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AccESS TO HIGHER EDUCATION

(GLOBALIZATION AND ACCESS
TO HIGHER EDUCATION —
PoLicy IMPLICATIONS

MARCEL GERARD! AND

SiLkE UEBELMESSER?

Introduction?

The Bologna Process was launched in 1999. Its philos-
ophy is well summarized in the Bologna Declaration,
which states that “A Europe of Knowledge is now widely
recognized as an irreplaceable factor for social and hu-
man growth and as an indispensable component to con-
solidate and enrich the European citizenship, capable
of giving its citizens the necessary competences to face
the challenges of the new millennium, together with an
awareness of shared values and belonging to a common
social and cultural space” (Bologna Declaration 1999).
In other words, the main aim of the Bologna Process
has been to create a European Higher Education Area
(EHEA) based on international cooperation and aca-
demic exchange that is attractive to European and non-

European students and staff.

This article focuses on one key element that has been ne-
glected in the Bologna Process: the financing of higher
education when students and graduates, i.e. (potential)
tax-payers, are mobile. More precisely, it deals with the
central issue of who will pay for the education of mo-
bile students. This, in turn, raises the questions of: What
share of higher education costs should be publicly (viz.
privately) financed and which jurisdiction(s) should be
taken into account in the financing process?

! Catholic University of Louvain and CESifo.

2 University of Jena and CESifo.

3 This article is based on research partly conducted in the framework
of Project IAP 6/09 of the Belspo agency of the Belgian Federal
Government.

Imbalanced migration

Ultimately, the Bologna Process should lead to a single
market for high skilled labor. Whether this also leads
to spill-over effects or externalities and endangers the
efficiency of the higher education system in the Europe
Union (EU) depends on the extent of student and gradu-
ate mobility; and even more on the link between them.
Do students who have graduated in one country embark
upon their professional career, earn their wage income
and pay their taxes in that country? Or do they join
the workforce in their country of origin or in another
country? There is empirical evidence that mobility in-
creases with the skill level of workers (see, for example,
Ehrenberg and Smith 1994, for the US, or Uebelmesser
2006, for Germany). This would suggest that university
graduates are comparably mobile. Besides, the mobil-
ity of graduates is incentivized by mobility before and
during tertiary education (see, for example, Dreher and
Poutvaara 2011; Parey and Waldinger 2011; and most re-
cently Voin and Gérard 2013). This means that foreign
students are fairly likely to move on after graduation.

In terms of the financing of higher education, graduate,
and thus tax-payers’, mobility would not present any
problem if migration flows were balanced. As illustrated
in Table 1, however, the mobility of students is imbal-
anced. A negative sign means that the country is a net
importer of young people — or raw human capital —and a
net exporter of graduates — or enriched human capital —
if most intra-EU migrant students do not stay after their
studies.

Those countries that face a negative balance can be sep-
arated into two different groups: one group comprising
Austria, Belgium, the Czech Republic, the Netherlands
and Denmark, and the other group featuring the United
Kingdom.

The members of the first group all have large neighbor-
ing countries — France for Belgium, Germany for the
other countries — that are quite selective regarding ad-
missions to medical and paramedical studies. Students
who fail at the entrance examination level in their

own country, either France or Germany, enroll in the

Forum
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Table 1 expected to face a different, rather
Imbalanced mobility of students in the European Union able, group of students.

Country Foreign students (%) Balance of mobility (%) We can conclude from the stylized
Austria 11.36 -8.02 facts presented above that the cross
Belgium 6.98 i border flows of students are imbal-
United Kingd?m 4.06 363 anced. In a decentralized world
Czech Republic o2l 50l like the EU, where higher educa-
Netherlands 4.17 -2.41 ’

Denmark 270 118 tion is extensively financed by the
Sweden 203 0.11 government of the jurisdiction that
Germany 2.61 0.26 hosts the students, and where tui-
Spain 0.75 0.30 tion fees must not discriminate be-
France 1.60 0.33 tween EU residents on the basis of
Hungary 1.20 0.36 their country of origin, imbalanced
[taly 0.54 1.06 transfers, and thus externalities,
Fieut Lt i undermine the efficient function-
Poland 011 1.43 ing of the Bologna process. This is
Portugal 0.68 2.50 .

Greece 015 2.06 per se an argument for allocating
Ireland 102 747 the responsibility of higher educa-
Slovak Republic 1.59 9.73 tion to the level of the EU, some-
Luxembourg 37.00 232.70 thing that is already the case when

Note: Foreign students: fraction of students coming from abroad. Balance of
mobility: the number of outgoing students minus the number of incoming
students, divided by the total number of students (Erasmus students excluded).

Source: Gérard (2012) based on Eurostat and own calculation.

equivalent programs of their small neighboring coun-
tries where language is the same or similar, access to
studies is formally easier — no entrance examination —
and tuition fees are generally low — they do not exist in
Austria, Denmark and the Czech Republic (in the Czech
Republic, a EUR 1,000 per term fee is charged to stu-
dents following courses taught in a language other than
Czech), and amount to EUR 830 per year in Belgium
and up to about EUR 2,500 in the Netherlands.* As a
result of EU laws, the nationality of the degree does not
preclude practice in another country. So, one could con-
clude that France and Germany free ride on their small
neighbors. The latter face a net inflow of students who
are not the best in their field and cohort.’

The other group comprises the UK alone. In that coun-
try, the language is country specific, but used in the en-
tire world as lingua franca, access to studies is intel-
lectually demanding — admission is very selective — and
tuition fees are very high by European standards, reach-
ing up to GBP 9,000 a year. The UK, therefore, can be

4See http://www.studyineurope.eu/tuition-fees.

STt is worth noting that Denmark is also a net importer of students
from other Nordic Countries. We will come back to this case later. We
would like to point out that the negative sign for the Czech Republic
should be seen together with the positive one observed for the Slovak
Republic.
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it comes to the definition of cursus
norms, but which seems to be im-
possible in terms of financing.

The focus in the following is
therefore on a decentralized system of financing higher
education, whose outcome comes closest to that of a
centralized one. We will, in particular, address the ques-
tion of whether higher education should be financed via
taxes or fees. A two-step procedure is called for to arrive
at the optimal financing regime with open borders. In a
first step, the private and social benefits and the corre-
sponding share of costs which should be borne through
fees or taxes have to be determined. In a second step,
the specific implementation of the regime has to be con-
sidered. This involves the private part and the question
of whether tuition fees should be levied at the time of
studying or after graduation (as graduate taxes or in-
come-contingent loans). This also concerns the public
part and how it should be allocated between the country
of education and the country or countries where the so-
cial benefits arise. In fact, with migration, the financing
would have to be split up among four parties: the gradu-
ates, according to their private returns, the country of
higher education (the host country), that of previous
education (the origin country, possibly identical to that
of birth), and the working-country or countries, which
benefit from the improved skills of the worker.®

°For a more detailed analysis, see Gérard and Uebelmesser (2013).




The private and public parts in Table 2
a closed economy Private and public benefits and expenditure for higher education
. Private Public Eulbife Bulpfie

As Table 2 illustrates, both the pub- Country benefits* benefits* benefits / | expenditure /

o . . total (in %) | total (in %)
lic, i.e. society at large, and the in- Australia 166,171 93.958 36 45
dividual benefit in a significant way Austria 236,476 159,110 40 88
from higher education. Private and Belgium 140,903 177,439 56 90
public benefits, as detailed in the ta- Canada 183,575 86,318 32 63
ble, refer to the difference between Chile 23
benefits that can be claimed by Czech Republlc 222,826 107,484 32 80

. . Denmark 106,617 89,239 46 95

people who have attained a tertiary )

ducati d benchit btained Estonia 90,610 26,723 23 80
ccucation and HeEnelts - obtaine Finland 173,811 113,999 40 9%
by those who have attained an up- France 196,484 101,687 34 33
per secondary or post-secondary Germany 184,918 177,091 49 84
non-tertiary education. Private be- Hungary 174,960 215,674 55
nefits include differences (posi- Iceland 92
tive or negative) in net earnings, Ireland 263,123 162,856 38 84
transfers and grants; public benefits Israel 168,558 88,638 34 58
comprise differences in income tax Lizly ERI e 23 et 2

. e Japan 219,138 75,263 26 35
and social contribution payments,
f d Korea (South) 239,529 47,196 16 26
transters and grants. Mexico 6
Netherlands 226,635 177,804 44 72
We observe that the private and New Zealand 99,297 50,303 34 68
public benefits from higher educa- Norway 149,158 92,805 38 96
tion are significant in all countries Poland 210,093 106,521 34 70
with private ones ranging from Portugal 320,627 117,196 27 71
EUR 82,000 in Turkey to EUR SlovakRepubhc 187,571 70,037 27 70
365,000 in the United States and Slo‘fema 222,633 165,223 43 85
bli 6 bei ) Spain 167,788 72,709 30 79
PUblic ones Irom bemng as low as | qyegen 114,866 69,956 38 90
EUR 26,000 (Estonia) and amount- Ty 82.176 38.000 0
ing up to EUR 215,000 (Hungary). United Kingdom 260,237 115,103 31 30
With the exception of Belgium and United States 365,591 204,132 35 38
i Average

Hungary, public benefits fall short (u‘1/1 Weigghted) 190,978 112,529 36 70

of private benefits in all countries.
Comparing public and private ben-
efits could provide some indication
of the relative contributions to the
financing of higher education by
the public and the student. On aver-

Note: Data for benefits are from 2008 or latest available year; data for
expenditure are from 2009 except for Canada (2008) and Chile (2010).

* Net-present value in equivalent USD converted using PPPs for GDP
(mean of men and women).

Source: OECD (2012, Tables B3.2b, A9.3 and A9.4).

age, public benefits amount to 36 percent of total returns
when the latter are measured by summing up private
and public returns. On the contrary, the public expendi-
ture share is almost twice as large at 70 percent.’

It is worth making two remarks at this point. Firstly, we
have implicitly abstracted here from any market failure.

Secondly, we have neglected any further social ben-

"Public expenditure refers to subsidies, while its counterpart, private
expenditure, comprises mostly tuition fees paid by private households.
Data are after transfers from public sources, i.e. subsidies attributable
to payments to educational institutions received from public sources
are included as private expenditure.

efits. Let us briefly consider the implications of these

restrictions.

Firstly, in the absence of any market imperfections, i.e.,
particularly if the credit market is perfect, it is straight-
forward that there is no justification for additional pub-
lic intervention if not related to social or public benefits.
Additional interventions, however, are called for (in-
dependently of benefit considerations) when there are
market imperfections related, for example, to borrowing
constraints. If there is a mark-up to the interest rate, for
instance, which reflects the moral hazard problems (von
Weizsdcker and Wigger 2001; Jacobs and van der Ploeg

Forum
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2006) or the riskiness of the human capital investment,
what would then be the optimal financial regime? If the
distortions on the credit market are not too large, there
is still an argument for a positive fee level (albeit smaller
than in the absence of this market imperfection — and
combined with a subsidy from the public sector) in or-
der to induce the optimal number of students with the
optimal ability. A pure tax-financing regime can only
arise if the distortions are very large. So, distortions on
the credit market justify (additional) intervention by the
government via tax-financing.

