

¢ Student and faculty representatives attend all Board of Trustees meetings (full Board
and committees).

» President’s annual tuition letter to parents and students discusses the factors that we
consider in setting tuition and the key uses of the tuition increase;

» Annually, we offer a town meeting on budget results and share the details with the
entire campus community; our annual audit is placed on reserve in the University
library for anyone to review;

+ We do a significant amount of benchmarking — financial and otherwise —with other
institutions, using services provided by Moody’s, Association of Governing Boards,
Associated New American Colleges, College & University Personnel Association, and
others. This benchmarking helps us judge our efficiency and effectiveness. The results
are shared with our Board, the campus community and our peers;

» Through the generosity of Raytheon CEO Bill Swanson {(a colleague on the Business-
Higher Education Forum), we conducted an audit of administrative structure and
practices, led by senior members of Raytheon’s Six Sigma and internal audit teams;

o In 2004, our Board adopted a modified Sarbanes-Oxley (SOX) protocol;

» Goal1, Objective 4 of the Drake University Strategic Plan states: “Develop a culture of
evidence: information-based, ongoing assessment of key indicators of institutional
quality and operations.

I hope that this information, and the other contextual materials that I sent to your staff,
will be of help in your deliberations. I do want to emphasize in closing that our

tuition —and tuition increases —are driven only by the costs of providing the highest
quality learning environment for our students, and we work hard to keep those costs in
line. I'know that there are some in the public discourse who believe that the availability
of Federal financial aid funds and tuition tax credits play a role in institutional decision
making. However, as the President of Drake, I want you to know that while we fully
support increases in Federal financial aid funds and tax credits for tujtion payments,
because they provide badly-needed assistance for our students and their parents—we
decidedly do not see these initiatives as opportunities to raise our tuition and fees. To
do so would be a violation of our ethical and moral standards as an institution, and
undermine our commitment to access.

Sincerely yours,

"D__:.@\\_Jw

David Maxwell
President
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MERIDIAN NATIONAL, INC.

123 N. POST QAK LANE » SUITE 400
HOUSTON, TEXAS 770284-7797
TEL (713 956-8699 » FAX (713) 256-6696

CHARLES MILLER
CHAIRMAN December 1, 2006

The Honorable Charles E. Grassley
Chairman, Finance Committee

135 Hart Senate Office Building
Washington, DC 20510

Dear Chairman Grassley:

It is timely and urgent to give serious consideration to the financial and accountability
structures of higher education and I offer comments after a year-long study of those issues in my
role as Chairman of the Secretary of Education’s Commission on The Future of Higher
Education.

Higher education depends heavily on federal funds directly and through the tax system.
An estimated one-third of all higher education revenues are derived directly from federal funds,
through financial aid and research programs of the government. Very importantly, even private
colleges and universities are estimated to receive twenty-five percent of their revenues from
federal funds. In addition to direct funding, numerous federal tax benefits are available to
families and to contributors and from endowment earnings. The tax code benefits are substantial
in amounts, extremely important in the larger scheme of things and have a significant impact on
the structure and performance of higher education.

Considering the size and importance of these taxpayer dollars, there is very little
understanding of the use of these funds. Oversight and accountability of financial aid, research
expenditures and tax policies in regard to higher education are inadequate. Accounting and
administrative procedures are in place, but there is no strategic framework from the standpoint of
either federal tax policy or higher education policy. We don’t really know what we are getting
for the enormous expenditure of public funds.

Because of the non-profit or tax exempt nature of most colleges and universities, there
should be a strong fiduciary duty attached to these funds, including full financial and operational
transparency and accountability. The federal government also has a duty in its role as a fiduciary
for the taxpayer to assure transparency and accountability at a high standard. Weneedtodoa
great deal more than we are doing today to hold colleges and universities accountable for the
enormous financial support they receive from the American taxpayers.
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The Honorable Charles E. Grassley
December 1, 2006
Page two

Two excerpts from the report of the Commission appointed by Secretary of Education
Margaret Spellings are informative of the financial structure of higher education:

1. “QOur higher education financing system is increasingly dysfunctional. State subsidies
are declining; tuition is rising; and cost per student is increasing faster than inflation or
Sfamily income. Affordability is directly affected by a financing system that provides
limited incentives for colleges and universities to take aggressive steps to improve
institutional efficiency and productivity. Public concern about rising costs may
ultimately contribute to the erosion of public confidence in higher education.”

2. “The entire financial aid system-—including federal, state, institutional, and private
programs---is confusing, complex, inefficient, duplicative, and frequently does not direct
aid to students who truly need it. Need-based financial aid is not keeping pace with
rising tuition.

»  There are at least 20 separate federal programs providing direct financial aid or tax
benefits to individuals seeking postsecondary education. The system is overly
complicated and its multitude of programs sometimes redundant and incomprehensible to
all but a few experts. This complexity has the unfortunate effect of discouraging some
low-income students from even applying to college.

= For the typical household, the Free Application for Federal Student Aid, or FAFS4, is
longer and more complicated than the federal tax return. Moreover, the simplest IRS tax
Jorm, the 1040EZ, already collects most of the key pieces of data that could determine
federal aid eligibility.”

A thorough and intensive review of the tax and financing policies of the federal
government in its role of providing substantial funding of higher education is needed and would
be an important contribution to America’s future.

Sincerely, .
Charles Miller

CM/fw

cc The Honorable Margaret Spellings
U.8. Senate and House Finance and Education Committee Chairs
The Honorable Kay Bailey Hutchison
Commission Members
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College Tuition Pricing and Federal Financial Aid:
Is there a Connection?

Testimony before the U.S. Senate Committee on Finance

Dr. Bridget Terry Long
Associate Professor of Education and Economics
Harvard Graduate School of Education

Hearing: "Report Card on Tax Exemptions and Incentives for Higher Education:
Pass, Fail, or Need Improvement?”

December 5, 2006

Mr, Chairman and members of the committee, thank you for the opportunity to
appear before you today. As we consider the tax exemptions of colleges and universities
and the financial aid benefits afforded to students and their families, it is useful to take a
moment to closely examine how tuition prices are determined. One key question is
whether colleges and universities react to increases in federal financial aid and tax benefits
by raising their tuition prices. If so, efforts to improve student access and affordability by
increasing federal student aid would be ineffective as students would realize little benefit.
And so today I consider the degree to which federal financial aid is bid away by the actions
of colleges and universities.

As my testimony will illustrate:

« Concerns about colleges raising tuition prices in respense to federal aid appear to be
largely unwarranted. Most studies conclude that colleges are not responding to federal
aid, and studies that do provide limited support for the notion are plagued by mixed
and sometimes contradictory results.

» Evidence suggests growth in tuition prices is instead related to a myriad of other
internal and external factors.

+ However, when considering questions of college affordability, attention should instead
be focused on the Net Tuition Prices students actually pay rather than the tuition
amounts listed in college catalogues as students receive significant amounts of aid from
colleges and universities in addition to government sources.

» While monitoring the behavior of colleges is important, policymakers should instead
focus on addressing the well-documented need for additional financial aid resources.
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BACKGROUND: DO INCREASES IN FEDERAL STUDENT AID CAUSE COLLEGES
TO RAISE THEIR TUITION PRICES?

There is no doubt tuition prices have grown substantially in recent decades.
Understanding why college prices have outpaced inflation is critical as families increasingly
struggle to meet the costs of higher education. One concern is that policies aimed at improving
college access and affordability may actually contribute to the problem of rising tuition levels.
William Bennett, former Secretary of Education, summarized the concern in a 1987 New York
Times Op Ed. He notes that because government aid enables students to pay more, it could also
induce colleges to raise their tuition prices. If true, this type of institutional response could diminish
the overall impact of an aid policy by reducing the net discount a student receives. Therefore, such
concerns deserve careful examination as the implications for student affordability and the
effective use of tax dollars are significant. Moreover, the behaviors of colleges are important to
consider when devising student aid policy and higher education tax benefits.

The fact that Financial Aid has increased at the same time as Tuition Prices does not prove
that Colleges have responded to Federal Aid Policy

In discussions of whether increases in government aid have spurred similar
increases in tuition prices, some juxtapose rising college prices with increasing government
expenditures on financial aid. However, the fact that these two trends move in similar
directions does not mean that one has caused the other. In fact, in the absence of financial
aid, one would still expect tuition prices to increase substantially during the last several
decades for a number of reasons. While I will detail the major internal and external
pressures that have impacted tuition levels in recent years, explanations include reductions
in state appropriations to public colleges and universities, increasing amounts of
institutional financial aid, and growing expenditures on student academic supports. Given
the myriad of these other factors that directly contribute to rising college costs, it is difficult to
determine to what degree, if at all, increases in tuition prices are related to changes in
government student aid policy. To correctly answer the question of whether financial aid
policy has an effect on college tuition pricing, much more in depth analysis is required than
simple comparisons of price and financial aid expenditure trends.

Isolating the Effect of Federal Aid on Tuition Levels is Difficult

The potential implications for college affordability raised by this issue have led
numerous researchers to try to identify whether postsecondary institutions respond to
government financial aid policies in their pricing. My testimony will draw upon their many
conclusions. Unfortunately, isolating the effect of government aid from all the other factors
influencing college pricing is difficult. To deal with this concern, researchers have tried to
identify groups of colleges that are not affected by the particular aid policy so they can get a
sense of tuition trends due to all other factors that impact college price. The difference in
price trends between the group affected by the aid policy and the group that was not
affected could reflect the proportion of tuition influenced by the financial aid policy alone.

Unfortunately, in the case of federal aid, it is extremely difficult to determine a
relevant comparison group. Institutions in other countries face vastly different markets and
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trends, and therefore, do not serve as a good comparison group for American colleges and
universities. Meanwhile, all institutions in the United States are affected by changes in
federal aid policy to some degree, and institutions that are impacted differently by changes
in federal aid programs often differ significantly in other ways that make them bad groups
for comparison. For example, colleges that are especially affected by changes in the Pell
Grant (e.g. community colleges) are very different than colleges that would not be affected
much (e.g. highly-selective, private institutions). Price trends between these two groups
differ in ways that have nothing to do with aid policy, making them poor comparisons for
each other. These issues of research design must be taken into account when interpreting
the results of any study. Some studies have been able to isolate the impact of financial aid
on tuition pricing better than others, and my conclusions take this into account when
interpreting the evidence.!

WHAT DO WE KNOW FROM THE EVIDENCE?

Of the many studies that have tried to identify whether colleges react to federal financial
aid, most find little to no response. While several studies do find a college price response,
their overall results are mixed and often contradictory. In summary, none of the numerous
studies on the subject have found a ”"Smoking Gun” in terms of college pricing behavior.

In a 2004 study, I examined the response of colleges to the introduction of two
federal higher education tax benefits, the Hope and Lifetime Learning Tax Credits.2 The
results suggest that four-year colleges did not raise tuition prices in response to the aid.
While some estimates in this study suggest that public two-year colleges may have reacted
by raising their prices, other results do not support this notion. In fact, some estimates
suggest colleges reduced their prices in response to the tax credits, the opposite of what
theory would predict.

In another study, Rizzo and Ehrenberg (2003) examine how tuition prices are set by
public universities and find no evidence that the schools increase their tuition levels in
response to increased federal or state financial aid for students. Likewise, in forthcoming
work, Singell and Stone find no evidence that in-state tuition levels at public universities
responded to changes in the Pell Grant from 1989 to 1996. This study did find some support
for the notion that private colleges and universities raise tuition prices in response to aid.
However, because these institutions have few Pell recipients (i.e. they have few students
impacted by the change in aid policy), the results seem attributable to factors other than
government aid policy. Limitations with the data prevent more conclusive analysis.

! I have also chosen to focus on papers that have undergone some form of peer review (though not
necessarily publication) to ensure the quality of the research.

2 See Long (2004a). “The Impact of Federal Tax Credits for Higher Education Expenses.” In Caroline M.
Hoxby, Ed. College Choices: The Economics of Which College, When College, and How to Pay For It. Chicago:
University of Chicago Press and the National Bureau of Economic Research.
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There is some evidence of colleges responding to aid at the state level, but this does not
apply to the federal student aid context.

I have also examined the responses of colleges to the Georgia HOPE Scholarship, a
state financial aid policy.?> Unlike research on federal aid programs, this study has a clear
comparison group of colleges facing similar trends: institutions in other states. When
introduced in 1993, the Georgia HOPE Scholarship marked the creation of a very large aid
source for students ($3,000) in which the recipients were easily discernable by colleges and
universities. My examination of college behavior suggests a limited response among four-
year colleges to the scholarship, with public four-year colleges experiencing increases in
room and board but not tuition prices. While some may be tempted to extrapolate from this
evidence to the federal context, the estimates from this paper do not apply. Federal aid
programs are much more complicated and less transparent and so it is less clear how
institutions might take advantage. Moreover, changes in federal aid are far less generous
(i.e. only several hundred dollars) and so colleges have much less incentive to respond. It is
also important to note that even in the extreme case of the Georgia HOPE Scholarship,
public two-year colleges did not increase tuition prices.

The key outcome of interest should be Net Tuition Price, the costs students face after
government and institutional financial aid. More information is needed on how
institutional financial aid is spent.

While most of the attention on this question has focused on the effects of
government aid on the List Tuition Prices of colleges (the price listed in college catalogues),
the real variable of interest should be the price actually paid by students once accounting for
multiple types of financial aid. According to federal data, in 2003-04, 28 percent of students
received grant aid from the federal government, and 15 percent received state grants. In
addition, students increasingly receive grants from their colleges or universities with 18
percent receiving an average grant of $4,200 in 2003-04 (NCES, 2005).* The proportion
receiving grant aid is even higher among full-time students. Once taking into account these
multiple sources of assistance, the cost of college for the average student does not appear to
have grown as fast as List Price trends suggest. According to figures by the College Board
for private, four-year colleges, from 1996-97 to 2006-07, the average List Price grew 32
percent to $22,200, but Net Price increased by only 26 percent during the same time period
to $13,200. At public, four-year colleges, List Prices increased 49 percent to $5,800 from
1996-97 to 2006-07 while Net Prices grew 29 percent to $2,700 (College Board, 2006). It is
important to keep in mind that these are averages, and that Net Prices vary significantly
among students.

3 See Long (2004). “How do Financial Aid Policies affect Colleges? The Institutional Impact of the Georgia
HOPE Scholarship.” Journal of Human Resources, vol. 39, no. 3.

4 This marks significant growth in the use of institutional aid. According to Horn and Peter (2003), the
percentage of undergraduates in public colleges who received institutional aid grew from 17 percent in
1992-93 to 23 percent in 1999-2000, from an average award of $2,200 to $2,700. At private colleges and
universities, 47 percent of students received institutional aid in 1992-93, and this increased to 58 percent
in 1999-2000, with the average award rising from $5,900 to $7,000.
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While Net Price gives a better sense of the costs students actually face, it is also a
better indicator of the reactions of colleges to government aid policy. Changes in Net Price
would reflect whether colleges respond by not only altering their List Tuition Prices but also
possibly their institutional aid policies. One study with administrative data on net price
found that increases in government aid were coupled with increases in institutional
scholarships at private colleges, (McPherson and Schapiro, 1991). Therefore, contrary to the
concern about colleges taking advantage of government financial aid, the researchers found
colleges further supplemented the support students received. While major conclusions
should not be made based on one study, the findings highlight the importance of gathering
more information, especially concerning net prices, to fully understand possible reactions of
colleges in terms of their institutional aid awards to students.

More information about institutional financial aid is also needed to understand
trends in college affordability for different types of students. The increasing use of
institution financial aid has made college prices much more individualized and
complicated, as students at the same school may be charged vastly different prices. In fact,
the growing use of institutional aid partly explains why List Tuition Prices have increased in
recent years as colleges charge more affluent students the full List Price in order to raise
revenues to fund aid (and reduce Net Price) for other students. However, the use of
financial aid at all but the most selective colleges has not been limited to students with
financial need. Multiple researchers have documented increases in the amount of aid
directed to high-income students as schools often use merit-based criteria rather than need
analysis to award institutional aid.°> As concerns grow about student affordability, more
information is needed to judge the degree to which colleges are using institutional aid
dollars to increase access for lower- and middle-income families.

The lack of solid evidence on the responses of colleges in terms of pricing is plausible for
several reasons.

(1) Federal Aid Programs are Complex, and this makes it difficult for Colleges to identify
which students benefit and take advantage of their increases in aid

The major federal aid programs, such as the Pell Grant, require a lengthy financial aid
application and have stringent eligibility requirements regarding student need. Colleges
have difficulty predicting which students are eligible for the aid beforehand, and
identifying the students afterwards takes significant time and resources. In the case of
the Higher Education Tax Credits, many students do not apply for financial aid, and so
colleges do not know their family incomes to determine if they are indeed eligible for the
benefit.

(2) Colleges that would theoretically have the largest incentives to raise tuition prices in
response to the Higher Education Tax Credits enroll few tax beneficiaries

° See the work by McPherson and Schapiro (1998), Ehrenberg (2000), and Horn and Peter (2003). The
criteria used to define merit often favor students from higher-income backgrounds.
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In the case of the higher education tax credits, the institutions with the strongest
incentives to raise tuition prices are the community colleges. These institutions are most
likely to charge less than $2,000, and so eligible students would be reimbursed as much
as 50 to 100 percent for increases in tuition prices under the Hope Tax Credit. However,
these schools predominantly serve low-income populations who are not eligible for the
tax credit due to insufficient tax liability. Therefore, tuition inflation is an unlikely
response to the credits.®

(3) Some of the Colleges with the largest tuition increases do not cater to students who
receive significant aid benefits.

Although selective, private institutions have experienced some of the largest and most
visible increases in tuition prices, these schools have few students who receive a Pell
Grant or Higher Education Tax Credit due to the fact that the family incomes of their
students tend to very high. Therefore, the growth in their tuition prices is unlikely to be
linked to federal financial aid policy. At the opposite end of the spectrum, community
colleges serve many government aid recipients, particularly low-income students who
are eligible for the Pell Grant. However, these colleges have a mission of maintaining
low tuition levels to maximize access. As shown above, the evidence suggests that even
in the face of a large, transparent financial aid policy, they did not raise their tuition
levels.

In summary, most studies have not found colleges to respond to federal financial aid
policies by raising tuition prices. Studies that do provide some support for the notion
are plagued by mixed and sometimes contradictory results or weak research designs.
However, more information is needed on Net Tuition Prices and the use of institutional
student aid, which are better indicators of the actual prices paid by students.

IF NOT DUE TO FEDERAL AID, WHY ARE COLLEGE PRICES INCREASING?

While responses to federal financial aid do not explain the growth in college tuition,
there are many other factors that have been shown to be important determinants of college
prices.

(1) Reductions in State Appropriations to Public Colleges and Universities

State appropriations play an important role in determining public college price levels as
these funds have traditionally subsidized the costs for students at public institutions
allowing them to charge in-state students a discounted price (Long 2004c). However,
during the last several decades, state appropriations have not kept pace with inflation
and/or growing student enrollments. As public colleges and universities have received

¢ My research suggests that the primary beneficiaries of the higher education tax credits have been
middle-income families. Most low-income families do not receive any benefit because they do not have
tax liability, and the tax credits are not refundable. See Long (2004a) for more information. Kane (1999)
and Cronin (1997) also note this concern in their work.
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less support from the state, they have made up the difference by increasing tuition
prices.

(2) The Increasing Costs of Faculty and Staff

A majority of faculty members and staff at colleges are now Baby Boomers nearing
retirement age. As they aged and gained experience, they received the customary raises
and are now near the peak of their lifetime earning trajectories. For this reason, the
increasing cost of instruction and other expenditure categories involving staff, naturally
increased. Also, with the elimination of mandatory retirement due to court action in
1994, faculty members may stay in a job longer and have become more expensive for
colleges (Ehrenberg, 2000). Another source of increasing college costs is health care.
The costs of providing health care benefits to faculty and staff have continually risen for
colleges and universities, just as they have for other businesses and industries.

(3) The Rise of New Expenditures: Technology and Student Services

Colleges increasingly invest in costly technological improvements and upgrades both in
the classroom and for research, and these have been costly. Also, in response to the
demands of students, colleges are spending more on student supports such as academic
and career services (Ehrenberg, 2000). At the extreme, some colleges have responded to
students' demands for amenities such as state-of-the-art residences and gymnasiums.
While the justification of these expenditures is much more controversial, , it is important
to keep in mind that the bulk of institutions are not involved in such endeavors.

(4) The Growing Use of Institutional Financial Aid

As noted above, colleges are increasingly awarding financial aid to students. To fund
these aid awards, colleges have increased list tuition prices and are in effect
redistributing funds between students.

There is a great deal of diversity in terms of the finances of colleges, and it is difficult to
discern whether each increase in expenditures is justified for educational reasons or
questionable as an unnecessary expense. It is also important to note that all college students are
subsidized by their institutions. With the exception of some for-profit colleges, the tuition
prices paid by students do not cover the costs of their educations. Because no student covers
their total educational costs with tuition, not even those paying the full list price without any
financial aid, colleges must make up the rest of the cost with donations, endowment returns,
grants, and by charging for the other services they provide.

RECONSIDERING FINANCIAL AID POLICY

Students have significant unmet financial need suggesting that federal student aid
resources are critical to improving college access and success.

While the research on the behavior of colleges does not document major responses to
federal financial aid, there is a great deal of evidence on the need for additional financial aid
for students. Despite substantial increases in access to higher education during the last
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several decades, postsecondary attendance in the United States continues to be stratified by
family income. Among high school graduates in 2004, approximately 43 percent of students
from families who made less than $30,000 immediately entered a postsecondary institution.
In contrast, 75 percent of students from families who made more than $50,000 did so.”
Recent analysis also documents significant unmet financial need among students.

Without sufficient financial aid, students are increasingly turning to high-interest
credit cards and privates loans. They are also working significant hours, and this has been
shown to impact academic performance and reduce the chances that a student will persist to
college graduation. Given the critical role higher education plays in both individual
economic success and the public good, increased support of college access should be a major
goal of the federal government.

When designing an Aid Program, Information and Simplicity are Important

Several studies have found a significant lack of information on financial aid among
prospective college students and their parents. Research by Kane and Avery (2004)
demonstrates that low-income high school students have very little understanding of actual
college tuition levels, financial aid opportunities, and how to navigate the admissions
process. Other work has also found a significant lack of information among prospective
college students in general (Ikenberry and Hartle 1998; Horn, Chen, and Chapman, 2003).