Secondly, among other limitations of the data, the
public benefits displayed in Table 2 only comprise
of the additional tax revenues from individuals with
tertiary education relative to those with non-tertiary
education, as well as saved transfer payments. There
are other positive public benefits of a more educated
population like those related to productivity gains
and thus to economic growth. Similarly, many oth-
er positive (causal) effects of education have been
established, for example, a reduction in crime
(Lochner and Moretti 2004) and an improvement in the

health status (Webbink, Martin and Visscher 2010).

If these two points were to be relevant, the public ex-
penditure share would increase. Importantly, however, it
is very unlikely that, even in such a case, full tax-financ-
ing of higher education would be justified (on efficiency
grounds). So, in a closed economy, we would expect the
tax share in the financing of higher education to roughly
reflect the share of public benefits in total benefits from
higher education (Table 2). This would point towards a

mixed financing system.

The question is whether these conclusions have to be ad-
justed in an open economy with mobile students and / or

mobile graduates.

The specific design in an open economy

Whatever the conclusions may be for a closed economy,
it is obvious that a financial regime that relies heavily
on taxes is not sustainable in the presence of significant
mobility of graduates, i.e. high-skilled and high-wage
tax-payers (Justman and Thisse 2000; Demange, Fenge
and Uebelmesser 2013). With tax-financing, students
receive their education free-of-cost at the time of study-
ing, as it is financed by tax-revenues from those working
at that time. This is based, however, on the implicit un-
derstanding that in the subsequent period those former-

CESifo DICE Report 2/2013 (June)

students-and-now-workers finance the next student gen-
eration with their tax-payments. But this requires that a
sufficient number of those or other graduates is present
in the country at that time. If migration is unbalanced
(see Table 1), a tax-based regime is only sustainable if
there are transfer agreements between the countries af-
fected, in particular between the host country providing
higher education and the working-country or countries
benefitting from the graduates’ increased productivity.
If there are no transfer agreements, the sustainability of
the public budget requires that the students bear a larger
share of the costs involved.® Otherwise, the host country
will have an incentive to underprovide higher education
to foreign students, but also — in the absence of any way
of discriminating — to their own native students.

Sharing of education costs among the governments of

affected countries

We now discuss the current system of financing the high-
er education of cross border students in the EU and in-
vestigate alternative avenues (Gérard 2007). Currently,
in most EU member states except for England, higher
education for native and foreign students from other EU
countries is mainly publicly funded by the local govern-
ment of the host country, and thus by the tax-payers of
that country (Table 2). Moreover the tuition fees are ei-
ther zero or equal to a very moderate amount compared
to those charged in England or the US (or in the EU to
non-EU residents). These features characterize what is

referred to here as the Host Country Principle.

A first alternative is the Origin Country Principle.
According to that mechanism, the country of origin of
a student, say, the country where she/he received sec-
ondary education, is responsible for her/his higher edu-
cation, irrespective of whether the latter takes place
at home or abroad. In both cases, it is up to the origin
country to pay —and to decide on the number of students
it sends abroad. From the perspective of the host coun-
try, the incentives to underprovide higher education are
reduced.

A system based on the Origin Country Principle can
be implemented through the provision of vouchers by
the government of a given country to potential students
who are residents of that country. Those vouchers may
be used for, say, one year of studies in a particular field

in an university located at home or abroad, provided it is

80Of course, nothing is said here about the relevance of special schemes,
scholarships, etc. deemed to alleviate the burden and guarantee equal-
ity of chances independent from individual financial resources. See
below for further discussion.




recognized as an institution of high quality by the issuer
of the voucher. Those vouchers should either cover the
actual cost of studies, or a standardized benchmark cost.
It is up to the issuer of the voucher to decide whether
the vouchers are distributed upon request, or are al-
located through a competition; and whether they are
made available for free or subject to a present or future
(re)payment. Vouchers could also finance the cost of liv-
ing during the studies or be targeted at certain socio-
economic groups, or may even be used as instruments to
incentivize young people to study for jobs which are not
very attractive or poorly compensated, although socially
highly desirable.

Provided that other countries commit to not admit stu-
dents without a voucher, this device expands the geo-
graphical area of sovereignty to the set of those partici-
pating countries, for example, the Bologna Area or the
EU. As an example, let’s imagine that Germany limits
the number of students admitted to the first year of
medicine in German universities in order to optimize
the supply of medical services in the future; those young
Germans who go to Austria and enroll in the schools
of medicine there try to bypass the German numerus
clausus — at least in cases where they plan to return to
Germany after they have obtained their MD degree. If
we move to the Origin Country Principle, only those
young Germans with a voucher issued by the German
authorities will be admitted to Austrian schools of medi-
cine; thus the decision to admit those students for stud-
ies in medicine, even outside Germany, is in the hands
of the German authorities, who are then in a position
to expand the application of their numerus clausus rules
and thus their area of sovereignty. Similarly, Austria has
the opportunity to sell the quality of its medical schools
while being in accordance with German public health

policy.

Although the vouchers depicted above channel the
transfer implied by the Origin Country Principle
through students, that transfer may alternatively be
directly operated by governments. This is already the
case in Switzerland and in the Nordic Countries. In
Switzerland, cantons that do not have universities pay
for the studies of their residents in universities located

in other cantons.

Among Nordic Countries, a similar transfer system is
at work. To illustrate the Nordic system, based on a four
country agreement, it is worth noting that: “the previous
agreement was signed in 1996, and the new agreement

will be effective from 1 January 2013 for Denmark,

Finland, Norway and Sweden (...) The new agreement
means that the yearly compensation per student for
Denmark will be DKK 22,000 (USD 3,800) in 2013
— the same as it was in 2012 — rising to DKK 30,000
(USD 5,200) in 2014. The compensation will be regu-
lated according to the consumption index calculated
each year by Statistics Denmark. Under EU regulations,
Denmark is obliged to treat citizens of the EU and the
European Economic Area the same as Danish citizens,
which means that European students are entitled to free
higher education in Denmark. The compensation agree-
ment has been concluded despite this, with the cost to
be carried by governments rather than by individual
students.” This quotation seems to indicate that direct
transfers between governments are a way of bypassing
EU legislation.

Implementing transfer systems either via vouchers to
students or via inter-governmental transfers would al-
leviate the problems related to open economies and to
the sustainability of public budgets. This would make
it possible to maintain the cost sharing and the corre-
sponding tax-fee mix as derived above. As far as we
know, however, the inter-cantonal transfer systems at
work in Switzerland and in the Nordic Countries are
among the very few such mechanisms implemented so
far. This means that most countries do not have a com-
pensatory system. Globalization and increased flows of
students and graduates then require a shift of the cost
share to the students if the public budget is to be sus-
tained, and if a race to the bottom in terms of educa-
tional quality or, in general, an underprovision of higher
education is to be avoided.

Shift towards fee-financing

The main question is how a larger financial contribution
by the students should be implemented when graduates
are potentially mobile and the negative consequences of
this shift towards fee-financing for equality of chances
are to be avoided.

A new application of the Bhagwati Tax, proposed by
Bhagwati (1976) and again by Wilson (2008), is one pos-
sible such mechanism. Those who have studied at the
expense of one country and currently work in another
country have to compensate the former for the cost of
their higher education. In practice, that may take the

form of a transfer by the government of the latter coun-

? See University World News, 03 November 2012, http:/www.uni-
versityworldnews.com/article.php?story=20121031163939447#.
UJOYFr7pNiM.email.
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Table 3

Benefits and costs for the host, origin and working countries

Country

Host country
of higher education

Origin country

Working-country

Host Country Principle

Benefit = remaining
graduates
Cost = Studies

Benefit = returning
graduates
Cost = Opportunity

Benefit = attracted
graduates
No cost

Origin Country Principle

Benefit = remaining
graduates
No cost

Benefit = returning
graduates
All costs

Benefit = attracted
graduates
No cost

Origin Country Principle
+ Bhagwati Tax (BT)
or Contingent loan

Benefit = remaining
graduates
Cost = BT on remaining

Benefit = returning
graduates
Cost = All - BT

Benefit = attracted
graduates
Cost = BT on attracted

Source: The authors.

try to the government of the former within an agree-
ment similar to the Nordic one mentioned previously, al-
though the compensation now occurs ex post. If the Host
Country Principle applies for the financing, the transfer
is to that country; but then the opportunity cost sup-
ported by the country of origin is not offset — by oppor-
tunity cost we mean the loss of domestic GDP generated
by people studying instead of working. If the Origin
Country Principle applies, the transfer is to the origin
country and may include the compensation of the op-
portunity cost. In fact, that latter case, which combines
the Bhagwati Tax with the Origin Country Principle,
might be better since a transfer may offset both the op-
portunity cost and the cost of studies in that case. Table

3 summarizes the arguments developed so far.

If the compensation is borne by the students, the ques-
tion once again is how to implement it. Given that stu-
dents are subject to credit constraints at the moment
of their studies, an instrument to remedy the negative
repercussions from an efficiency and distributional
point of view is to turn the vouchers described above
into contingent loans (see, for example, Barr 2012; Del
Rey and Racionero 2012). Payments would then only be
due if the graduates’ earnings were to exceed a given
threshold. So, upfront fees are changed into fees after
graduation; and in addition, they include an insurance
element whereby successful graduates (and, depending
on the specific design, also all other tax-payers) cover
the contribution due by unsuccessful students."”

1Whether all students — also the best ones who expect to earn income
above the threshold — have incentives to voluntarily participate in such
a scheme or whether the scheme has to be made compulsory is not ad-
dressed here.
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If payments associated with the contingent loans are
deductible against personal income tax liabilities — im-
agine a tax credit — in the country of residence, this
mechanism is similar to the Bhagwati Tax, except possi-
bly for its timing. Alternatively, when the graduate stays
abroad, the charge of the loan might be isolated by the
local tax administration and transferred to the country

of origin deemed to have made the loan.

Some empirical relations

Taking all of this into consideration, it is interesting to
see the extent to which the financing-mix of higher edu-
cation reflects these observations. What can be said is
that the systems differ significantly between countries
in terms of the relative importance of public and pri-
vate financing (Table 2). At one end of the spectrum, we
find the Nordic Countries with a public share of close to
90 percent and above. In Germany, the share is 84 per-
cent and in France 83 percent. At the other end, there
are the United Kingdom, South Korea and Chile, each
with a public share of less than 30 percent, followed
by Japan with 35 percent and the United States with
38 percent. Comparing public expenditure for higher
education as a share of total expenditure between 2000
and 2009, a trend towards more private contributions
can be identified (OECD 2012, Table B3.3). This holds,
in particular, for the United Kingdom where the public
share in 2009 is less than half of what it was in 2000.
Exceptions are the United States, Ireland and Spain
where the private share decreased by more than five

percentage points.

So, the financing schemes differ between countries, but
do they also differ in a systematic way? We have dis-




cussed above that we would expect a positive associa-
tion between the tax-fee mix of financing higher educa-
tion and the public-private mix of benefits on the one
hand, and a negative association between that tax-fee
mix and graduate (tax-payer) mobility on the other hand.
Of course, there are many additional relevant factors
that we do not take into account here. The correlations
below are, therefore, only intended to highlight some
basic relations, which can be observed in a cross-coun-
try perspective.