Another part of the problem is the complexity of the financial aid system. The
federal application for financial aid is long and cumbersome. To determine eligibility,
students and their families must fill out an eight-page, detailed form with over 100 items
called the Free Application for Federal Student Aid (FAFSA). Not surprisingly, students
and their families are often confused and even deterred by the form (ACSFA, 2005). The
Commission on the Future of Higher Education, assembled by Secretary of Education
Spellings, recently acknowledged problems with the current aid process. The Commission
concluded that some students “don’t enter college because of inadequate information and
rising costs, combined with a confusing financial aid system.” Perhaps due to the
complexity of the system and the lack of information about the availability of aid, 850,000
students who would have been eligible for federal financial aid in 2000 did not complete the
necessary forms to receive such aid (King, 2004). The FAFSA also serves as the basis to
award most state and institutional need-based aid, and so it is a critical gatekeeper to most
financial aid.

While the existence of aid programs was once thought to be enough to enable the
enrollment of low-income students, clearly the visibility and design of the program also
matters. Concerns about the low visibility of aid programs and the complexity of the aid
process have spurred calls to simplify the form and enhance the visibility of aid programs.
Research on examples of highly-publicized financial aid programs characterized as being
simpler in design and application has found large enrollment responses. For example,
Dynarski (2002) documents a large response when the Social Security Student Benefit (SSSB)
Program was eliminated in 1982, and she attributes the large impact to its very simple

7 Author's computations using 2004 October Current Population Survey.
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application process and generous aid award. Another good example is the Georgia Hope
Scholarship. Due to extensive advertising and the training of high school guidance
counselors, nearly all students and families in the state quickly learned of the aid.
Researchers have found that Georgia's program had a surprisingly large impact on college
attendances rates (Dynarski, 2000; Cornwell, Mustard, and Sridhar, 2006). In summary, the
research suggests aid programs are most successful when they are well-publicized and
relatively easy to understand and apply for. This has also been found in the examination of
other social welfare programs (Currie, 2004).

All Aid is not Equal: The Impact of Grants is different than Tax Credits or Loans

Support for grants, financial aid that does not need to be repaid, had not kept pace
with inflation or rising tuition costs. In recent years, government policy has instead shifted
towards supporting the Higher Education Tax Credits and the Federal Student Loan
PRograms. However, these are very different forms of financial aid, and one should not
expect them to have the same impact on college enrollment as grants.

My 2004 study of the Hope and Lifetime Learning Tax Credits shows that they did
not increase access to higher education®! The main beneficiaries of the tax credits are
unlikely to be students on the margin of attending college. Insufficient tax liability due to
low income levels and the interaction of the credits with other aid programs prevents many
low-income individuals from qualifying for a benefit. Moreover, the fact that students do
not receive the tax benefit at the time tuition payments are due limits the effect the credits
on college access and choice.

One should also be cautious about the movement towards student loans as the
primary form of financial aid. Loans are a much more complicated form of aid, and there
are many concerns that students and families understand little about debt. Unlike grants,
loans could influence students’ decisions during and after college enrollment, perhaps in
negative ways. Researchers suggest that debt burden could significantly impact on a
student’s chosen field of study, and more narrowly, that loans could deter students from
entering public service careers like teaching.® Another concern is the possibility that high
student debt might encourage students to delay decisions like buying a house, getting
married, and having children.

In summary, as policymakers consider financial aid reform, special attention should be
paid to addressing the documented needs of students, simplifying the design of aid
programs and the financial aid application (i.e. FAFSA), and focusing on grant programs
rather than less effective and more complicated forms of aid, like tax credits and student
loans.

8 See Long (2004a).
° Luke Swarthout, Paying Back, Not Giving Back. Student Debt’s Negative Impact on Public Service Career
Opportunities (Los Angeles: State Public Interest Group Higher Education Project, 2006).
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Questions for the Record

From Senator Baucus, U.S. Senate Committee on Finance

Response by Dr. Bridget Terry Long
Associate Professor of Education and Economics
Harvard Graduate School of Education

January 2007

(1) In your testimony, you discuss the net tuition prices students actually paid after
receiving multiple types of financial aid and tax credits. Please discuss in detail how the
timing of financial aid and credits could be optimized best to provide families the time they
need to effectively plan ahead for college.

Planning for college should begin as early as possible. Research suggests that as early as
fifth or sixth grade, students have already started to form opinions about whether they will
be able to afford and attend college. Moreover, the courses they take in junior high or
middle school serve as the foundation for the courses they will take in high school, and
therefore, whether they will be adequately prepared for college. If students do not perceive
that college is a possibility for them, then they will not take the necessary courses to make
them eligible to continue. For these reasons, information about financial aid and credits
should be provided to families early and often.

There are several possible ways to do this. First, the federal government could use
information submitted to the IRS to calculate a projected financial aid amount. Using tax
information, a preliminary expected family contribution (EFC) amount could be calculated
and compared to financial aid eligibility. For example, families with a preliminary EFC less
than $3,850 could be informed about their potential eligibility for the Pell Grant. One could
imagine mailing families projections on their financial aid eligibility similar to the Social
Security letters works receive annually.

A second way to do this would be to capitalize on the information the government has on
assistance programs such as welfare (TANF), food stamps, and the free-and-reduced-price
tunch. To qualify for these benefits, families have already proven that they are poor. The
government could therefore skip the need for additional forms and inform these families by
mail about their eligibility for financial aid.

Finally, some programs are available to all students, regardless of income. Information
about Stafford Loans could be distributed to families while students are in junior and high
school. Such literature could explain the difference between good and bad debt and the low
costs of the loans. This information could be compared with the large benefits of getting a
college education.
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(2) Please comment on Dr. Dynarski's proposal to combine the Pell Grant and HOPE
Scholarship/Lifetime education tax credits into one refundable education tax credit.

While the proposal would address some of the problems with complexity that currently
plague the financial aid system, such a refundable education tax credit would not address
the significant financial needs of many American families. It would not be a good substitute
for the Pell Grant.

The goal of the Pell Grant is to give low-income families immediate access to capital to pay
for college, and unfortunately, education tax credits do not also meet this need due to the
timing of the benefit. Credits for higher education expenses in the current year do not
accrue until the following year. Due to this timing, the delay between tuition payment and
receipt of the tax credit could be up to 15 months assuming that tuition is paid in January of
one year and taxes are filed in April of the following year. While a taxpayer could in theory
spread the benefits of the tax credit over the year by changing the federal withholding
amount from his or her paycheck, this is not realistic for most families, particularly low-
income families. Moreover, changing the withholding amount would still not be sufficient
to help most liquidity-constrained students pay their tuition bills, which are due at the
beginning of the school semester or term.

The timing aspect of education tax credits differs greatly from most other forms of financial
aid, which is realized at the time of attendance, and this feature has serious implications for
the likelihood that the aid will influence families to attend college. If the primary reason
individuals do not enroll in college is due to lack of funds, then the education tax credit will
not help to increase college access. Ihave studied whether the higher education tax credits
passed in 1997 (Hope and Lifetime Learning) increased college enrollment rates, and no
effect was found.! This is most likely due to the fact that the credits do not help families
when they need the money to pay their college bills.

On the other hand, a single refundable education tax credit would address other concerns.
If designed to be a simple program, it could reach many families. As middle-income
families have learned about the Hope and Lifetime Learning Tax Credits, they appear to
increasingly be using the credit. However, it is important to note that these families would
have probably sent children to college regardless of the credit. In this way, the tax credits
address issues of affordability for children who would attend anyway, but the impacted
population differs significantly from those who currently rely on the Pell Grant. Even if the
higher education tax credits were to become refundable, the impact on low-income families
would still likely be small due to the timing issue discussed above.

! Long, B. T. (2004) “The Impact of Federal Tax Credits for Higher Education Expenses.” In Caroline M.
Hoxby, Ed. College Choices: The Economics of Which College, When College, and How to Pay For It. Chicago:
University of Chicago Press and the National Bureau of Economic Research.
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(3) In "Addressing the Needs of Under Prepared Students in Higher Education,” you
proposed that students who take remedial courses are more likely to complete a bachelor's
degree within five years than those who do not take the courses. Taking this into
consideration and the fact that students do not generally receive college credit for remedial
course work, how does the need for students to take remedial courses affect the total cost
students spend on college?

First, this conclusion focuses on marginal students — students who enter higher education
under-prepared. My analysis with Dr., Eric Bettinger suggests that there is a benefit to
having these students take remedial courses. The courses appear to give them the skills
necessary to then persist and complete a bachelor's degree.

Undoubtedly, spending time taking remedial courses extends the time to degree and
increases the total cost of college. Statistics suggest most students need only one or two
remedial courses so the cost is not significant, particularly in the face of the potential
benefits of the courses. However, among low-income students, who are likely to come from
lower-quality high schools, the need for remediation is greater. Therefore, the neediest
students are the ones most likely to suffer the additional costs associated with taking
remedial coursework.

However, the social costs of not allowing students to take remedial courses are far greater.
While long-term solutions may rely on changes in K-12 and reforms that better link high
school and college, several present and long-term concerns must be considered. Unskilled
individuals have substantial expenses associated with them such as unemployment costs
and increased government dependency, crime, and incarceration. Moreover, the increasing
demands of the economy in terms of skill encourage the nation to find an effective way to
train its workers. As noted in a 2002 Time magazine article, eliminating remediation in
higher education could “effectively end the American experiment with mass postsecondary
education.” Approximately 40 percent of first-time freshmen require at least one remedial
course. The problem is a significant one, but doing nothing is a far more expensive option
for the country.
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President Patricia A. McGuire
Trinity (Washington) University

Before the Senate Finance Committee
December 5, 2006

On the Announced Hearing Topic:

“Report Card on Tax Exemptions and Incentives for Higher Education:
Pass, Fail or Need Improvement?”

Trinity (Washington) University is pleased to be a part of Congressional history. Trinity Alumna
Nancy Pelosi is about to become the first woman ever to be the Speaker of the House. We
proudly congratulate this great Trinity Woman as she assumes the weighty responsibilities of the
Speaker’s chair.

Trinity in 2006 is a remarkably different institution from the historic Catholic women’s college
where Speaker-elect Pelosi graduated in 1962, and where I graduated in 1974. We continue our
historic women’s college, Trinity College, as the core of a larger, diversified university that also
has coeducational units serving adult and professional students, teachers and principals. Most
significantly, Trinity lives its historic mission of access for women with a clear sense of the
social justice commitment we learned from our founders, the Sisters of Notre Dame de Namur.

Trinity today enrolls more District of Columbia residents than any other private university in the
nation; nearly half (about 785) of our 1650 degree students are D.C. residents. Virtually all of
these residents come from the eastern half of the city, fully a third from east of the Anacostia
River in Wards 7 and 8. We are the only university offering a degree program east of the river.

Nearly 90% of Trinity’s students today are Black and Hispanic, and more than 95% are low
income students who receive substantial unfunded tuition discounts in order to attend Trinity—
40% is our average full-time tuition discount. “Unfunded” means that we do not have
endowment subsidizing these “grants”—this is lost revenue, amounting to nearly $4 million
annually on our $23 million budget.

More than half of our students are eligible for Pell Grants. Trinity’s full-time tuition is $17,700
this year, but I don’t know of any students who actually pay that amount. After the Trinity
discount, the Pell Grants, the D.C. Tuition Assistance Grants and other financial aid including
loans, the typical full-time Trinity stadent pays about $2,000 or less out-of-pocket for remaining
tuition balance and related non-housing expenses like books or transportation. That’s still a great

Trinity (Washington) University
Office of the President 125 Michigan Avenue, NE  Washington, DC 20017 202-884-9050 phone  202-884-9056 fax
ident@trinityde.edu  www trinityde.edy
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struggle for many of our students, particularly those from the eastern wards of D.C., most of
whom are working 30-40 hours a week, even as full-time 18 year-old freshmen, in order to
achieve their dream of a college degree at Trinity. The majority of these students have virtually
no “expected family contribution” when financial aid calculations are done, and they are largely
independent students even though they are of traditional college age. Many of these students
also contribute to the support of their families, including, in some cases, their own children. But
their desire for a college education is so strong that they are willing to work hard and make many
sacrifices in order to stay in school and graduate.