Considering first the relation between public benefits
from higher education and public expenditure on high-
er education (both as shares of the respective totals),
we find a positive and highly significant association
(Figure 1). So, a larger share of public benefits goes hand
in hand with a larger share of public expenditure, al-
though to a lesser degree than one-to-one."" In Germany,
for example, the public benefit share is 49 percent and
the public expenditure share is almost twice as large at
85 percent, while in France, the difference is even more
important with a public benefit share of 34 percent and a

public expenditure share of 81 percent.

As countries are affected differently by student and
graduate mobility, the second point of interest is how
graduate mobility relates to the public share of total ex-
penditure for higher education. The hypothesis is that
with a high level of graduate out-mobility, a system of
financing higher education that relies mostly on taxes
(and not on tuition fees) is not sustainable as a (net) out-

Figure 1

Relation of public benefits to public expenditure

Share of public benefits on total benefits in %

flow of graduates also reduces the number of (potential)
tax-payers.

As data about graduate mobility are not available, we
make use of data about the net brain gain (Docquier and
Marfouk 2005). Figure 2 shows that there is a negative,
but insignificant relation. This result also holds if the
Nordic Countries are excluded. Following our argu-
ments above, one could have expected that, for these
countries, the mobility of students and graduates should
not affect the choice of the financing mix as much as
for the other countries given their inter-governmental

transfer system.

A negative brain gain, i.e. a net outflow of highly ed-
ucated workers is not associated, on average, with a
larger share of private expenditure on total expendi-
ture for higher education in the sending (host) country.
Countries with comparable net outflows of between 0.4
and 0.6 percent have very different financing regimes
with only the United Kingdom relying much on private
contributions (public share of 35 percent), while Italy,
the Czech Republic and Austria have large public shares
of, respectively, 70, 79 and 85 percent.

On the other hand, the importance of public expenditure
in immigration countries is relatively modest. Australia,
with a net brain gain of 11.4 percent, relies on private and
public financing in a very balanced way (public share of
48 percent). The public contributions to the financing of
higher education are slightly larger for Canada with 59
percent and a net inflow of highly
educated migrants of 10.7 percent,
while the United States, with a
net inflow of 5.4 percent, has the
smallest public expenditure share

100 of these three immigration coun-
tries with 37 percent.
80
60 e ) Policy conclusions
20 % °_ © 6/,9
Oﬁ/ % o 8° o The analysis conducted in this
20 O/’/O ] °©°e article might lead to the follow-
ing policy conclusions. Given the
0 ; : : : externalities related to the pub-
° 20 Shar:gf public expfr?diture on tot:IOexpenditur;igo% lic provision of higher education
with mobile students and gradu-
Note for the regression results: constant 0.197 (t-value 3.357), slope coefficient 0.233 (t-value 3.122). ates, their internalization calls for

Source: OECD (2012), Tables B3.2b, A9.3 and A9.4.

"Remember, however, that public benefits do not include (positive) ex-
ternalities and are, therefore, underestimated.

a system as close as possible to a
centralized one. The system should
include cross border transfers
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Figure 2

Relation of graduate mobility to public expenditure

Net brain gain in % of working age residents
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Note for the regression results: constant 4.321 (t-value 1.747), slope coefficient -4.901 (t-value -1.474);

without Nordic (red) countries: constant 4.519 (t-value 1.566), slope coefficient -5.315 (t-value -1.288).

Source: OECD (2012), Tables B3.2b; Docquier and Marfouk (2005), Tables 5.1.

aimed at compensating the country that finances higher
education without sharing in the benefits — mostly the
host country. Otherwise, there are strong incentives for
that country to underprovide higher education if it is
(mostly) publicly financed or to shift the financing-mix
towards fee-financing. A compensatory system might
be implemented as a (comprehensive) Bhagwati Tax
where the transfer is from government to government.
If the compensation relies on transfers by the students,
income-contingent loans might be considered.

To date, compensatory transfer systems have not been
implemented in Europe — with the notable exception
of the Swiss system of inter-cantonal transfers and the
Nordic one. Neither have the national systems of financ-
ing higher education been adjusted to increased student
and graduate mobility.

It remains to be seen when the most concerned coun-
tries will put these issues on their agenda. If they plan
to do so, this contribution is meant to provide some
guidelines.
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INCREASING ACCESS
TO HIGHER EDUCATION

THROUGH STUDENT LOANS!

ADRIAN ZIDERMAN?

Four aspects of ‘access’

While an accepted, generic definition of access is
“a process of enabling entry into higher education”
(Harvey 2004, 13), this paper approaches the issue of
access more widely, from four differing perspectives. It
then moves on to consider how the availability of gov-
ernment-sponsored student loans may impinge, posi-

tively, on access.
Broadening of access

Firstly, let us consider the broadening of access. This
aspect of access relates to policies facilitating the entry
of larger numbers of potential students into higher edu-
cation. Many countries around the world have long-term
policies aimed at increasing the percentage of the rele-
vant age cohort (say 18—24 years old) that enrolls in high-
er education. Underlying this trend is the recognition of
the importance of a larger higher-educated population
for economic and social development, particularly in the
context of a more competitive, global environment. The
focus is not so much on the socio-economic composition
of the student population, but rather on the relative size
of this enrollment. Some sixty years ago, the fear that a
substantive expansion of the higher education system in
the UK would lead to falling academic standards (“more
means worse”) was countered by the view that there
was a large “pool of untapped ability” that was not at-
tached to tertiary learning at the time (Robbins Report:
Committee on Higher Education 1963).

! This paper draws heavily on the author’s previous writings, particu-
larly Ziderman (2013).
2 Bar-Ilan University, Israel.

Deepening of access

In contrast, we may define the deepening of access as
“ensuring that significant proportions of students from
non-traditional areas (such as working class, ethnic mi-
norities) enter higher education (Harvey 2004, 13). Here
the emphasis shifts from the need to increase the num-
ber of students in higher education, to that of changing
their composition in order to achieve a more socially
acceptable balance amongst the various socio-economic
groups. This is achieved through reaching out to those,
usually disadvantaged, groups who do not customarily
pursue higher education studies. The central motiva-
tion here is clearly social, and aimed at improving the
life-chances of these groups.

Retention and successful completion

More widely, the “concept of ‘access’ is understood to
encompass not only entry into higher education, but also
retention and successful completion” (National Office
of Equity of Access to Higher Education 2008). Dropout
from learning is not only (or perhaps mainly) the result
of academic weakness. Unforeseen financial difficul-
ties may play a role in many cases, particularly when
brought on by such factors as tuition fee increases or a
downturn in the economy (with less student employ-
ment opportunities). In such circumstances, the avail-
ability of student loans (for tuition fees or for living ex-
penses, as appropriate) may be important in mitigating

potential student dropout.
Maintaining freshman enrollment levels

Similarly, the advent of tuition fee increases or an eco-
nomic slowdown may persuade many potential students
to decide against enrolling in higher education. Student

loans can offset these financial barriers.

Access and student loan schemes

What role may the availability of student loans play
in facilitating these forms of access? Government-
sponsored student loan schemes around the world differ
in the central objective pursued. Identifying the under-
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lying objective of a particular loan scheme is therefore
important because this will have implications for many
central aspects of the scheme. These include: whether
loans are offered for tuition, living expenses or both; the
appropriate level of loan subsidy (if any); the need for
targeting (confining eligibility to particular student cat-
egories); loan allocation and rationing procedures where
loan funding is limited. But the objective of a given
scheme, and how this effects the operation of a scheme,
will also have strong implications for the effect of the
loans on access.

We may distinguish three types of loan schemes: cost
sharing, social targeting and student independence.?

Cost-sharing model

We begin with an elaboration of the cost-sharing mod-
el. In many parts of the world, university systems are
facing a financial crisis. Resources available to univer-
sities have been eroded due to a combination of a dra-
matic and continuing expansion of student enrollments
unmatched by public expenditure on higher education.
Universities have attempted to alleviate these financial
pressures through the development and extension of
non-government sources of funding. Cost-sharing, (or,
greater cost-recovery), where a larger and significant
share of the costs of university education is shifted onto
the main beneficiaries of university education — students
and their families — is the dominant path that is pursued
for revenue augmentation. In particular, this has taken
the form of the introduction of tuition fees or of rais-
ing them to realistic levels; in fewer cases, cost sharing
takes the form of charging for hitherto highly subsidized
dormitory and living costs.

Due to the fact that substantially higher tuition fees will
cause hardship for enrolled students and are thought
likely to impede university access, tuition hikes have
been accompanied by the introduction of a state-spon-
sored student loan scheme in many countries. The dis-
incentive effects of up-front tuition fee increases may
also be offset by the availability of loans for students
that will cover these augmented costs. Loans enable stu-
dent-borrowers to avoid up-front payments for higher
education (whether for tuition or living expenses) by de-
laying payment, which will be rendered in manageable
installments out of enhanced earnings after graduation.
State intervention is necessary because banks are loath-

to make commercial loans to students to finance tuition

3See Ziderman (2002) for a fuller taxonomy of loan scheme objectives.
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costs, given the higher risk, lack of collateral and the
nebulous nature of the human capital asset that the loan
will generate.

The availability of student loans helps to make tuition
fee increases more acceptable, both politically and so-
cially. In Singapore, the 1988 university tuition fee
rises were accompanied by subsidized loans equiva-
lent to about half the value of the new tuition fees. The
much-discussed Australian loan scheme was introduced
in tandem with the imposition of university tuition fees
in 1989. In the early 1980s, large tuition fee increases in
Chile were accompanied by the introduction of student
loans administered by the universities.

Social targeting mode

Student loan schemes may serve the more deliberate
role of increasing the accessibility of the poor and of
other marginal groups to higher education. When tar-
geted specifically at such disadvantaged groups, loan
schemes (particularly in cases where they are substan-
tially subsidized), may lead to greater access of the
poor to university education, thus contributing to social
equity. In many countries the relatively low enrolment
of poor and disadvantaged youth in tertiary education
(and also in non-compulsory secondary education) is a
cause of social concern. Increasing the access to univer-
sity education among these segments of the population
has become a major element in educational and social
policy. While the cause of low access of the poor is mul-
ti-faceted (and a full discussion is beyond the scope of
this paper), financial constraints evidently play a role.
There is now a broad consensus on the need to offer
clear financial incentives to poor, potential students, not
only to overcome the burden of fee payment and living
expenses, but also to offset both parental resistance to
reductions in family income and the fear that the bene-
fits of the educational process may not be sizeable. The
provision of financial aid therefore may be regarded as a
necessary, though not sufficient condition for achieving
greater participation of the poor.

But what form should this financial assistance take? The
traditional, and most effective, method of enhancing
the educational access of the poor has been through the
provision of means-tested grants to cover tuition fees
(where schooling is not free) and, often, to cover living
expenses as well. However, a widespread grants scheme
is likely to be expensive. The use of loans, rather than
grants, proactively targeted at the poor, offers a method
that may both increase access for the poor and reduce, or




at least contain, public expenditure on student support
over the longer term, as loan repayments build up. To be
effective in increasing the higher education access of the
poor, loans may need to be made available under “soft”

lending conditions.

Subsidized loan policies can have a limited effect on
raising access of the poor; but this role needs to be com-
plemented by appropriate action far earlier on in the ed-
ucation process. Insufficient academic preparation and
the lack of willingness of large numbers of the poor to
enroll in higher education have their roots much further
upstream in the education system.