Trinity’s studies show that during the last five years 65% of our D.C. students are either still
enrolled or have graduated, a remarkable rate of success in a city where completion rates are
otherwise dismal.! A recent report by the D.C. State Education Office, funded by the Gates
Foundation, hailed Trinity’s success with D.C. students: “...the District should more proactively
encourage increased D.C. student enroliment in colleges with a track record of success in serving
low-income and minority students, including higher graduation rates. ..such as Trinity....”

Trinity’s endowment is about $10 million. That’s five times larger than when I started in 1989,
but still critically low. Inmy 18% year in office I am among the 27% of private university
presidents with salaries below $200,000 (60% are below $300,000). Ihave the same fringe
benefits as any other employee at Trinity. I own my own house and drive my own car to work.
{I do get one extraordinary perk: an orange parking cone reserves my parking space near the
front door of Trinity’s Main Hall!)

I could work in many other positions and make a lot more money. So could all of my colleagues
on the faculty and staff of Trinity. But we choose Trinity because we love what we do, and we
are completely devoted to the success of our students.

We are not alone. The story I have just told you is repeated in various ways each day across the
United States on the campuses of more than a thousand small private colleges and universities.
We are the relatively obscure laborers in the vineyard, doing some of the most effective and
creative educational work in this nation for new populations of students once excluded from
higher education. You won’t read headlines about us and our hedge funds—we don’t have any!
We spend our days worrying about how to find more support for our students, how to keep up
with the insatiable demands for more technology and infrastructure improvements, how to ensure
that our talented faculty and staff choose to remain devoted to the success of our students.

We worry about regulatory behaviors aimed at a very few very elite institutions that will have a
much more harmful effect on us—Harvard will barely feel the pinprick of a policy action that
could put us out of business, literally.

So it is with the whole concept of the tax exemption for institutions of higher education. When |
read the headlines, I can well understand the Senate Finance Committee’s concerns about a few
institutions growing richer and richer each year, and a few presidents having extraordinary

! For more on Trinity’s success with D.C. students go to hitp://www.trinitvde.edu/de/.

2 “Doubling the Numbers: a Call for Action for the District of Columbia,” D.C. State Education Office, October
2006, Available at hitp://newsroom.dc.gov/show.aspx/agency/seo/section/2/release/9936.
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compensation. There are historical and competitive reasons for this on which I will comment
momentarily. But as the old legal axiom says, hard cases make bad law.

In your effort to understand and construct policy for the very few very wealthy institutions in this
nation, do no harm to the rest of us whose students need our good work and scarce resources, and
who also need the ongoing support of federal financial aid in even more generous measure.

Incentivize good conduct for those with wealth, yes. But don’t penalize the vast majority of
smaller, less well-endowed private colleges and universities by tinkering with our tax exempt
status.

The federal tax exemption for education recognizes the essential public good that schools,
colleges and universities contribute to the nation; higher education is one of the drivers of
economic productivity and lifelong economic security for citizens. In 2004, private colleges and
universities employed nearly a million peogle nationwide, and had a cumulative impact of more
than $340 billion on their local economies.” The public good provided by independent
institutions is widely felt. Our colleges and universities not only spark economic development,
but instill community service in students, and serve as centers of cultural, recreational, and social
life in their neighborhoods. Even in a smaller institution like Trinity, our services for our
neighbors are extensive; Trinity is one of the largest employers in Ward 5 in D.C., and our
community relies on us for many services: employment, education, recreation for children and
fitness opportunities for senior citizens, convening spaces, tutoring and other community service
activities, and even security. Without our nonprofit status, none of this would be possible.

Moreover, the tax exemption is essential to enable donors to make charitable gifis that support
scholarships and other needs of these institutions. Without the tax exemption, universities would
lose significant charitable revenues, driving up the cost of tuition and potentially jeopardizing the
very existence of the majority of the nation’s 1600 private colleges and universities. Without
these institutions, millions of students, many of whom are low-income minority students in urban
private universities, would lose the support they currently receive to fulfill their dreams of
intellectual and economic success.

L. _Context and Scope

Harvard’s endowment is extraordinary, yes. But it is just that—extraordinary—and not the right
basis on which to make public policy. Putting Harvard into context:*

» For the end of fiscal year 2005, there were 1366 Title IV degree-granting private not-for-
profit institutions that reported endowment data to IPEDS (Integrated Postsecondary
Bducation Data System, the U.S. Department of Education’s massive database of
information about colleages and universities). See the table below.

e The median endowment (50% of schools below and 50% of schools above) for these
institutions was $16.3 million.

? Data provided by the National Association of Independent Colleges and Universities (NAICU).
* Data provided by NAICU.
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s Only 38 of these institutions reported endowments of more than $1 billion.

s None of the great universities in the District of Columbia has a $1 billion endowment—
George Washington University has an endowment of $823 million, and Georgetown is
$741 million, comparatively modest sums in light of the fact that these endowments
barely match the size of the operating budgets for these institutions.

s Total U.S. post-secondary enrollment for fall of 2004 was 17.7 million students. Private
not-for-profit enrollment was approximately 3.4 million students.

TABLE: 2005 Endowments of Private Colleges and Universities
(Source: IPEDS - U.S. Department of Education)

Number of | Percent of | Endowment Endowment Range Percent of Total

Institutions | Reporting | Range (maximum) Private Not for Profit
Institutions | {minimum) Students Enrolied

683 50% 0 $16.3 million 26%

447 33% $16.3 million | $100 million 33%

162 12% $100 million $500 million 20%

36 3% $500 million $1 billion 8%

38 3% $1 billion $26 billion (Harvard U.) | 13%

Regarding the compensation of presidents: context is also important. Of 670 private colleges
and universities listed in the 2006 presidential compensation survey of the Chronicle of Higher
Education, 60% had salaries less than $300,000, and 27% were at less than $200,000. While a
few individuals had extraordinary compensation, usually due to a deferred compensation
arrangement, the mainstream compensation of college and university presidents is not out of line
with contemporary norms for leaders of a wide variety of nonprofit institutions. Indeed, for
many of us, our compensation is significantly less than the compensation of peers who are
running nonprofit associations, foundations and other tax exempt organizations.

Also, regarding tuition prices, of 1200 private colleges and universities listed in the Chronicle of
Higher Education’s tuition survey,” the average tuition is $22,218 and the median tuition is
$18,320. But given the prevalence of discounting tuition at private colleges, the actual cost to
the student is much less, about $13,200.

Students attending private colleges and universities today receive five times® more grant aid from
their own institutions than from the federal government. Nationwide, private colleges enroll
proportionately at least as many low-income and minority students as public four-year
universities, but they graduate from our institutions at a higher rate. Some of us actually enroll
significantly more low-income students than our neighboring flagship state universities. A 1999

* Chronicle of Higher Education, November 3, 2006.
¢ NAICU data source.
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Washington Post report’ indicated, for example, that Trinity’s median family income as $35,000
while the median family income at the University of Virginia was $94,000. The gap has only
widened in recent years.

2. Wealth Creation Among Universities: Historical Notes

Some of the recent rhetoric around the wealth of Harvard and other elite universities, and their
admission policies, makes it sound like all of this just happened. On the contrary, the historical
roots of elitism and wealth among certain private universities are centuries-old.® Before the
middle of the 20™ Century, private higher education was largely the province of the Protestant
aristocracy. Catholics, women, Blacks and other discrete social groups founded their own
colleges because they were denied admission to the bastions of WASP privilege. Public higher
education evolved differently, of course, but still, few working class students had the time or
preparatory education to devote to higher learning.

Several landmark events in the mid-20" Century changed American higher education forever.
Starting with the G.1. Bill in 1944, and later with the Higher Education Act of 1965 (and its
many reauthorizations), deliberate public policy changed the whole idea of earning a college
degree from a leisure time occupation for children of privilege to a necessity for preparing
citizens of many ages and backgrounds for work. The G.I Bill made adult education
mainstream; the Higher Education Act emphasized egalitarian access rather than elitist
exclusivity.

The Cold War, Sputnik and the Space Race all led to heightened awareness of the importance of
higher education for the nation. The National Science Foundation grew out of this concern and
poured millions of defense dollars into university laboratories and science faculties. The Civil
Rights movement emphasized the creation of economic opportunity for all, and the Supreme
Court and subsequent Civil Rights Acts enshrined this value in law. The Women's Rights
movement emphasized the importance of including women in the mainstream of academic
achievement, leading to massive coeducation, and Title IX enshrined this philosophy in law.

Meanwhile, the NCAA and television networks conspired to bring the names and athletic
accomplishments of many universities into the living rooms of America, and over time Division
I men’s football and basketball became significant drivers of wealth and popularity for some
institutions. The Bowl Championship Series and the Final Four became national sporting events
of statures close to the Super Bowl and World Series.

All of this took placé as the largest generations in the history of the world—the Baby Boomers,
Generations X and Y, and the Baby Boom Echo—moved through school systems and on into
college. The consumer movement that the Boomers shaped around almost every commodity had

? Kenneth J. Cooper, “The Well-to-Do at the Public U; Increasingly Affluent Students are Choosing State, Not
Private, Colleges,” The Washington Post, November 25, 1999, p. A03.

% Consider the famous ruminations of Virginia Woolf in her 1929 essay A4 Room of One's Own as she compared the
splendor of the mythical Oxbridge men’s college with its “foundation of gold and silver” with the impecunious
Fernham, the women’s college, where “The amenities. .. will have to wait.” (Virginia Woolf, 4 Room of One’s Own,
1929 Harcourt Brace, 1981 Harvest Paperback, pp. 10 and 20.)
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a tremendous impact on higher education, along with the sheer volume and great diversity of
new higher education consumers that swept across the industry starting in the late 1960s.

Middle-class and upper-class consumers have played a significant role in shaping today’s
stratification of institutions of higher education according to wealth, prestige, amenities, access
and affordability. Many studies document these phenomena.9 Elite consumers seek out colleges
and universities that enroll other elites, and they demand living and learning environments that
satisfy their lifestyles and standards of living—hence, the proliferation of expensive new
construction for residence halls and recreation centers on many elite university campuses.
Robert Zemsky refers to the institutions that such consumers seek as “Medallion” institutions."®
Middle class families want to emulate the elites, but with more emphasis on value for the tuition
dollars invested. Low income students and part-time adult learners want access, first, and
affordability, also first; glitzy lifetstyle amenities, while important, can be traded for more
affordable options that emphasize quality instruction and convenient schedules. All want the
prestige of association with a good institutional name, but some are willing to pay much more for
a famous name.

I'have witnessed the sociological truths of American educational consumers intensely during my
nearly two decades as Trinity’s president. As low income Black and Hispanic women from D.C.
and the close-in suburbs sought the benefits of a Trinity education in greater numbers, middle-
class white students declined in number.

Race and social class are still large wedges dividing America’s citizens and institutions, ensuring
continuing segregation of low income minority students in relatively less wealthy urban schools
while wealthy elites, predominantly white but more racially diverse than in previous generations,
seek out, build and sustain the “Medallion” institutions. Notably, certain public universities—
the “flagship” institations—now join the Ivy League and a few other private colleges and
universities as gathering places for the elites of American society.!! Children from lower socio-
economic strata, who are disproportionately Black and Hispanic, suffer in under-performing
elementary and secondary schools where they do not receive the academic preparation necessary
to gain entrance to elite colleges. The intersection of poverty, race and family cultures on the
success or failure of children in K-12 education has been studied at length,12 But, research aside,
what’s most obvious is that as children progress through levels of schooling, students with
similar economic, academic and cultural backgrounds increasingly group together in the same
institutions, with “diversity” for many elite schools becoming an elusive goal, or a curious
experiment at the margins.