Student independence model

Even when tuition fees are minimal, students (both the
more affluent and the disadvantaged) may face consid-
erable financial burdens: potential earnings are foregone
while studying, and living expenses may be sizeable,
especially when the student does not attend a univer-
sity near home. Financial pressures may have negative
effects on a student’s academic performance (and thus
compromise the process of human capital investment);
the fear of such pressures will act negatively on deci-
sions to enrol in tertiary education. These pressures can
be mitigated by the broad availability of student loans
for living expenses. While such burdens may fall rel-
atively heavily on the poor, in principle loans for this
purpose could be made broadly available, to more afflu-
ent as well as poorer (current and potential) students, as

long as these loans are not unduly subsidized.

Table 1

Eligibility, and the extent of loan support, is determined
by parental income in many loan schemes. The concept
of parental support is a central element in loan schemes
in many European -countries, including Austria,
Germany, France, Italy, Portugal, Spain, and the UK.
However, parents are not legally required to make the
designated “parental contribution”. Thus many stu-
dents, including those from non-poor backgrounds, may
face financial difficulties during study, while potential
students may not enroll if they feel that the parental
contribution will not be forthcoming. A very different
approach is taken in a number of countries, which base
student support on the concept of student financial inde-
pendence; student entitlement to loan support is based
on student, not parental, income. Such arrangements ex-
ist in Denmark, Finland, Norway and Sweden; in these
Nordic countries, where tuition is free, grants and loans
are made for living expenses only.

Table 1 provides a matrix of selected national loan
schemes, in which loan scheme coverage is mapped
against loan scheme purpose (i.e., the three types of
loan models, outlined above). The cost-sharing mo-
del is illustrated, principally, from experiences of how
the Australian scheme and the new scheme in England
work. Examples of the social targeting model are drawn
from five UNESCO-supported Asian case studies.* The
student independence model is illustrated mainly from a
cluster of European countries where typically no tuition

fees are charged and loans cover living expenses only.

4 The regional study, a joint endeavor of UNESCO-Bangkok and the
International Institute for Educational Planning in Paris, consisted of
five in-depth studies on the functioning of student loan schemes in
Asia: China, Hong Kong, the Republic of Korea, the Philippines, and
Thailand. A synthesis study is provided in Ziderman (2004).

Type of access and loan scheme objective / coverage, country examples

Loan scheme

Loan scheme coverage

objective
Tuition fees only

Living expenses only Tuition and living expenses

Cost-sharing Australia

England, New Zealand

Hong Kong (NLS) ¥

Student independence Korea (GECP) "

Denmark, Finland, Hungary,

Norway, Sweden Canada

Social targeting The Philippines

China, South Africa
Thailand ©

Hong Kong (LSFS) ©
Korea (MOE) ¢

“ Hong Kong: non-subsidized scheme (NLS), ” Korea — Government Employees scheme, © Hong Kong: subsidized scheme
(LSFS), ¥ Korea — Ministry of Education scheme, © Thailand — Student Loan Scheme (SLS)

Source: Ziderman (2013).
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Loan scheme objective and expectations

A clear distinction may be drawn between the cost-shar-
ing model and the other two models (Table 2). While
loan schemes conforming to all three objectives will
have implications for access, it is only the social tar-
geting model that focuses predominantly on increasing
access. Cost-sharing is concerned mainly with facilitat-
ing tuition fees increases and generating funding for the
university sector; it has constituted the major rationale
for the spread of student loan schemes in industrialized
countries. The other two objectives are not concerned
with augmenting university funding as such, but are
wider in scope, with a clear social perspective. Loan
schemes aimed at cost recovery would be restricted to
universities in the public sector, while in meeting the
other two objectives loans should, in principle, be avail-
able to students enrolled in public and private univer-
sities, on an equal basis. Most loan schemes are highly
subsidized, mainly because they are offered at below
market interest rates; however, in most cases, such sub-
sidization cannot be justified (loan subsidization is dealt
with subsequently). While the aim should be near full
loan recovery, loan schemes targeted at the poor may

constitute an acceptable exception.

In Table 3, type of access (as discussed in section Four
aspects of ‘access’) is mapped against loan scheme ob-
jective. Cost sharing and student independence loan
scheme affect positively the broadening of access, while
social targeting schemes may lead to the deepening of
access. All three loan scheme categories affect student
retention positively, while cost sharing loan scheme may

Table 2

also help maintain new student enrolment levels when
fees increase.

Financial viability

all
schemes are highly subsidized by governments. This

Almost government-sponsored student loans
means that, unlike commercial loans, a sizeable pro-
portion of the total loans outlay by the loans body, be it
government department, loan scheme authority or com-
mercial bank, will not be received back in repayment.
A large and sustained gap between disbursements and
recovery implies continuing governmental financial
support for the scheme. Given pressures on govern-
ment budgets, the continuation of these subsidies may
not be assured, thus compromising the viability of these

schemes over the longer term.
Loan repayment and loan recovery

But why (unlike commercial loans) do govern-
ment-sponsored student loans schemes fail to recover
the sums loaned out through the scheme? A number of

factors militate against full recovery of loans.

Firstly, there are built-in subsidies, incorporated into
the design of the loan scheme. While these lighten the
burden of repayment falling on the individual stu-
dent-borrower, they reduce repayment income accruing
to the lending body. These “soft” loan conditions include
zero or below-market interest rates on the loan, periods
in which no interest is levied on outstanding debt (both

Student loan schemes: objectives and expectations

Loan scheme objective

Expectations
Cost-sharing model Social targeting model Student independence model

Loans will ffl(;llltate Yes No No
increased tuition fees
Loans will generate
additional university funding e No No
Loans are re‘strlct.e'd Yes No No
to public universities
Loans are highly subsidized No Probably No
Loans are confined No Yes No
to a target group

Source: Ziderman (2013).
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Table 3

Type of access and loan scheme objective

Loan scheme

Type of access

objective Broadening access Deepening access Student retention M?;}gfﬁ;%%{ rlzi}:llslen
Cost-sharing X X X
Student independence X X
Social targeting X X
Source: The author.
during study and in grace periods after study comple- lower than the repayment ratio, because the latter takes
tion) and repayments not linked to the rate of inflation. no account of the probability of repayment default and
The effect of these built-in subsidies is amplified where does not include general administration costs.
amortization periods are long. The loan repayment ra-
tio indicates how much of the loan an average borrower Repayment and recovery ratios: international
is required to repay. It is measured by the ratio of total ~ comparisons
(discounted) required payments for each borrower, to
total (discounted) loan sums received.’ How large are these gaps in practice? A joint paper by
the author probes this issue for 44 loan schemes in 39
Secondly, there are inefliciencies in running the scheme countries (Shen and Ziderman 2009, updating Ziderman
asawhole, in terms of substantial repayment default and and Albrecht 1995). The analysis shows considerable
high administration costs that are not passed on to the variation in the size of the repayment and recovery ra-
borrower. The repayment ratio relates to the typical bor- tios across schemes. Many loan schemes exhibit size-
rower; it fails to show the full extent of recovery to the able built-in subsidies accruing to student borrowers.
loan fund, from the overall perspective of the scheme as The average repayment ratio is 61 percent (so that, on
a whole. Even if student loans were not subsidized, and average, borrowers are required to repay only about 60
the individual student was required to repay in full, not percent of the total loan received).
all of the sums loaned would be recouped by the loan
authorities. The distribution of repayment ratios across the 44
schemes is shown in Table 4. 13 schemes (about 30
Thus, overall loan recovery depends not only on the to- percent of the sample) have relatively high repayment
tal of all individual cash repayments. It also takes ac- ratios, in excess of 80 percent. However, most schemes
count of administrative costs that are not passed on to contain large built-in subsidies: the repayment ratio in
the student borrowers and of the extent of non-repay- 18 schemes (over 40 percent of the loan schemes exam-
ment, including both default and ‘loan forgiveness’, ined) is less than 60 percent.
for reasons like low graduate earnings that fall below
a designated income threshold, disability, death, ac- Overall loan recovery is considerably lower. No scheme
ademic performance (South African, Norwegian and has a loan recovery ratio exceeding 80 percent. Only
Dutch schemes) and the encouragement of graduates five programs (above 20 percent of the sample) display
to enter skills-shortage occupations (Korean Ministry recovery ratios higher than 60 percent, for the most part
of Education Scheme for Engineering graduates) or to loan recovery is not high; 80 percent of the schemes dis-
practice in underserved geographical areas (teachers play recovery ratios of 60 percent or less. In a third of
and doctors in the US). the cases, loan recovery does not rise above 20 percent.
Overall, the average recovery ratio is 39 percent.
The loan recovery ratio is measured by the ratio of to-
tal (discounted) repayments to total (discounted) loan Two noteworthy points emerge from the results report-
scheme outlays. Clearly, the recovery ratio is always ed in Table 4; both dispel prevalent myths about the fi-
nancing of loan schemes. The first relates to the shortfall
5 Both measured in terms of present values. from full recovery in almost all government-sponsored
15
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Table 4

Loan repayment and recovery ratios: international comparisons

ment of earnings. For potential
students, the availability of a loan

programme will encourage access,

Number of schemes under the concept of “study now,
Ratio ; - 5 . .
Repayment ratio Recovery ratio (Wlth default pay later”.® Since the aim should
and administration costs) be near-full loan recovery in these
Above 80 percent 13 0 two cases, the level of built-in sub-
I o 13 5 sidy is often excessive in practice.
41-60 t 8 .

. " It is only where loan schemes are
21-40 percent 7 2 aimed directly at social targeting
A —— 3 3 that a clearer case for sizeable

built-in subsidies can be made.
Total number 44 26
of schemes However, such subsidies, as we
Average repayment ratio: 61%, average recovery ratio, overall 39% have noted, will entail considera-

Source: Shen and Ziderman (2009).

loans (and the very heavy losses in some). The impli-
cation of this is that government subsidization is to be
seen as an enduring feature of these schemes; the wide-
ly-held view that loan schemes can act as a revolving
fund which, once capitalized, will finance themselves
through repayments of earlier loans, is not consonant
with the facts in almost all cases. The second relates to
the supposed dominant role played by repayment default
and high administrative costs in accounting for low loan
recovery. As shown in the bottom section of Table 4,
the major factor, by far, accounting for recovery loss is
the large, built-in, interest rate subsidy element in most
schemes. Excluding default and administration charges,
recovery from the amount that graduates are required to
repay (i.e., the repayment ratio) is surprisingly low on
average. The average repayment ratio is 61 percent, rep-
resenting a hidden grant to the student and a loss to the
scheme of some 40 percent. The addition of default and
administration costs reduces recovery by only a further
20 percentage points (ten percent in each case). The fol-
lowing section looks at the issue of whether such large
interest rate subsidies can be justified.

Can student loan subsidies be justified?

In loan schemes where either cost recovery or student
independence constitutes the central objective, the case
for heavy built-in student loan subsidies is not strong.
For current students, the intended effect of student loans
in both of these cases is to reduce the financial bur-
den on students during study and to delay fee payment
(through borrowing) until after graduation, when pay-
ment is more readily made from the expected enhance-
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ble budgetary costs. Since a grant

offers a stronger and more direct

incentive for access than a (par-
tially) repayable loan, the apparent advantage of loans
over grants is less clear-cut. This highlights a central
conundrum in loan policy: at what level of in-built loan
subsidy does a grant become a more cost-effective in-
strument for helping the poor than a subsidised loan
(with hidden grants)? This suggests that, in country set-
tings where state budgets are constrained, a more ap-
propriate financial aid program to encourage access of
the poor is likely to involve a combination of both loans
and grants, with a relatively larger overt grant element
for the very poor. This is common practice in the LFS
Hong Kong scheme, in England and in many other loan

schemes.

In the comparative study of loan schemes in South East
Asia, most of the schemes studied were shown to con-
form to the social targeting model (Ziderman 2004). Yet
the evidence did not indicate any high degree of success
in increasing the university access of the poor. A number
of essential conditions for success were lacking. These
included a sufficiently high level of individual support
to cover necessary expenses; a broad coverage of poor
students to achieve national impact, and careful and
deliberate loans targeting so that loans do indeed reach
the poor and other disadvantaged groups, otherwise the
central objective of the scheme is compromised. Loan
schemes aimed at greater participation of the poor are
often not effective because these ingredients for success

are missing.

°This is the name of the Philippines national loans scheme, a social-tar-
geting scheme that is so limited in coverage that it has little effect in in-
creasing access of the poor. Little attempt is made at collecting due loan
repayments, so recovery is minimal; thus the scheme is often (and ap-
propriately) dubbed the “Study Now, Repay Never” scheme.




The upshot of this discussion is that the levels of built-in
subsidies, resulting in low repayment ratios, are often
excessive. High subsidies may be either unnecessary
(cost sharing and student independence models) or not
very effective in practice in achieving objectives (social
targeting). Since the level of built-in subsidy is fixed by
government, these subsidies may be reduced, as appro-
priate, by government decision. However, vested inter-

ests may militate against these desirable changes.

The repayment burden

Finally, we consider the concern that many student loans
schemes saddle graduates with an inordinately heavy
level of debt. In particular, it is argued that the fear of
entering into student-loan debt acts as a disincentive for
prospective students from lower socio-economic back-
grounds to apply for university studies.” However, the
approach adopted here is not concerned with the total
size of the debt facing a student on graduation (nor with
prospective students’ perception of this debt), but rather
with the extent to which repayment of the loan does, in
practice, constitute a financial burden. The repayment
burden falling on the borrower each year may be meas-
ured by the required annual loan repayment expressed
as a percentage of annual income.

In the case of loan schemes where repayment is a fixed
percentage of income (income-contingent repayment
schemes), this percentage is defined by the conditions
of the loan. In the case of the Hungarian loan scheme,
this stands at six percent; in the South African scheme
repayment varies from between three to eight percent
depending on annual income, in New Zealand at ten
percent and in the current scheme in England at nine
percent. Since the repayment percentage out of income
is built into income-contingent schemes, the repayment
burden may, by design, be kept within acceptable lim-
its and is the same for all borrowers. Furthermore, low
income earners and the unemployed are protected by a
minimum income threshold for repayment.

With mortgage-type loan schemes (where the periodic
sum to be repaid is fixed), the situation is very different.
While all borrowers repay the same annual amount, the
repayment burden falls over time, as incomes increase.
The size of the repayment burden will depend not only

7 This is strongly argued by Callender and Jackson (2005) in the English
context; but is not supported from studies in Australia (Andrews 1999)
and the Netherlands (Vossensteyn 2005).

on graduate annual incomes and loan size, but also on
the size of loan subsidies and the length of the repay-
ment horizon.

Chinese loans schemes do not carry high subsidies, re-
sulting in heavy repayment burdens. Subsequent loan
scheme reforms, notably through increasing the num-
ber of years over which loans must be repaid, have led
to lower repayment burdens. In the early years of loan
scheme operation, the short four-year repayment hori-
zon resulted in a heavy repayment burden of 24 percent
on average over each repayment year and high repay-
ment default. The number of repayment periods was
subsequently increased to six in 2004, together with a
two-year grace period; currently the repayment horizon
is ten years, resulting in a more acceptable repayment
burden of 8.8 percent in the first year and falling steadily
to 2.6 percent.

High levels of state subsidy in the Thai Student Loan
scheme (SLS) —aimed at increasing access of the poor —
imply a low repayment ratio of only 21 percent and
moderate annual repayment obligations. Consequently,
the repayment burden is very light: some 2.5 percent for
males and, because of their lower earnings, around 3.5
percent for females. However, a recent paper (Chapman
et al. 2010) argues that such average estimates are mis-
leading because they do not show the considerably high-
er repayment burdens borne by low-earning graduates.
The repayment burden for graduate borrowers falling in
the lowest decile of earners is shown to be nine percent
for males and 13.9 percent for females. This may not
only enhance repayment default, but may also act as a
disincentive for access of those potential students who
are pessimistic about their future earnings. The policy
response to these findings is to incorporate measures
into mortgage-type loan design, to protect low earn-
ers from excessive repayment burdens; this may be
achieved by the introduction of sufficiently high income
repayment thresholds, as is common in income-contin-

gent schemes.

A concluding comment

Student loans can have a positive, yet limited, role in
augmenting access, as defined in this paper; but the gen-
eral case for heavy loan subsidisation is weak. When
the central loan scheme objective is access deepening —
reaching out to the poor and other disadvantaged groups
— student loans (probably subsidised) can constitute an
important element in the available policy toolbox for
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increasing access. However, loan schemes need to be
well-designed to avoid an excessive repayment burden
and default.
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THE BOLOGNA PROCESS AND
FAIRNESS IN UNIVERSITY
EbucaTtioN: EVIDENCE FROM ITALY

PaoLo BRUNORI!,
VITO PERAGINE? AND

LAURA SERLENGA?®

Introduction

Italy was one of the pioneers in the process of harmonis-
ing the European higher education system. Together with
his British, French and German colleagues, Mr. Luigi
Berlinguer, the Italian minister for education, signed the
Sorbonne Joint Declaration in 1998. In 1999 the Italian
university system embarked on the Berlinguer reform
that transformed the traditional “unitary one tier” cours-
es scheme, in which four—six year degree courses were
the only option at a university level, into a “unitary two-
tier” model whereby all students enrol in a three year
degree course and can subsequently enrol in a one or
two year masters degree. Although the Bologna process
was meant to foster student mobility and employabili-
ty in the European context, in Italy the reform brought
a deeper transformation of the educational system and
went way beyond the Bologna declaration. However, the
process of the reform was far from smooth. Due to po-
litical instability in the country, the reform was realised
and implemented in a short period of time and met with
considerable opposition in the academic community.
A rather vast body of literature has attempted to eval-
uate the effect of the reform and has revealed a number
of positive trends following the reform. As the reform
took place during a period of rapid expansion of tertiary
education in Europe, it is not easy to isolate its effects.
However, aggregate data suggest that the reform had a
major impact in terms of the enrolment rate in the years
following 2001: government data show that the number
of graduates doubled from 2001 to 2006. Istat (National

1:2.3 University of Bari.

statistical institute) reports a reduction in the early drop-
out rate from 2001 to 2004 (Istat 2006). Cappellari and
Lucifora (2009) find evidence of a higher rate of access
to university, especially for low income and talented
students. D’Hombres (2007) and Di Pietro and Cutillo
(2008) show a reduction in drop-out rates following the
reform, after controlling for a number of variables that
could have influenced the drop-out choice. In a recent
study Brunori, Peragine and Serlenga (2012) show a
significant improvement in the Italian university sys-
tem in terms of equality of access opportunity after
the reform. However, Brunori et al. (2012) conclude
that the long-term effects of the reform were less clear,
because although all the inequality of education op-
portunity measures estimated showed an improvement
immediately after the reform (2001), one third of them
showed a reduction in equality of access to higher edu-
cation in Italy between 2001 and 2004. Moreover, after
2004 a persistent decline in the enrolment rate may be
considered a symptom of the increase in inequality of
opportunity.

Basic trends in aggregate data

Figure 1 reports the number of students enrolled in the
first year of university over the number of college grad-
uates the year before (enrol/col grad ratio). The large
increase recorded between 2000 and 2004 is followed
by a similar reduction in the following six years. The
data shows a similar decline in the 1990s, although this
decline was in relative rather than absolute terms. In the
same period there was a sharp increase in the number
of college graduates: the number of upper secondary
school students over the number of 19 year-olds (col
grad/19 cohort ratio in Figure 1) accelerates dramati-
cally from the early 1990s to the end of the 1990s. The
challenge in the 1990s was to get a sufficiently large
share of college graduates enrolled in university, given
that the number of college graduates was quickly in-
creasing. This goal was essentially achieved, as shown
by the third ratio number of enrolled over number of 19
year-olds (enrol/19 cohort) which increased over the en-
tire period. After the reform the number of college grad-
uates remained stable and the enrolment rate declined

both for college graduates and the 19 year-old cohort.
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circumstances are all variables
that affect individual outcome, but
are not direct or indirect effects of
choices. Different characteristics
may be considered as fair or un-
fair sources of inequality depend-
ing on the subjective or collective
normative beliefs. Race and soci-
oeconomic background are largely
agreed sources of unfair inequali-
ty; many believe that inequalities
due to innate ability, on the other

hand, which is definitely a charac-

Figure 1
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Below we propose an analysis of the reform from the
point of view of equity: more specifically, we estimate
inequality of opportunity in access to university in Italy
between 1995 and 2007 and show that inequality of op-
portunity declined immediately after the reform, but

subsequently increased again.*

Inequality of education opportunity

We propose to track access to university before and af-
ter the reform, with a focus on inequality of educational
opportunity (IEOp hereafter). Firstly, let us define our
concept of the equality of educational opportunities.
Following on from the recent economic literature on
equality of opportunity (Fleurbaey 2008 and Roemer
1998), we model access probabilities as a function of
two kinds of variables: variables beyond individual
control (called circumstances) and variables of respon-
sibility (called effort). We define IEOp as that portion
of inequality in the probability that can be attributed to
circumstances beyond individual control and we look at
the change in IEOp over time. We are aware that it is not
possible to control for all possible sources of change in
IEOp; hence, our exercise may not be strictly considered
a policy evaluation of the reform. It should be seen in-
stead as an attempt to understand whether the positive
effect of the reform vanished in a decade.

To operationalise the concept of IEOp, the first step con-
sists of dividing the possible factors influencing univer-
sity access into circumstances and effort. In principle,

4 Hence we update our previous analysis (Brunori et al. 2012) by ex-
ploiting a new wave of the Istat dataset on upper secondary graduates.
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teristic beyond individual control,
are morally legitimate.

Defining a domain for responsi-

bility is particularly complex in
the case of education for two main reasons: i) education
is a fundamental way of obtaining labour market op-
portunities, ii) most education takes place in the early
years, when individuals have a limited understanding of
the consequence of their choices. Supporters of the first
argument underline the role of education as an instru-
mental good: skills acquired in school and university
produce income opportunity in the future. Equality of
opportunity in the labour market should therefore re-
quire full equality in education (Howe 1989). However,
if education is clearly a source of opportunities on the
one hand, it is itself the result of circumstances and
choices on the other, so this paper considers access to
tertiary education as an end, and not a means. The sec-
ond issue challenges the idea that young adult students
can be considered responsible for the choice they make.
While there is a general consensus that children cannot
be held responsible for their choices, it seems instead
plausible to hold individuals responsible for their choic-

es at the age of around 19 years.’