® See Robert Zemsky, Gregory R. Wegner, William F. Massey, Remaking the American University: Market-Smart
ﬁ)ﬂd Mission-Centered, 2005: Rutgers University Press.

Ibid.
' See “Public Colleges as Engines of Inequality,” New York Times Editorial, November 23, 2006. See also Danette
Gerald and Kati Haycock, “Engines of Inequality: Diminishing Equity in the Nation’s Premier Public Universities,”
The Education Trust at http.//www2 edtrust.org/EdTrust/Press+RoonyEngines+of+Inequality htm.
2 See the most recent excellent analysis of poverty, race and family conditions affecting educational attainment in
the article “What It Takes to Make a Student” by Paul Tough in the New York Times Magazine, November 26, 2006,
p. 44.
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As these consumer trends evolved, several critical factors came together to create a “perfect
storm” of opportunity for a few universities to become extraordinarily wealthy and remarkably
selective: credit ratings, fund raising and commercial rankings.

3. _Impact of Credit Ratings on Institutional Wealth and Prestige

Most college and university campuses are small cities with comphcated physical and
technological infrastructures. Many have buildings dating to the 19" century or earlier. Many
also have buildings constructed in the bad architecture days of the mid- 20™ century, often with
federal monies that are no longer available for projects like dormitories. 40 years later, most of
these 1960s buildings are in desperate need of replacement.

Higher education has largely done a very poor job of explaining why our costs rise at a much
greater rate than inflation, and, therefore, why tuitions often rise faster than inflation as well.
The biggest drivers of costs at private colleges and universities are rising faster than both
inflation and tuition. They include institutional grant aid, utilities, health care, property and
liability insurance, library materials.

Facilities and technology are also significant drivers of the rapidly rising costs of managing our
educational cities and towns. Here again, consumers—not just students, but also faculty and
staff, and even neighbors who use our buildings and services—have certain standards that they
expect to find when coming to work or sitting in class.

[ have students, for example, who are stunned the first time they hear pipes clanking when we
turn on our heat in Main Hall each fall, since they’ve never been in a place with a single-pipe
steam heat system, a true relic of the 1800s. Faculty sometimes have a hard time being heard
above the whine of window air conditioners in the summer. Staff in the dining hall serve three
meals a day in the deep summer in stifling kitchen spaces built long before air conditioning was
even imagined. I could easily spend $100 million in hidden infrastructure improvements.

Trinity is not alone; thousands of outmoded buildings remain operational on university campuses
today. Many lack modern HVAC'" systems, sprinklers, elevators and other functionalities that
are today’s necessities, not amenities, as new consumers bring ADAM and OSHAY issues,
security, environmental and life safety expectations that modern risk management practices
require us to anticipate. Insurance companies, knowing the risks of consumer expectations
today, are also significant players in the ratcheting of costs-and-expectations for the new
definitions of “basic” infrastructures. Even FASB'® gets into it, adopting the FIN 47 rule that in
2006 now requires calculation of what can be a sizeable reserve on the balance sheet for the
future liability of asbestos removal, even if the asbestos is currently encapsulated.

All of these issues drive infrastructure costs and lead universities to decisions about capital
improvements through renovating, demolishing and adding buildings. Like other businesses,

3 HVAC = Heating, Ventilation and Air Conditioning Systems.

!* ADA = Americans with Disabilities Act, guaranteeing access and equal treatment for persons with disabilities.
¥ OSHA = Occupational Safety and Health Act, protecting the safety of workers.

!¢ FASB = Financial Accounting Standards Board that sets rules for accounting.
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universities borrow money in order to support their capital needs. The credit rating business
determines how much, and at what price, we will be able to borrow money.

Attaining and sustaining the best possible credit rating is one of the most important fiscal
responsibilities of the leadership of any university. But the standards that Moody’s and other
credit rating agencies apply to determine the credit rating often work in conflict with other values
that institutions might espouse, and that public policymakers might also consider very important.
Perhaps the greatest irony in this entire conversation about the financial obligations of higher
education is the fact that the most scrupulous discharge of the fiduciary duty of the president and
trustees of the university might also offend public policy notions of affordability, access and
fiscal restraint.

Consider this summary from Moody’s 2006 Private College and Universities Medians:!’

“Moody’s 2006 private college and university medians support our ongoing stable rating outlook
Jfor the higher education sector. Key credit strengths include:

» Continued strong student demand for private higher education, as evidenced by growth
of median enrollment and strengthening student selectivity;

« Strong growth of net tuition per student supporting positive operating performance and
healthy debt service coverage; and

« Positive investment returns and successful fundraising bolstering financial reserves.
These credit strengths are offSet by the following challenges:

« Intense competition for students and research grants resulting in institutions increasing
their spending on programs and borrowing heavily to invest in physical facilities;

* Moderately weaker balance sheets as strong investment returns barely keep pace with
rapid debt increases; and

* Heightened external scrutiny of higher education tuition affordability raising concerns
about future continued growth of net tuition per student.”

Note the last point. Moody's and other rating agencies place a great deal of emphasis on growth
in pet tuition, which is achieved through establishing the best possible tuition price and
discounting as little as possible, which means that only those consumers who can afford to pay
the high tuition will have access.

Moody’s and other credit rating agencies take a very dim view of institutional practices that (a)
repress tuition growth and (b) provide greater access to more needy students (who require larger
tuition discounts). At Trinity, when we were in the process of securing our first-ever credit

7 All itaticized quotations in this section taken from Moody’s Investors Services, “Private College and University
Medians 2006.”
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rating in 2002 (Bbb- from Standard & Poor’s), we learned that our restrained tuition price and
large volume of minority students (who are assumed to be very needy) would have a substantial
negative impact on our ability to get a good rating.

Consider this statement from the 2006 Moody’s Private College and University Medians:

“Aaa-rated colleges and universities (15 institutions) continue to demonstrate very strong
student demand resulting in pricing power. Excellent freshmen selectivity (19% in fall 2005) and
matriculation (60% in fall 2005) highlight that these institutions would likely be able to increase
tuition levels, while maintaining strong student demand and stable enrollment.” (page 6)

Moody’s goes on to note:

“Despite their typically high sticker prices and pricing elasticity, all of these institutions have
large financial aid and scholarship programs. Many of these institutions maintain a need blind
admissions process, and some are committed to meeting demonstrated need of all admitted
students. Some institutions have recently enhanced their financial aid programs in order to
attract a more socio-economically diverse student body, by significantly reducing the level of
parental contribution from families below set income levels. As a result of this tuition
discounting, net tuition per student has grown at a slower pace than that of the other rating
categories.

“Median net tuition per student of the Aaa-rated colleges and universities is a high $17,206 in
FY2005, up 10% from FY 2001. However, Aaa-rated institutions depend on student charges,
including tuition, fees, and auxiliary revenue, for a relatively small portion of their operating
bases. Student charges represent a median 15% of operating revenue in FY 2005, compared to
investment income (35%), grants and contracts (20%), and gifts (10%) which are more
significant contributors of operating revenue.” (page 6)

Note that Moody’s does not look particularly favorably on the recent practice of some elite
institutions of providing tuition-free education to students from families under a certain income
level.

Moody’s acknowledges the concentration of wealth in a very few institutions:

Wealth continues to be heavily concentrated in the higher rated colleges and universities, with
the combined 63 Aaa and Aa-rated private universities (approximately 23% of the total
portfolio) holding more than 80% of total financial resources. Strength of student market
position and operating reliance on student charges also distinguish the higher and lower rated
institutions. For example, Aaa-rated universities are highly selective (19% median freshmen
selectivity in fall 2005) and depend on student charges for only 15% of operating revenue,
compared to Baa-rated institutions, which accept a median 72% of freshmen applicants and rely
on tuition and auxiliary revenue streams for 84% of their operating bases.

The problem is, of course, that in the world according to Moody’s, the rich can only get richer—
securing more debt to build more glamorous amenities to satisfy their ever-larger applicant
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pools—while the rest of us put on a few more sweaters since our more limited borrowing
capacity means we won’t be replacing that old steam heat system any time soon.

4. _Fund Raisin

Fund raising, of course, also plays directly into the issue of credit ratings and wealth
accumulation. Daniel Golden’s book, The Price of Admission, provided me with several ruefully
entertaining hours. His book amply illustrates the well known fact in higher education that elite
families want to associate with other elites, and are much less likely to want to rub elbows with
large numbers of students from other backgrounds. This tendency does drive big-time university
fund raising, leading to the other well known fact that a very few institutions consume a
significant amount of the charitable giving to higher education.

Moody’s and other credit rating agencies also reinforce this behavior, since fund raising capacity
is another one of their significant criteria. Simply put, the more likely it is that a university can
raise significant amounts of charitable gifts, the better its credit rating and the more money it can
borrow at lower cost, in order to provide even better amenities to an increasingly selective
student body.

However, most institutions of higher education, including private colleges and universities, do
not raise money in the manner described by Mr. Golden, or at the levels that a very few elite
universities have sustained. In a study by the Council for Aid to Education, 20% of all
universities received 75% of the charitable dollars—those were the research universities.
Meanwhile, the much larger group of private master’s universities and liberal arts colleges (427
institutions, or 42% of the group studied) received only 17% of the charitable dollars.

The tax exemption is essential to enable private colleges and universities to raise charitable gifis
that support a sizeable amount of our service to our students and communities. Many students
and families do not realize that the tuition they pay covers only part of the actual cost of the
student’s education, as little as 30% in some schools. Charitable gifis provide an important
percentage of the operating costs at most institutions, through both direct gifts to parts of
operations as well as endowment income.

At Trinity, for example, of the $23 million in revenues we expect this year in our operating
budget, we plan on about $1 million (4%) in charitable gifts in our Annual Fund. We are more
heavily tuition-dependent than many other institutions, about 80%, and this is considered a real
liability by Moody’s and other credit rating agencies. Nearly $4 million in gross tuition revenues
is actually the unfunded discount we provide to the very needy students in our full-time College
of Arts and Sciences. While we gross $9 million from that tuition line, we net only $5 million
because of the discount. Because of this, charitable gifts are even more important to help ensure
that Trinity can balance our budget each year. Balancing the budget is an important objective
because we do have a $19 million bond, our full debt capacity, and we have to meet the
covenants which include balancing the budget. The bank is not moved by our service to low
income students; the bank wants to be sure we are able to pay off the loan.

Hundreds of institutions like Trinity serve critically needy student populations on campuses that
have large infrastructure development needs. We must raise money to close the gap in our
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budgets for the unfunded discounts, while also raising capital support for building improvements,
faculty development, technological upgrades and similar projects that directly improve the
quality of the student learning experience.

By tampering with the tax exemption for colleges and universities, Congress would undermine
its own stated objectives of increasing access and affordability for citizens to obtain a college
education. The Harvards of the world would be more than able to figure out creative ways to
cope with such a loss, but institutions like Trinity would not be able to sustain their already-
fragile business models in such an environment. The loss to hundreds of communities around
the nation would be dramatic, as the jobs, goods and services provided by these smaller private
institutions would evaporate.

3. _College Rankings

Commercial rankings such as the U.S. News and World Report “Best Colleges” annual report are
the other factor driving the accumulation of wealth and prestige among certain institutions today.
Rankings are a dubious way for any student to choose a college, since these lists do not reflect
much about the actual quality of teaching and learning on any given campus. But as a means to
feed the American infatuation with prestige and fame, rankings have no equal.

Institutional wealth is the most important factor determining the U.S. News rankings. Faculty
salaries, alumni giving, endowment-per-student and other indicia are all wealth factors.
Moreover, much like credit ratings, U.S. News rewards institutions that do not enroll large
numbers of low income minority students, since those students tend to have lower SAT scores
and lower rates of retention and completion.

In spite of the obvious deficiencies of rankings, institutions of higher education and their various
constituencies play the games with passion—at least those very few institutions on the top lists.
Lost in the annual media frenzy over the lists is the fact that several thousand institutions on the
lower tiers actually do a great job educating their chosen markets of students, often at much less
cost and with many fewer resources than the large, prestigious universities.

Given our fundamental values of Freedom of Speech and Press, there’s nothing that Congress
can do about rankings—but understanding what they’re really about, and how they influence
institutional behavior for better or worse is important when considering policy alternatives. In
fact, the great paradox of rankings is just like the paradox of credit ratings: presidents and
trustees often consider it to be among their most important duties to improve institutional
reputation, of which the rankings are a big part. Yet, in focusing on moving up in the rankings
game, they often must take actions that seem contrary to public policy, e.g., limiting access for
low income students so as to ensure good retention and completion rates.

6. What Can Congress Do?

Tinkering with the tax exemption for colleges and universities is the last thing Congress should
consider in thinking about how to get the few relatively wealthy institutions to share their
resources more equitably. For the vast majority of private tax-exempt American colleges and
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universities, money is only an issue in its scarcity compared to the very large needs we are trying
to serve.

Harvard can stand on its own sturdy legs to talk to Congress about its wealth and how to share it
more equitably. But let’s face it: even if Harvard were to raise the level of its “free tuition”
largesse for families from the $50,000 family income to $100,000 or more, not that many more
students would benefit, since so relatively few low-income students can perform academically at
the elite levels expected at Harvard, Princeton and elsewhere.

In reality, these large social issues play out at much earlier places in the lives of students, in the
failing urban public school systems and impoverished families where reading and academic
success are not necessarily prevalent virtues. There are many institutions of higher education
like Trinity who consider it a profoundly important mission to educate such students, and we are
privileged to welcome them to our campuses. The real chatlenge is how Trinity and institutions
like us will be able to continue to provide the affordable access and substantial support services
like tutoring and academic support that we currently provide to low income students even as our
critical institutional needs for infrastructure improvement loom large.

For starters, thousands and thousands more low-income students nationally will benefit if
Congress in its wisdom will increase the maximum Pell Grant, which has not grown for five
years from its current level of $4050, as well as continue to strengthen other vital federal
financial aid programs.

In the same way, middle-income families will continue to need the support of tax incentives to
help offset their college expenses. Student loan interest deductions, HOPE and Lifetime
Learning tax credits, 529 plans, and tuition deductions help middle class families pay for college
at every stage of the financing pipeline. The 529 plans allow families to save for their children’s
education when they are young. Tax credits and deductions help ease tuition payments while
students are in college. And the student loan interest deduction gives graduates getting started on
their careers a break in paying back their college loans.

When the federal government helps students pay for college, it invests in our nation’s future. A
college education benefits not only the individual, but society as a whole. A highly educated
work force has become an essential component of economic growth and competitiveness. It is
estimated that increases in national educational attainment have accounted for almost 30 percent
of the growth in national income this century. Because they earn more, save more, and are
unemployed less frequently, college graduates make fewer demands on the public purse and pay
more taxes.

Some critics have said that increases in federal student aid encourage colleges to increase tuition.
The congressional education committees have asked the Department of Education to study this
very question several times over the past few years. Consider these findings of the studies:

v" Study of Costs and Prices (2001): Regarding the relationship between financial
aid and tuition, the models found ne association between most of the aid
variables (federal grants, state grants, and student loans) and changes in tuition
either in the public or private not-for-profit sectors.
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¥" The Impact of Federal Student Financial Assistance on College Tuition
Levels (1997): Federal assistance is unrelated to private college tuition. Among
private 4-year colleges, federal student aid changes have stimulated the provision
of additional institutional assistance and have not replaced existing forms of aid.

v Issues of Cost and Price in Higher Education (2001): There is little evidence—
and little theoretical evidence to suppose—that federal student aid increases have
contributed to tuition inflation.”

The research shows that there is no association between federal student aid and increased tuition.
In fact, recent state budget actions show that cuts to student aid lead to tuition increases. For
example, when states cut funding for higher education, tuition at state colleges and universities
increased rapidly. Private colleges and universities have increased their financial aid budgets
significantly to make up for the loss in the value of federal student aid over the last 5 years.

Yes, low-income and middle-class students deserve as much access to excellent higher education
as their elite peers at very prestigious, wealthy institutions. For that very reason, Congress needs
to stay focused on the needs of these students, and not get distracted by the very few institutions
whose wealth or compensation policies snag headlines. In expressing concemn about the few,
Congress should not miss the bigger story about what’s right in higher education among the
thousands of modestly-resourced colleges and universities that do their work well each day
without much notice or glamour or exceptional charitable gifts.

I urge the Senate Finance Committee to continue to exercise its customary extraordinary care in
distinguishing the unusual stories of the elites from the mainstream needs of the majority of the

17 million students currently enrolled in colleges and universities all over this great nation.

Thank you for considering this testimony.
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President Patricia McGuire
Trinity (Washington) University
Washington, DC

Apologies for my delay in response.

Below are my answers to the questions posed by Senator Baucus concerning the testimony 1 gave in
December 2006 on higher education costs and finance. Please contact me if you need any further
information.

1. In your testimony, you stated that Trinity (Washington) University is discounting the 817,000 cost
of tuition for full-time students. Please discuss how Trinity is helping students pay for tuition.

Trinity provides a number of sources of financial assistance to students, including:

On average, Trinity provides an institutional discount to approximately 90% of all full-time
undergraduates, and this discount is about 40% on average. Trinity’s endowment is quite
small, only about $10 million, so the discount is largely “unfunded” meaning that there is no
money backing the discount.

Trinity’s total discount volume in 2006-2007 was about $3.6 million on gross full-time
undergraduate tuition volume of $8.9 million.

Nearly 60% of Trinity students receive Pell Grants.

Nearly 50% of Trinity undergraduates are D.C. residents; 65% are African American and
12% are Latina.

Trinity students who are D.C. residents are also eligible to receive a $2500 D.C. Tuition
Assistance Grant and additional grants from the D.C. College Access Program. Trinity
works with these grant sources to be sure that every eligible student takes full advantage of
these programs.

With the Trinity discount of about $7300, the Pell Grant at $4000, the D.C. TAG Grant of
$2500, and a D.C. CAP Grant of varying amounts, along with some Federal Work Study
money, the average low income D.C. student at Trinity might have a final bill of no more
than $2000 (some even less) that can be covered with loans.

Trinity (Washington) University

Office of the President, 125 Michigan Avenue, NE, Washington, DC 20017 202-884-9050 Phone 202-884-9056 Fax

president@trinitvdc.edu  www. trinitvde.edu
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(Please note that Trinity’s full-time undergraduate tuition in 2007-2008 is $18,250, and the discount
proportion remains the same.)

2. Please discuss the workforce education programs that Trinity offers for non-traditional students.

Since the middle of the 1980’s, Trinity has offered undergraduate and graduate programs for working
professionals in the Washington region, with a clear emphasis on working women. The primary
programs of interest to these students are Business Administration, Human Relations and
Communication. 'Trinity added Nursing in 2006, and intends to develop more programs focused on
preparing Health Care professionals.

Trinity’s tuition price for undergraduates in these programs is significantly less than many area
universities. Instead of discounting, we just set the per-credit-hour tuition at a lower level for working
aduits. Undergraduate per-credit-hour tuition in the School of Professional Studies is $465 (compared
to the $590 per credit hour tuition in the full-time College of Arts & Sciences.)

In 2005 Trinity became the first university in the Washington area to offer a degree program east of
the Anacostia River in the Parklands community of southeast Washington, at a location known as
THE ARC (Town Hall Education, Arts and Recreation Campus). Trinity offers an Associate of Arts
degree program at THE ARC. Tuition for this program is just $150 per credit, reflecting Trinity’s
sensitivity to the low income population served in Wards 7 and 8 of the District of Columbia.

Trinity’s program at THE ARC will expand in future years to include baccalaureate and master’s
degree courses, since many of the residents of that neighborhood have expressed a clear desire to
continue advancing through the educational levels. With such advancement they also realized
promotions at work and enlargement of their career opportunities.

3. Please comment on Dr. Dynarksi’s praposal to combine the Pell Grant and HOPE
Scholarship/Lifetime education tax credits into one refundable education tax credit.

While this proposal may appear to some to be interesting on the surface, in fact, in terms of meeting
the greatest need for financial aid among low income populations, the proposal is largely irrelevant. A
tax credit may be an exciting idea for middle class parents, but for a low income student who is de
facto independent and struggling to eamn enough money to pay her college bills on her own, without
parental support, the concept is entirely foreign and unhelpful. She needs immediate cash to pay her
tuition bill and buy books. The tax credit would not become real cash until well past the time of her
financial need, and only if she files a tax return.

The best thing Congress can do to help low income students obtain a college education is to increase
the Pell Grant annually to keep pace with the cost of living.

Trinity (Washington) University
Office of the President, 125 Michigan Avenue, NE, Washington, DC 20017 202-884-9050 Phione 202-884-9056 Fax
president@trinitvde.edu  www.trinityde.edu
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Statement of Senator Gordon H. Smith
Hearing before the Senate Finance Committee

The Importance of Ensuring the Opportunity for an Affordable College Education
for Lower and Middle Income Americans

A college education has never been more valuable and important than it is in America
today.

Unemployment statistics demonstrate that people with a college degree have an easier
time finding and keeping jobs than those without one. Although the national
unemployment was low (i.e., 4.4%) in 2005, workers who did not graduate from high
school had a higher unemployment rate of approximately 8.8 percent. American workers
with a high school degree had a 5.4% unemployment rate, those with some college had a
4.2% unemployment rate, and those with at least a bachelor’s degree only had a 2.3%
unemployment rate. We need to do more to reduce the unemployment rate for all
Americans whether they have a college education or a high school education.

In addition to employment rates, it is also well known that the level of educational
attainment has a tremendous impact on earning potential. Today, individuals between the
ages of 25 and 34 and who have a college degree earn $13,900 more per year than their
counterparts with a high school diploma. This earning gap only increases over time;
those between the ages of 45 and 54 with a bachelor’s degree earn $22,900 more per year
than those who completed only high school.

College graduates also enjoy benefits beyond increased income. Research has shown that
college graduates have higher levels of saving, increased personal and professional
mobility, improved quality of life for their offspring, and better consumer decision
making.

However, while a college degree is more important than ever, it is becoming harder for
many people to attain due to ever increasing tuition costs. At public four-year colleges,
tuition and fees have gone up 35% in the last five years, even after adjusting for inflation.
Currently the average tuition and fee charges at public four year colleges are $5,836--up
6.3% from the previous year.

It is for these reasons that I have introduced legislation with my colleague, Senator
Bingaman, to increase the affordability of higher education, particularly for community
college students. S.1697, a bill to Reform Hope Scholarships and Help Community
College Students, would amend the tax code to allow the Hope Scholarship Credit to
cover fees, books, supplies, and equipment. It addition, the bill would exempt Federal
Pell Grants and Federal supplemental educational opportunity grants from reducing



244

expenses taken into account for the Hope Scholarship Credit. Such a bill would be
helpful in that less than one-fifth of all full-time community college students received the
maximum Hope Credit.