Model and data

We measure equality of opportunity in access to tertiary
education by looking at the conditional probabilities of
access to university for individuals with different cir-
cumstances. As discussed above, the outcome is deter-
mined by two kinds of variables: circumstances and
responsibility variables, where circumstances are all
observable variables beyond individual control like gen-
der or socioeconomic background. Responsibility vari-

* See Trannoy (1999) and Brunori et al. (2012) for a discussion.
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Table 1
Ex-ante and ex-post IEOp measures
1998 2001 2004 2007 2010
Ex ante 0,289 0,333 0,275 0,266 0,285
Ex post 0,311 0,356 0,304 0,287 0,304

Source: Authors’ elaboration on Istat IIPD.

ables are summarised by a proxy that we will call “ef-
fort”. IEOp represents total inequality as a share of the
probability of accessing tertiary education due to cir-
cumstances. The population of students is divided into
groups characterised by identical circumstances (types),
and each type is sub-divided into groups of students that
exerted the same degree of effort (tranches). To meas-
ure IEOp, we build a matrix of probabilities, where the
probability of accessing university for students in the
same type and same tranche is reported in each element
of the matrix. There are also at least two approaches to
measuring IEOp in distribution: ex-ante and ex-post.
The former focuses on the idea that all inequality due to
effort is unproblematic. Ex-ante IEOp is obtained resid-
ually: in a first step all inequality due to effort is elim-
inated (within type), and the residual inequality is sub-
sequently measured. Ex-post IEOp is obtained directly,
by measuring for all degrees of effort (hence tranche by
tranche) the difference in probabilities due to circum-
stances. As discussed in Fleurbaey and Peragine (2013),
these two approaches differ and although they general-
ly return consistent estimates, they could, in principle,

move in opposite directions over time.

To measure IEOp in tertiary education we first define
an outcome of access to tertiary education for an upper
secondary school graduate. We then identify the varia-
bles beyond individual control (circumstances): gender,
family socioeconomic background (based on parental
education), region of residence (Centre/North, South),
and educational attainment at the age of 15 (high, low
grades).®

Our proxy for effort is related to the grade of the upper
secondary final exam. We recognise that this grade can-
not be considered a proxy for how hard a student tried,
as grades are affected by a student’s circumstances.
Therefore, like Roemer (1998), we believe that such a
measure of effort is only suitable to compare individu-

als belonging to the same type, as they are all subject to

¢ We consider the educational attainment at the age of 15 a very rele-
vant predictor of the future success in education. We also consider it as
a circumstance beyond individual control because due to circumstances
and individual choices made at an age in which pupils cannot be held
responsible for their decisions; see Brunori et al. (2012) for a discussion.
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the same circumstances. In order to make it comparable
for individuals of different types, we define effort as the
rank in the type specific distribution of observed effort
as an ordinal and inter-type comparable measure of ef-
fort. Hence, two individuals are declared to have exerted
the same degree of effort if they sit at the same position
in their respective type specific grade distribution.

In order to implement our measures we use data
from “Indagine sull’Inserimento Professionale dei
Diplomati” (IIPD), a survey published every three years
by the Italian National Bureau of Statistics (Istat). The
survey focuses on the transition from upper secondary
school to work and university of a representative sam-
ple of Italian students, who completed upper secondary
school. We estimate IEOp in five waves: 1998, 2001,
2004, 2007, and 2010, each containing information on
students that completed upper secondary school three
years previously. The survey data includes information
on students’ socioeconomic background, school curric-
ula and access to both university and labour market after

upper secondary school.

Discussion

Our results are in line with what we found in our pre-
vious analysis.” Table 1 shows the ex-ante and ex-post
IEOp measures. The two measures quantify inequality
in the probability of enrolling in university, the former
between types and the latter within tranches. In both
cases inequality is measured by the Gini index.

The ex ante and ex post IEOp show similar trends: they
significantly drop in 2004, slightly decrease from 2004
to 2007, and increase somewhat from 2007 to 2010. In
fact, both the ex ante and the ex post measures returned
to their 1998 level in 2010. Hence, our evidence shows
that the 2001 university reform had only a short-term
effect in terms of IEOp in the access to tertiary educa-
tion. This may be due to the fact that the reduction of

7 Estimates differ in absolute terms from the measures presented in
Brunori et al. (2012) because in that case we were controlling for demo-
graphic change across time.
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inequality might be linked to a number of side-effects
of the 2001 university reform such as the sharp rise in
the number of university degrees awarded (the number
of courses offered by Italian university totalled 2,444 in
2000 and 3,234 in 2001), the spread of university loca-
tions across Italy (the number of cities with an university
grew from 93 in 1995 to 146 in 2001) and the reduction
in the workload required to obtain a degree (Bratti et al.
2007). Given that enrolled rates among students from
well-off social background was already very high prior
to the reform, the effect of an increase in university de-
grees and/or locations might have acted as an incentive
for students from less advantaged social backgrounds,
lowering IEOp in 2004.

Why did the reform have such limited effects? One pos-
sible explanation is that, at the time that the reform was
introduced, there were high expectations of the oppor-
tunities that the new system may bring. Many students
who had completed upper secondary school decided to
enrol in higher education expecting high returns for a
shorter investment in human capital. However, within
a few years students and parents learnt that there were
lower returns from the new shorter degrees and the en-
rolment rate declined as a result, especially for less ad-
vantaged students. Two facts are in particular consistent
with our interpretations: (i) the large percentage of grad-
uates of 3 year courses that enrolled in two-year master
degrees varies across universities, but is generally above
60 percent; (ii) growth in the rate of youth unemploy-
ment is shown to be even higher for university graduates
than for students that completed upper secondary school
among individuals aged under 35 years old.
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AccESs To HIGHER EDUCATION:
THE SHIFT TOWARDS M ARKET-
BASED PoLICIES IN THE UK

ROGER BROWN'!

Introduction

The United Kingdom, and specifically England, now
has the most radical, market-based policies of any major
higher education system. This article describes what is
meant by ‘market-based policies’; looks at the historical
background to the current reforms; assesses their impact
to date; and suggests some of the lessons to be learned
(for a fuller analysis, see Brown (2013) and submitted
for review).

What is meant by market-based policies?

The classic economist’s notion of the market is one
whereby the demand for, and supply of, a particular
good or service are balanced through the price mech-
anism. Consumers choose between different produc-
ers on the basis of information about price, quality and
availability. There is market entry and exit for providers
together with regulation to inform and protect consum-

ers and market transactions.

For a variety of reasons, mainly externalities/public
goods aspects, higher education is not organised fully
on market lines in any country. For the purposes of this
discussion, a market-based higher education system is

seen as one with the following characteristics:

* A significant amount of institutional autonomy.

* A liberal system of market entry, including both pri-
vate ‘not for profit” and ‘for profit’ participants.

* A significant amount of competition between insti-
tutions for students, with students having a genuine
choice of provider.

! Liverpool Hope University.
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» Tuition fees representing all or a significant share of
the costs of teaching.

» Private support for those costs representing all or a
significant share of institutional funding.

* A substantial proportion of students’ living costs be-

ing met privately.

Research nearly everywhere is funded along non-mar-
ket or quasi-market (Le Grand and Bartlett 1993) lines,
but with increasing amounts of private funding and
support. Developed systems meriting this description
include the United States, Australia, New Zealand and
parts of Canada, as well as the UK. Amongst the con-
tinental European systems, the Netherlands and some
German Lénder display some market features, although
recently there has been some rowing back. Japan and
Korea both have substantial private sectors and high
levels of private expenditure on both tuition and sup-
port. Many other systems are moving in this direction
as expansion places public expenditure under greater
pressure (Brown 2011a and b; Foskett 2011; Slaughter
and Cantwell 2011).

Current English reforms

With effect from the start of the current academic
year (October 2012) the UK Coalition Government
has increased the full-time undergraduate tuition fee
from GBP 3,375 to GBP 9,000. At the same time, the
block grant that institutions used to receive from the
Government to support the costs of teaching has been
radically reduced, so that there are now direct sub-
sidies only for a few ‘strategically important and vul-
nerable subjects’ (mainly science and engineering), ac-
cess, and a small number of specialist institutions. The
Government has also relaxed the controls on the number
of places it will fund, so that universities can recruit
particularly well-qualified students (those obtaining
AAB or better grades in the CGE A Level exams, which
are the main qualification for university entry) without
limit. It has also relaxed the rules for university title, so
that specialist institutions with at least 1,000 Full-Time
Equivalent students can obtain a university title (the pre-
vious threshold was 4,000). This will mean that another
ten universities will join the 115 existing ones.
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The Government has summarised the case for the
changes in the following terms: “Our reforms tackle
three challenges. First, putting higher education on a
sustainable footing. We inherited the largest budget defi-
cit in post-war history, requiring spending cuts across
government. By shifting public spending away from
teaching grants and towards repayable tuition loans, we
have ensured that higher education receives the funding
it needs even as substantial savings are made to public
expenditure. Second, institutions must deliver a better
student experience; improving teaching, assessment,
feedback and preparation for the world of work. Third,
they must take more responsibility for increasing social
mobility” (Department for Business, Innovation and
Skills 2011, Executive Summary, paragraph 3).

As a result of these reforms, the English system of high-
er education now conforms quite closely to the market

model:

» Universities are legally private institutions with con-
siderable financial and operational autonomy.

* Whilst most providers are ‘not for profit’ institutions,
‘for profit’ providers are beginning to emerge, with
considerable official encouragement.

* There is fierce competition for students, with students
having a wide choice of subjects, programmes, pro-
viders and modes of study, together with a consid-
erable amount of information on which to base their
choices.

 Tuition fees now represent all of the costs of teaching
for most subjects.

* Students must meet tuition and living costs from
their own or their families’ resources, although in-
come contingent loans remain available to full-time
students to cover fees and living costs together with
a system of non-repayable maintenance grants and
bursaries for students from households with incomes
of up to GBP 42,000 (part-time students are entitled
only to fee loans).

The historical background

These reforms can be seen as the latest stage in a pro-
gressive process of marketisation that began with the
Thatcher Government’s decision in November 1979 to
end the subsidy for overseas students’ fees. Other major
steps have included:

* The separation of public funding for teaching and
research, and the introduction of selective research
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funding, from 1986.

* The increase in the level of the still-subsidised Home
and EU Student Tuition Fee in 1989, and the corre-
sponding reduction in the institutional grant for
teaching (partially reversed in 1993).

* The introduction of ‘top-up’ loans for student support
from 1990.

* The abolition of the ‘binary line’ between universities
and polytechnics in 1992.

* The introduction of ‘top-up’ fees of GBP 1,000
in 1998.

» The changes in the rules for university titles in 2004
to enable institutions without powers to award de-
grees to obtain a university title.

e The introduction of variable fees of GPB 3,000
in 2006.

We should also note the corporatisation of university

governance and the introduction of sector-wide institu-

tional indicators and benchmarks (Brown 2012a and b).

What has been the impact of these reforms?