Similarly, my colleague Senator Lincoln and T have led a bipartisan effort to broaden and
increase existing educational tax incentives by introducing S. 3940, the Educational
Opportunity and Affordability Act of 2006.

This bill would among other things: increase the number of elementary and secondary
school teachers eligible for the classroom tax deduction; allow the Hope Scholarship
Credit for the first three years of postsecondary education; increase the employee tax
exclusion for employer-provided educational assistance; and increase the tax deduction
for student loan interest.

I look forward to continuing to work on these important with my colleagues in the 110™
Congress in an effort to make a quality college education available and affordable to all.
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The Honorable Charles E. Grassley The Honorable Max S. Baucus
Chairman Ranking Member

Senate Finance Committee Senate Committee on Finance
219 Dirksen Office Building 219 Dirksen Office Building
Washington, D. C. 20510 Washington, D. C. 20510

Subject: Tuesday, December 5, 2006, “Report Card on Tax Exemptions and
Incentives for Higher Education: Pass, Fail, or Need Improvement?”

Dear Senator Grassley and Senator Baucus:

I commend you both on asking the questions for this hearing. Creating a workforce for
the 21* Century depends on revision of this situation. I have been Chief Financial
Officer of a Carnegie 1 Research University. Every day in the mail, I receive
solicitations for money from my schools, Williams College and Yale University.

Students I know and tutor at Bunker Hill Community College in Boston, trying to enter
the workforce as professionals, have little chance of finishing their degrees because they
lack hundreds of dollars for small tuitions. Many of these students are denied Pell Grants
due to supposed shortages of funds at the Department of Education. Tax policy now
places a higher priority for the nation on the indoor golf nets, built with tax-deducted
dollars, at Williams College than a Pell Grant for a community college student.

I submit here for the Committee my paper for the Center for College Affordability and
Productivity. Modest modification of tax policies on donations and on endowments can
create nearly two million new Pell Grants. In this time of need for so many low-income
students, are many universities and colleges taking more than their fair share of federal
resources?

An example: Columbia University has just announced a $1 billion raid — 246,913 Pell
Grant -- raid on the U.S. Treasury. By calling the raid a $4.3-billion capital campaign,
Columbia may proceed without further permission. Yet Article 1, Section 8 of the U.S.
Constitution gives Congress to determine spending for “the common Defence and
Welfare of the United States.” Surely, Alexander Hamilton did not imagine that his own
Columbia would usurp the federal government powers in this manner.
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U.S. Tax Policy, Research Grants and Higher Education:

The Undebated Billions
by Wick Sloane, R h Fellow & Jonathan Leirer, R h A

Columbia University has announced a $1-billion—or 246,913 Pell Grant—raid on
the U.S. Treasury. Cornell University has also joined the game, taking away
another $1 billion dollars in possible taxes, These raids have the blessings of the
Secretary of the Treasury, of both Houses of Congress, and of you and me.

By titling the raid a “$4 billion capital campaign® Columbia and Cornell can
proceed without further approval. In principle, Columbia will take $4 billion off
the taxable income of the donors. In a conservative estimate, this translates into at
least $1 billion less federal taxes collected.

This paper asks why, in seecking funds, the public debate omits the substantial
subsidies from our current federal policies on taxes for education and sponsored
research. The issue is not that we are reaching the wrong decisions on allecating
resources, but we are not even talking about the right questions.

Founded in 2006, The Center for College Affordability and Productivity (CCAP) is dedicated
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Research Grants and Higher Education -
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Columbia University has announced a $1-billion — or 246,913 Pell Grant — raid on
the U.S. Treasury. Cornell University has also joined the game, taking away another $1
billion dollars in possible taxes. So have the University of Virginia and Yale which are
in for $3 billion each. A $5 billion drive by Harvard is said to be in the wings. These
raids have the blessings of the Secretary of the Treasury, of both Houses of Congress, and
of you and me.

By titling the raid a “$4 billion capital campaign”, Columbia and Comell can
proceed without further approval. We, the people, have deemed contributions to such
campaigns are deductible from our income taxable by the Internal Revenue Service. In
principle, Columbia will take $4 billion off the taxable income of the donors. Ina
conservative estimate, this translates into at least $1 billion less federal taxes collected.

This $4 billion, along with the $25 billion generous people donate to 1.8, colleges
and universities each year, is not on the policy tables as the nation, again, has frozen Pell
Grants at a maximum of $4,050 per year. That’s less than an Ivy League meal plan. Pell
Grants are a major funding source for low-income students trying to complete college.

With the report in September from the federal Commission on the Future of
Higher Education (Spellings Commission) comes a recommendation to increase Pell
Grants. Even state college tuitions average now $5,800 (College Board, 2006 report).

Higher education leaders are already lauding the proposed increase and pressuring
the federal government to find the funds. This places the burden of the solution on the
government, absolving higher education of any independent action. What higher
education is hiding from the public is the array of federal funding beyond the federal
Department of Education.
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A modest proposal: How could the US increase Pell Grants without increasing
spending? Answer: Start the discussion by putting 2,043,407 (Table 1) new Pells on the
table, from credible modification of current tax policies. As of 2004, the U.S. spends $12
billion dollars on Pell Grants, from total Department of Education higher education
discretionary funding of $16.5 billion.

Table 1: Found Pelis

Modify donations tax policy 981,481
Cut Research Overhead by
50% 951,852
Taxing Elite Subsidy as
Income 44,444
1% Endowment Income Tax 65,629
2,043,407

This paper asks why, in seeking funds, the public debate omits the substantial
subsidies from our current federal policies on taxes for education and sponsored research.
The aim of this paper is to open the debate on the magnitude and use of total federal
funds now available for higher education. To put it differently, we are trying to expose
some disconnects in our national assumptions about education.

Analytic Frame

Federal tax policy, via tax-free endowments, tax-deductible gifts, and research
funds, provides substantial subsidies to U.S. higher education, public and private. The
question is not whether this is good or bad public policy per se, but rather why these
policies receive scant review, alongside other federal appropriation and budget spending
decisions for the Department of Education.

The web of federal policies regarding higher education is complex. Many small
unrelated decisions and details add up to a massive investment of which the Department
of Education is by no means the largest. And funding also comes through unrelated
agencies ranging from the National Endowment for the Arts to the National Institutes of
Health and the Department of Defense.

In addition to this funding, unexamined policies allocate billions in public capital
to higher education, public and private. This paper uses Pell Grants as an example of an
often-identified shortage. How many Pell Grants could be created with alternative
policies regarding the tax treatment of gifts to higher education? The point is to illustrate
the magnitude of resources that could be on the policy table, not to evaluate the
effectiveness of Pell Grants or even advocate an expansion of that program.



249

This paper looks at higher education in the context of federal non-profit status,
which governs donations, endowment income, and tax status. Private universities and
colleges hold this status. Public colleges and universities are often state agencies with
fundraising and endowment arms set up as independent nonprofits. The following
discussion could apply to all non-profits falling one way or another under federal 501 ¢ 3
tax status, ranging from hospitals to museums and orchestras.

Current U.S. Education Policy and Plan

Amidst the Spellings Commission discussions and all the debate in recent years is
always the question of whether the U.S. should have a national higher education policy at
all, Seldom stated is that the U.S. already has national policy, legislated and codified and
in force, on higher education. This policy was not consciously set in a coherent fashion
based on a consensus educational policy, but rather was backed into in a series of policy
actions over the years, but nonetheless, a policy it is.

Our national policy is to believe that the Founders, who didn’t mention education
in the Constitution, left higher education to the states. This ties the hands of anyone
trying to devise a national higher education policy. Our current national higher education
policy seems to be that we will ignore the poor. Our national policy is to let Medicaid
and rising medical costs crowd higher education out of state budgets. We know this, yet
we don’t have a plan. Our policy is to leave the problem to strapped statehouses. Our
national policy is to wring our hands about a lack of budget and appropriations for federal
student aid while giving away the store through the back door, with federal tax policy and
current methods of research funding.

Federal Tax Policy on Donations and Endowments

Generous donors gave $25.6 billion to colleges and universities in 2005. (Council
on Aid to Education.) Under current federal tax policy, these are tax-deductible dollars.
Current policy makes no distinction on the uses of the gifts. Athletics, new buildings,
and scholarships, for example, have equal deductibility rules. At least $295 billion in
U.S. college and university endowments (NACUBO 2005) earn income that current
policy exempts from federal taxation. That policy makes no distinction in the relative
wealth of the college — endowment per student, for example, or in relation to operating
budget. The implications of both policies are substantial. (Table 2)
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Table 2: Policy Effect for Donations and Endowments

$
Annual donations 26,500,000,000

(2005 CAE)
Tax rate 30%

If same amount not donated, taxed $
as income. 7,950,000,000
Change Tax Policy by

$
50% _3,975,000,000

Full Pell Grant 4,050
New Full Pells Available 981,481
Estimated Higher Ed $
Endowments 295,332,375,000
(NACUBO 2005)
NACUBO Average Rate of Return 9%
Annual Income 26,579,913,750.00

Tax Rate 30%

$
Foregone Tax _7,873,974,125

New Pelis Available 1,968,883

New Pells Available at tax of:

1% 65,629

We will illustrate by picking on the schools attended by the senior author,
Williams College and Yale. The implied federal tax subsidy, via tax policy, at these
schools, is $30,000 to $41,250 per student. (Table 3) This at least three times the full
cost per student at a community college. Or about seven to nine full Pell Grants at
current funding levels. Take the untaxed endowment income of those schools and then
the forgone tax revenue from tax-deductible donations. Divide that by the number of
students. While one can quarrel over methodology (e.g., even the definition of students),
the per student funding by any calculation is very large.
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Our national policy, then, is that the indoor golf driving nets at Williams, built
with tax-deducted dollars, are more important than Pell Grants for community college
students. The problem is even more pronounced when these large gifts are specifically
targeted for athletic programs and facilities. Should million dollar skyboxes at football
stadiums really receive the same tax emption as money donated to the school library?
Rep. Bill Thomas (R-CA) is asking that question, but few others are (and, unfortunately,
Rep. Thomas is retiring at the end of this year). Should a dollar in Williams’ current
$400 million capital campaign be worth the same deduction as a dollar to Friends of The
Library at Bunker Hill Community College?

Table 3: Individual College Example

Williams College Example

$
Endowment 1,500,000,000
Estimated annual return,
untaxed 10%
150,000,000
Reasonable Tax Rate 30%
Foregone Tax 45,000,000 45,000,000

Annual donations

From 2004 990 50,000,000

30%
Foregone tax 15,000,000 15,000,000
Total Annual Forgone Tax $60,000,000
Number of students 2,000

Annual tax subsidy per

student 30,000

$
At Endowment return of 15% 41,250
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What is the total impact of the golf nets and the $26.5 billion donations in federal
tax deducted dollars, to colleges and universities? Assume a 30% average tax rate for the
donors. This policy results in $7.9 billion in forgone tax revenues. As context,
remember that total 2004 federal discretionary spending from the DOE on higher
education was $16.5 billion, including $12 billion for Pell grants. So the implicit “tax
expenditure” from these tax policies is to reduce possible discretionary spending on
higher education in the U.S. Department of Education by close to 50 percent.