There can be little doubt that, through research selec-
tivity, cost-sharing between taxpayers and students/
graduates, and the increase in the number of providers,
UK higher education is much more efficient in its use
of resources than it was even ten years ago. This has
enabled public and private funding to go much further.
UK universities are also much more responsive to stu-
dents and other external stakeholders, and much more
entrepreneurial (as anyone who has encountered their
representatives at overseas student recruitment fairs can
confirm). This is reflected in the extent to which they
have diversified their revenues away from reliance on
the taxpayer, to an extent that was simply unimaginable

thirty years ago.

But there has also been a downside. There has been a
reduction in institutional diversity and an increase in
institutional stratification and inequality. This, in turn,
has limited educational innovation, reduced oppor-
tunities, and damaged social mobility. The effect on
quality has been mixed. In both research and teaching,
improvements became increasingly marginal as institu-
tions devoted more resources to compliance and learn-
ing to ‘play the game’. Research selectivity has become
the pursuit of status, quality assurance has become
reputation management, admissions has become mar-
keting, Vice-Chancellors have become entrepreneurs.
Above all, marketisation threatens the implicit contract
that higher education has with society whereby univer-




sities enjoy certain privileges in return for the public
goods that they provide: “The classic justification for
the non-profit status of educational institutions is that it
redresses information asymmetry between buyers and
sellers. Because consumers cannot adequately monitor
the quality of educational services, they prefer dealing
with institutions they can trust not to take advantage
of them to make a profit. But maximising revenue now
looks a good deal like making a profit. Private universi-
ties now engage in such deceptive practices as award-
ing less aid to early admission students or front-loading
the first year of aid packages (McPherson and Schapiro
1998). Students in the aggregate may gain greater wages
through these arrangements, but each student must fend
for themselves. Trust in this relationship can no longer
be assumed” (Geiger 2004, 171).

It is clearly too soon to be able to evaluate the impact
of the current reforms (Brown, submitted for review).
The rest of this article looks at the main claims made
for market-based policies and considers how far such
claims are justified, drawing not only on UK experi-
ence, but also on the experience of other systems that
have gone down the market route.

Marketisation of higher education: pros and cons

Five main claims are usually made for introducing or
increasing market competition in higher education:

* Increased efficiency.

¢ Increased quality.

¢ Increased innovation.

* Increased diversity.

* Increased student choice.

Increased efficiency

The argument is that the introduction or intensification
of competition will increase the efficiency of resource
use (as can reduced funding, either in aggregate or per
student). This is positive because it makes resourc-
es go further, and reduces claims on the taxpayer and
the economy, thus freeing up scarce capital for other
potentially more valuable or important uses. However,
increased competition can also lead to significant waste,
for example, the amounts spent on marketing and oth-
er activities unrelated to the quality of education, the
transaction costs of bidding competitions, the additional
resources needed for collecting fees, chasing debts, etc.
This is, of course, ironic given the rationale for marke-
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tisation in the first place, namely to obtain better ‘value
for money’ and make resources go further. Of course,
regulation in a non-market system can also consume
and divert resources. All this points to the need for ef-
ficiency to be measured and the effects of the changes

monitored.

Increased quality

Quality of service can be increased if institutions have
to take greater account of consumers’ views, enhance
service responsiveness, give quicker and better feed-
back to students, handle complaints more expeditiously,
etc. But quality may also be damaged if consumers or
consumer pressures have too much purchase (grade in-
flation, grade grubbing); and especially if quality judg-
ments are taken out of academic hands by the market
or by managers acting in response to market conditions/
signals (Brown 2009). There are also clear dangers from
students adopting a more ‘instrumental’ attitude to their
studies (‘commodification” see Naidoo and Jamieson
2005). This points to the need for quality to be mon-
itored independently of market conditions/controls,
but taking account of resourcing levels and uses, and
by an agency independent both of the institutions and
government.

Increased innovation

Innovation can increase efficiency, raise quality, ex-
pand choice and increase consumer satisfaction, etc.
Innovation, however, can also be damaged if institutions
don’t wish to be seen to be departing too far from rec-
ognised academic models. Innovation is closely linked
to differentiation (see below). A lot depends on which
institutions are doing the innovating, and it will rare-
ly be the high prestige ones. In any case, innovation on
its own is not necessarily good: it can be at the expense
of quality. All this points to the need for innovation to
be defined and monitored, for example, for its effect on
quality

Increased diversity

Differentiation can occur to extend demand for an in-
stitution’s ‘product’ by distinguishing or emphasising
special characteristics, creating and occupying special
niches, etc. But it can also be reduced if a single insti-
tutional model — the large, multi-faculty, research-in-
tensive, selective university — becomes dominant. This
is linked to the risk that marketisation will strengthen
the dominant institutions, which, in turn, increases the
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risk that their needs/interests will distort the system
(as, arguably, will research due to the costs of build-
ing up research capability). This is almost certainly
what has happened in the UK: reputational hierarchy
has replaced functional diversity. Diversity can also be
reduced through the rationalisation of institutions (ab-
sorption of specialist institutions) and/or of programmes
(as low demand subjects are curtailed or withdrawn be-
cause of cost pressures on providers, ‘cherry picking’ by
new entrants, etc). This points to the need for diversi-
ty to be defined, monitored and protected, if necessary
through state intervention to constrain possibilities for

institutional development.

Increased student choice

Choice can be increased as the number of institutions
grows, especially if entrant institutions offer some-
thing different (innovation) or existing institutions
widen the programmes/subjects/modes on offer (diver-
sity). But it can also be reduced through rationalisation
and reduction of differentiation at institutional level
and/or rationalisation at a programme level (reduction
of cost subsidies). This points to the need for the defi-
nition, monitoring and costing of all aspects of student
choice.

Equity

Not even the present British government claims that
marketisation improves equity; it is, in fact, far more
likely to exacerbate, rather than to reduce inequalities
between different socioeconomic or ethnic groups.
This can happen in at least three ways: through the
increased importance of economic factors in student
choice (including the increasing use of ‘merit’ or non-
needs based aid), through the unwillingness of prestig-
ious universities to expand places in line with increases
in demand, and through stratification (of universities
and the social groups they serve). We should also note
the (mutually reinforcing) interaction between marke-
tisation at university level and stratification at second-
ary education levels, not to mention the links between
the marketisation of higher education and other policies
to introduce market or quasi-market competition into
other parts of what used to be called the ‘public sec-
tor’. This points to the need for state interventions to
protect equity against market competition. Even if the
basic causes of differential participation in higher ed-
ucation lie much further back in the education system,
we should surely avoid exacerbating them.
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Conclusions

This brief review of the shift towards market-based poli-
cies in the UK suggests the following conclusions.

Firstly, no claim for or against marketisation can be un-
qualified. The issues are the balance between market
and non-market provision after establishing clear con-

cepts, definitions and categories of evidence.

Secondly, the importance of information. If valid, re-
liable and accessible indicators of educational quality
can be found, so that proper comparisons can be made,
and if there is confidence that they will be used in a ra-
tional manner by students and others, then we can be
more confident about the positive potential of markets
and associated activities like marketing as a basis for an
efficient and high quality university system. Even then,
however, we need to remember that students are not
the only beneficiaries of higher education and that the
benefits are not limited to economic benefits that can be
quantified. In any case, equity will always require some
non-market interventions. If we cannot have this infor-
mation, however, then we should be much more cau-
tious: “If individuals are fundamentally rational and the
problems are ... [uncertainty, imperfect information],
the potential role for policy would be to try to address
these market imperfections by helping students make
the decisions they want. If, on the other hand, students
are fundamentally irrational then giving them more in-
formation or eliminating market imperfections will not
necessarily improve outcomes. In the latter case there
may not be a need to strengthen consumer choice in
higher education, and it might be better to, for example,
let educational authorities offer the programmes they
deem best for students rather than let student preference
drive programme selection” (Jongbloed 2006, 25).

Thirdly, market organisation may help to ease overall
funding pressures, but it isn’t a panacea. Systems can
be underfunded for longer periods, but at some point
quality will be damaged if appropriate levels of funding
— whether public or private — can be found. Incidentally,
a comparison of different national systems suggests that
a significant proportion of public funding is needed if
quality is to be maintained (Hotson 2011).

Fourth, decisions need to be made by governments about
the appropriate extent and mix of market and non-mar-
ket provision. Governments need to review system per-
formance against clear objectives for the institutions as
a whole. Ultimately, one should determine the mix of




market/non-market provision on the basis of evidence of
effectiveness against the objectives being sought for the
system as a whole, and in the light of evidence about the
effect of different policies so far as this can be found.
At one time one might want more competition, at other
times less. Of course, this in turn depends upon the gov-
ernment having the necessary information and evidence

and being prepared to look at it in an objective fashion.

Fifth, increased competition doesn’t mean less regu-
lation: “The more governments strengthen the role of
markets in higher education the more they need to give
attention to issues such as the quantity and quality of
the information available in the system, the consequenc-
es of enhanced institutional competition and the level
of equity (either at the individual or at the institutional
level)” (Teixeira 2009, 57-58).

The UK experience shows that introducing or increas-
ing market competition in higher education can lead to
significant increases in efficiency, responsiveness and
innovation. These gains, however, need to be set against
increases in stratification and reductions in diversity, as
well as possible problems for quality; action also needs
to be taken to protect equity. This suggests that the in-
troduction or extension of market or quasi-market com-
petition should be carried out gradually and with care-
ful monitoring of the impacts at each stage. In this way,
it may be possible to enjoy some of the benefits whilst
avoiding or minimising some of the detriments.

References

Brown, R. (2009), “Quality Assurance and the Market”, in J. Newton
and R. Brown, eds., The Future of Quality Assurance, European
Association for Institutional Research, Amsterdam.

Brown, R., ed. (2011a), Higher Education and the Market, Routledge,
New York and London.

Brown, R. (2011b), “The March of the Market”, in M. Molesworth, R.
Scullion and E. Nixon, eds., The Marketisation of Higher Education
and the Student as Consumer, Routledge, London and New York.

Brown, R. (2012a), The Corporatisation of University Governance,
University of West London, London.

Brown, R. (2012b), The Development of System-wide Performance
Indicators, University of West London, London.

Brown, R. (2013), Everything for Sale? The Marketisation of UK
Higher Education, Routledge, London and New York, and Society for
Research into Higher Education.

Brown, R. (Submitted for review), England’s New Market-Based
System of Student Education: An Initial Report. Center for the Study of
Higher Education, University of California, Berkeley.

Department for Business, Innovation and Skills (2011), Higher
Education. Students at the Heart of the System, (Cmnd. 8122),
Department for Business, Innovation and Skills, London.

27

Foskett, N. (2011), “Markets, Government, Funding and the
Marketisation of Higher Education”, in M. Molesworth, R. Scullion
and E. Nixon, eds., The Marketisation of Higher Education and the
Student as Consumer, Routledge, London and New York.

Geiger, R. (2004), “Market Coordination of Higher Education: The
United States”, in P. N. Teixeira, B. Jongbloed, D. Dill and A. Amaral,
eds., Markets in Higher Education: Rhetoric or Reality?, Kluwer,
Dordrecht.

Hotson, H. (2011), “Don’t Look to the Ivy League”, London Review of
Books 33 (10), 19 May, 20-22.