The current tax policy does not distinguish between the gift for the golf nets and a
gift for a scholarship or for faculty salaries. Different institutions have different needs
and few are as wealthy as Williams. None of the current debate on higher education, in
the recent Spellings Commission, or in frade groups, including student associations, has
this $7.9 billion from tax policy on the table.

We do not make the assumption that more money is the solution for educating
more people. But under current policy, neither higher education leaders, nor anyone else,
bave any idea of the magnitudes or the effect of the current public capital allocated to
higher education. However, there is good reason to believe that more money under
current rules ensures raising tuitions {(Vedder 2004). The policy Holy Grail is to improve
student aid without the croupiers at the colleges and the universities raking in the new
money to meet new self-created costs.

College Admission and Lottery Winnings

Tax policy also figures into rising tuitions. Many colleges dismiss public
criticisms of tuitions of $30,000 and more, arguing that the cost per student is higher than
what’s called the “sticker price.” Yale or Stanford, for example, have full tuition, room,
and board at more than $40,000 per year. This is cheap, the explanation goes, because
the cost per undergraduate is closer to $80,000. Income from endowments and from
donations makes up the difference, $40,000 a student or even sometimes more. Gordon
Winston of Williams College, arguably the dean of higher education economists, notes
that this is evidence that the elites are, in effect, paying for talent through this
endowment/gift subsidy. (Winston, 2000)

As a national policy, generated through tax-exempt dollars, the question is
whether that benefit should be taxable. Since a large portion of students at elite
universities like Williams and Yale come from upper income families, current tax policy
favors this group rather than those coming from more modest backgrounds. In a
fundamental sense, this is the equivalent of a highly regressive tax that soaks the poor
relative to the rich.

A family with an income of $250,000 at Princeton receives that large $40,000
subsidy, the same as a family with income of $40,000. Current tax laws permit this.
What’s the difference, though, between this income and other in-kind benefits that are
taxable? Why not take this subsidy to the elites and count it as taxable income to the
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family? Remember, the decision not to do so reduces federal revenues that might
otherwise go to Pell Grants. (Table 4)

Table 4: Effect from Untaxed Cost Subsidy

Williams and Ivy Example

Annual Undergrad Cost 80,000

Annual Full Tuition 40,000

$
Untaxed Benefit 40,000

30%

Foregone tax 12,000
Total, with 1,000 at full tuition
1,000

$
Students 12,000,000

New Pelis per school 2,963

15

For 15 lvies, Elites _44,444

At a job, subsidized parking and some expense allowances are a taxable benefit,
as is going on vacation on the corporate jet. These fall within employment relationships,
though, while attending Yale or Williams is not. The benefit is exclusive to a lucky few.
Given the nature of admissions at elite colleges, why not tax the differential as lottery
winnings? (26USC3402(q))

Federal Research Funding In Higher Education

The federal government spends at least $25 billion per year funding independent
research, mostly at universities. The situation is complicated. For example, these funds
are dispersed at the expense of those without time or lobbyists.

Federal Office of Management and Budget Circular A-21 (Revised 05/10/04),
available on the Web, is the 36,000-word (downloadable at 123 pages) rulebook on grant
funding. The funding arrives at universities in two forms: direct research funding and
indirect-cost reimbursement, known in lay terms as overhead. A scientist seeking to turn
lead into gold would write a research budget covering the project costs, excluding items
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such as heat, light, electricity, the building -- the overhead. Say the scientist has a budget
of $100 for his costs. The cost to taxpayer would be $100 plus the overhead that the
particular university has negotiated with the federal government. This can range from
30% at a public university to more than 50% for the Ivy League. This is not a typo.
Understanding and negotiating a nuclear arms treaty would be simpler than doing the
same thing with federal research awards to a university.

The basic formula is the ratio of what the university spends to support research —
buildings and all — divided by the total research funding the university receives. The
original notion was to provide incentives for universities to invest in research. Fair
enough. The situation has no cap and no scrutiny beyond the insiders. Basic math skills
illustrate that the more that is spent on research, the higher the reimbursement percentage.
In short the formula is an invitation to spend, not conserve resources, The incentive exists
to spend money because the federal government will repay.

These funds do support scholars and often provide students with work that
enhances their own education. Legions of lobbyists and university staff labor to bring
these grants to their particular universities. Higher education does a poor job explaining
the impact and implications of these research programs. These funds are the apples to the
oranges of, say, teaching solid writing, thinking and problem solving skills to a
community college student. The national debate too often swirls all this together, with no
explanation of how university funding might go up while undergraduate aid goes down.
The value of research versus undergraduate aid is an important debate — yet it is not
discussed, in some cases no doubt because the prestige research universities do not want
this information widely dispersed or a national dialogue on the research/teaching tradeoff.

The students and families looking at frozen Pell Grants, however, might look at
opulent new laboratories and golf nets, and wonder about overhead charges that often
exceed 40%. Higher education may be the only industry that regards overheard expenses
of more than 15% acceptable. Higher education leaders howl that any tampering with
research will undermine the economy and the strength of the nation.

Undebated policy questions are at least two. What about capping overhead at
15%? That could fund 951,852 Pell Grants! (Table 5) Then, what if five percent of
health research, say from heart disease or lung cancer, shifted instead to community
college workforce readiness — creating a 21% Century workforce, with high math skills.
Would lifetime health costs to the government come down? It’s a question worth
exploring. The issue is nof that we are reaching the wrong decisions on allocating
resources, but we are not even talking about the right questions.
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Table 5: Effect from Federal Research

2004 R & D Funding $ 25,700,000,000

Estimated Overhead Rate 30%

Amount spent on overhead $ 7,710,000,000

Cut Rate in Half to 15% 50%
$ _ 3,855,000,000

Current Full Pell Grant $ 4,050.0

New Pell Grants 951,852

So What? Why Focus On A Few Wealthy Institutions?

For better or worse, the elite universities set the pricing policies for the nation. A
price hike in New Haven always finds its way to a community college in Iowa.

Put in terms of current performance measurement, if all the top colleges and
universities are producing leaders with a responsibility to the public good, why is U.S.
public education such a mess? The probable reply from the elites: “That’s not our
mission”.

Again, so what? Through student loans, Pell Grants, research grants, and tax
benefits, the elites receive billions per year in federal benefits. The avowed purpose of
being a nonprofit institution of learning is the creation of some public good. Do
institutions accepting these federal benefits have the right to pick and choose which
national issues to tackle? For example, the Forum (not Commission) on the Future of
Higher Education, is a registered non-profit organization with an annual Aspen Institute
gathering of self-described elites. That group in September refused to invite Charles
Miller, chairman of the Spellings higher education commission, to join their discussions.
The Forum members represent billions in federal funding and benefits.

Should the Ivy League, Williams, Stanford and other private non-profits accept
public dollars and opt out of essential national debates? If these institutions wish to opt
out, so be it. Then the proper organizational form is a private club. Accept no public
funds, Pay property tax. Be left alone. County clubs assess for buildings and repairs
without tax benefits,
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Otherwise, create a demonstrable public good for the nation, not just the
immediate campus. Here is a possible solution: Effective immediately, the federal
government eliminates the tax benefits for the Ivy League, and all liberal arts colleges
with endowments greater than $500 million. The feds will restore benefits based on
measurable results when US low-income students have literacy second to none.

What Is A Nonprofit? And What Is the Value of a Nonprofit? What is the
Appropriate Tax Status?

“Nonprofit” is a misunderstood term that its industry wants to keep that way.
Nonprofit does not mean an entity always operating at a cash deficit, while struggling to
do God’s work. Nonprofit only means that the founders did not create the entity with the
purpose of generating profits to distribute to owners and sharcholders. Law prohibits
nonprofits from distributing profits or surplus cash to shareholders. That's all. Many,
including Williams and Yale, have had income exceeding expense for years. And this is
due to hard work and good management. The undebated policy question is whether
donations to cash-surplus generating entities should continue unchecked in face of vast
social needs in other sectors.

Should all nonprofit institutions have the same tax status regarding endowment
income and donations? In a system where tax status varies by institution, factors in the
determination of that status might be total wealth and surplus relative to operating budget,
the number of need-based scholarships, or demonstrations of public service. Harvard,
Yale, Williams, and others, have endowments generating enough income to eliminate
tuition. This is due to hard work, immense alumni generosity, and superb investment
management. Yet tuition rises and we continue to provide tax subsidies and freeze Pell
Grants.

Harvard, for example, has great wealth, no known plans to educate more students,
and low Pell Grants. Let them keep their money but make future donations only 25% tax
deductible instead of 100%, and, say, tax five percent of endowment income. Almost all
higher education classrooms are dark on evenings and weekends. As a policy, why not
eliminate, for five years, tax benefits for donations on buildings? And, to create a deeper
private resource pool for the nation, why not give donations to endow need-based
scholarships a deduction of 125%?

With limited resources, should tax benefits accrue in equal measure to every
institution? Our current national policy is a resounding “Yes.” Home ownership, with
deductible mortgage interest, is the major example of how federal tax policy can direct
national priorities.

Nonprofits, Higher Education, and Endowments vs. Foundations
Also buried in the fine print is the distinction among nonprofits between

endowments and foundations. For colleges and universities, among others, the portfolio
of money and assets is an endowment. No federal regulations govern endowment growth
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and spending. Over the years, however, critics and Congress noted that many
foundations, also tax exempt for donations and investment income, had growth in funds
without increases in spending. Foundations are now subject to penalties if they fail to
spend about five percent of their income per year. College and university endowments
are not subject to this. No better illustration of the impact than from this September 25,
2006 press release announcing the 22.9% return on the Yale endowment, now $18
billion.

“Spending from the Endowment in the University's 2006-7 fiscal year is expected
to total $676 million, or approximately 34% of the University's net revenues. The
Endowment is Yale’s single largest source of budgetary support. The share of the
operating budget provided by the Endowment has more than doubled in the last ten
years.”

What’s unsaid: The $676 million is only a paltry 3.8% of the total endowment.
(Table 6) The $676 million is a staggering sum, exceeding the total endowment of most
U.8. colleges and universities. Contributing 34% to the university budget is substantial.
The situation collapses, though, under any basic return on investment calculations, for
financial or for moral capital. Over the past ten years, the Yale endowment has grown at
an average rate, Yale says, of 17.2%. Undergraduate enrollment over the same period is
flat, varying around 5,300. Graduate enrollment has risen from 10,964 to 11,483,
including 24 students displaced by Katrina. With essentially no increase in the number of
students attending Yale, why is this money piling up while Pell Grants freeze?

Table 6: Return on Assets

Yale Endowment Example
Return for FY 2006 22.9%
$

Growing to 18,000,000,000
Endowment Spending FY $
06/07 676,000,000
Percent of Net Yale Revenues 34%
Percent of endowment spend 3.8%
Growth over past ten years 17.2%
Undergrad enroliment growth

over ten years 0%




258

A Modest Proposal: For Discussion Only

What's a tax policy that provides incentives for a population educated for the 21
Century? A tax policy as powerful as the mortgage interest deduction for home
ownership? Not free PhDs for all, but just the basics.

Defining education is possible. Our proposal: A tax policy that ensures that 90%
of US residents, by the time they are 20 years old, can pass the AP exams in English
Language and Composition and in Statistics. That will put everyone on a path of their
own choosing. Revising tax policy for private university contribution is one means of
realizing this goal.

Wick Sloane, a Boston-based educator and business consultant, is former chief financial
o) icer of the Umvers‘tty of Hawaii. Sloane welcomes comments and can be reached at
beonnd o His column, “The Devil's Workshop” appears on

InszdeH tgherEd com.

Jonathan Leirer is a research assistant with the Center for College Affordability and
Productivity.
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