Jongbloed, B. (2006), “Strengthening Consumer Choice in Higher
Education”, in P. N. Teixeira, D. B. Johnstone, M. J. Rosa and
H. Vossensteyn, eds., Cost-Sharing and Accessibility in Higher
Education: A Fairer Deal?, Kluwer, Dordrecht.

Le Grand, J. and W. Bartlett (1993), Quasi-Markets and Social Policy,
Macmillan, Basingstoke.

Naidoo, R. and I. Jamieson (2005), “Knowledge in the Marketplace:
The Global Commodification of Teaching and Learning”, in P. Innes
and M. Hellsten, eds., Internationalising Higher Education: Critical
Explorations of Pedagogy and Policy, Comparative Education
Research Centre, The University of Hong Kong, Springer.

Slaughter, S. and B. Cantwell (2012), “Transatlantic Moves to the
Market: The United States and the European Union”, Higher Education
63 (5), 583-606.

Teixeira, P. N. (2009), “Economic Imperialism and the Ivory Tower”, in
B. M. Kehm, J. Huisman and B. Stensaker, eds., The European Higher
Education Area: Perspectives on a Moving Target, Sense, Rotterdam.

CESifo DICE Report 2/2013 (June)




EqQuaL OPPORTUNITY AND LIFE-
LONG LEARNING: THE FUTURE OF
HiGHER EDUCATION IN GERMANY
1S ONLY SECURE WITH MAJOR
PoLicy CHANGES

Jo RiTZEN! AND

CEeciLE HOAREAU?

Introduction?

Germany is home to a renowned education and research
system that features world famous research institutes,
highly reputable vocational training, and some of the
world’s oldest universities. This system prides itself on
its tradition of equity through largely tuition-free edu-
cation with generous support for the parents of learners.
Its graduate employment rate was one of the highest in
Europe in 2009 according to Eurostat, with 90 percent of
graduates in employment three years after graduation.

German higher education has served as a role model
across the world. Before the Second World War its uni-
versities inspired the design of prestigious US institu-
tions (Flexner 1910; Wildavsky 2010). More recently, its
vocational training was emulated in South Korea in the
form of the “My Star” — (as a variation on “Meister”, the
German word for master) schools in 2010 (Lee 2012).

Germany is one of Europe’s strongest economies. Its
innovation potential is high. In international compari-
sons it ranks 4th on the Pro-Inno scoreboard (Pro Innno
Europe 2011, 4) and 15th in the world according to
INSEAD’s (2012) global innovation index. A high level
of innovation is unthinkable without an excellent higher
education and research system.

"Empower European Universities (EEU), Maastricht University,
IZA Bonn.

2Empower European Universities (EEU), Maastricht University.

3 The authors are grateful to Paulina Pankowska, University of
Maastricht, for her research assistance.
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Yet Germany’s education system is underperforming
in some respects. German research universities are
under-represented in rankings of research universities
relative to the size of the (student) population. Germany
also has a comparatively low throughput of universi-
ties, namely the ratio between the graduates and total
enrolment in comparison to other European countries
(Hoareau, Ritzen and Marconi 2012). Similar consid-
erations extend to education levels preceding tertiary
education. Germany’s results as measured by
the OECD’s Program for International Students’
Assessment did not match its economic level, with
reading performance only slightly higher than the

OECD average (OECD 2009).

This paper focuses on a key element of the underper-
formance of the German education system: educational
equity. Educational equity matters as an indicator of tal-
ent pool use. Greater equity is accompanied by higher
economic growth and more innovation (Hoareau et al.
2012). Our observation is somewhat grim. Attainment
in German higher education has actually become in-
creasingly inequitable. These growing inequities, com-
bined with a reduction of the working age population,
may bode ill for the German economy, and in particular

for its innovation potential.

The impact of parental education and socio-econom-
ic background on attainment in higher education de-
creased in Germany — as in many other European coun-
tries — from 1945 onwards up to the 1980s. Since then,
however, the impact of parental education and back-
ground has actually become larger (Koucky, Bartusek
and Kovarovick 2010, 45).

We use the term higher education here to include

universities (Universitaeten) and tertiary educa-
tion to cover the entire post-secondary sector, i.e.
Fachhochschulen and Berufsfach-

schulen. Inequities in higher education attainment

Universitaeten,

leave several groups vulnerable. Koucky et al. (2010)
concentrated on equity related to socio-economic
background and the education level of the parents.
Specific vulnerable subgroups of the population are
those with a migration background and the group of
non-traditional students (for example, lifelong learn-




ers). They turn out to be underrepresented in higher
education.*

Greater equity in the participation of these two groups
in higher education could compensate, at least partly,
for the negative impact of demographic change on the
supply of well-trained workers. A broad pool of higher
education graduates with the advanced skills necessary
for an innovative workforce is important to guarantee
Germany’s economic sustainability.

This paper is structured as follows: section The rele-
vance of equity in higher education for economic in-
novation places the issue of equity in higher education
in the broader context of the German economy. Section
Equity in higher education, selected trends subsequent-
ly describes the evolution of equity in German high-
er education. This section unveils the myth that the
zero-tuition-fee policy together with a rich, but un-
focused student support system contributes to equi-
ty. Indeed, the opposite turns out to be the case: the
zero-tuition-policy and the unfocused student grant
system mainly serve the privileged classes (including
the well-to-do middle class) to the detriment of equi-
ty. In section Recommendations, the paper concludes
with three recommendations: it calls for improvements
in teaching in primary and secondary education, com-
bined with a more focused student support system, and
it challenges universities to improve their performance
in terms of equity by adapting the governance structure
of higher education. The last section presents our gen-
eral conclusion: there is scope for Germany to greatly
improve equity in higher education. At the same time,
a greater emphasis on equity is urgently needed for the
economy in view of German demographics.

The relevance of equity in higher education
for economic innovation

Equal opportunity in higher education tends to be justi-
fied in terms of fairness: all individuals should have an
equal opportunity to receive education because of the
personal benefits it generates, as well as the opportuni-
ties that it provides to acquire skills, expand horizons
and promote social mobility. Equality of opportunity
is also a prerequisite for sustained economic growth.
Economies based on advanced technological devel-
opments, like that of Germany, increasingly require

*Wolter and Schuetze (1997) and Schuetze and Slowey (2002) cover the
under-representation of lifelong learners in German higher education.
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advanced skills (Goldin and Katz 2008). The increase
in demand for these skills leads to a growing polarisa-
tion in the labour market between those who can provide
such skills and those who cannot, leading to growing
disparities in unemployment rates and wage differen-
tials. This, in turn, leads to increasing inequalities in
several OECD countries, including Germany. According
to the OECD (2010, 22-24), the Gini coefficient, a meas-
ure of income inequality, increased by four percentage
points from the mid-1980s to the late 2000s in Germany.
Income inequalities also grew in both Germany and the
Nordic countries, more than anywhere else in the world
in the 2000s, even although these regions were tradi-
tionally low-inequality countries.

Advanced skills are provided by higher education.
Hence, equal opportunities in access and attainment
to higher education are becoming increasingly crucial
for equal opportunities in employment. Equal access
to higher education is part of the acquisition of the ad-
vanced skills necessary for technology intensive econo-
mies (Levy and Murnane 2005).

Demographic change, a European-wide issue, leaves
Germany as one of the most affected countries (along
with other countries such as Italy or Greece). Germany’s
rapidly ageing population intensifies the need for a
highly skilled population, in order to maximise la-
bour productivity (GDP generated per capita per hour).
A highly skilled population would increase the working
age population and help to cover the expenses related to
the retired population. The population of retired work-
ers in Germany will increase by 21 percent by 2025,
according to a report commissioned by the Conference
of Education Ministers and the Federal Ministry of
Education in Germany (Authoring Group Educational
Reporting, 2010). However, the working age population
will decrease at the same time by ten percent and the

total learner population by 15 percent.

The German economy would need a higher number of
highly skilled graduates. Yet, higher education enrol-
ment is 13 percentage points lower than the European
average in 2010 according to data from the Federal
Statistics Office (2012). The number of first year
students looks set to decrease by 25 percentage points
from 2012 to 2025. The ensuing decrease in the
overall number of students will make increasing eq-
uitable access to higher education even more im-
portant than ever. Germany needs all of its talent on
board in order to smoothly negotiate the demographic

transition.
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Equity in higher education: selected trends

The German higher education landscape, however, is
developing in the opposite direction. Inequities in at-
tainment have actually increased in Germany since
plunging to an all-time low in the 1960s, as summarised
in Figure 1, and Germany is currently making less use of
its pool of talent than previously.

Koucky et al. (2010) compiled an index of inequity in
attainment in higher education for European countries
by matching parental education and socio-economic
background to higher education attainment (the higher
the index, the greater the inequities in attainment) for
the period 1970-2009. They showed that inequities de-
creased between the 1970s and the 1980s, but increased
again from an index of 41 in 1980 to 48 in 2009.

At the same time, certain groups of the population
seemed to be less and less represented in higher edu-
cation. Table 1 shows the evolution of the odds ratio of
migrants with a higher education using European Social
Survey (ESS) data. Migrants, who on average have larg-
er families, could partially compensate for the decrease
in the proportion of youngsters and individuals of work-
ing age.

Table 1 shows that the odds ratio of migrants with a
higher education degree to the native population de-
creased in Germany from 2002 to 2010. Germany is
about the 15th country out of 24 in terms of number of
migrants with a higher education degree compared to
the native population. The odds of getting a higher ed-
ucation degree as a migrant were 13 percent lower than
for the native population in 2010. It is worth noting that

Figure 1

Trends in the higher education inequality index in Germany

1960-2009
50

the odds ratio of migrant populations with a higher edu-
cation degree increased in other countries over the peri-
od 20002010, including the Czech Republic or Poland.
Note that Table 1 applies only to migrants born abroad.
Hence it represents the combined effect of migration
policy and education policy. We can only presume how
second and third generation migrants fare. The relative-
ly low PISA scores of second and third generation mi-
grants (compared to the native population) suggest that
their higher education attainment will be also (much)
lower, as is implied in Table 1.

If the European Social Survey (ESS) provides a repre-
sentative sample of migration trends in Germany, and
if we consider that the overall migrant population has
increased from 2002 to 2010 (except for a dip in 2006),
the figures in Table 1 imply that the number of migrants
with higher education has not grown in proportion to the
overall number of migrants in Germany. This might in-
dicate that Germany has simply become less attractive
for migrants with a higher education degree, or that mi-
gration policy was insufficiently focused on attracting

such migrants.

Moreover, the German education system generates less
intergenerational mobility than many OECD countries:
only one fifth of German youngsters who graduate
have a better education than their parents (OECD 2012;
Schindler 2012).

Recommendations

According to the German political myth about high-
er education, tuition-free education combined with an
unfocused student aid system will
ensure equity in higher education.
This myth is contradicted by the
stark reality that higher education

equity has decreased since 1980.

Previous inequity-correcting pol-

48 /
46

icies included direct funding for
higher education.

) /

/

The unfocused part (in the form of

42 \/

parental tax deductions and child

allowances) has led to correction

40

38

mechanisms. These correcting mech-

36

anisms took the form of means-tested

1960-70 1970-80 1980-90

Source: Koucky et al. (2010).

1990-2000

or merit-based awarding of grants and
2000-09 subsidised loans. The scholarship pro-

gram ‘Deutschlandstipendium’, intro-
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Table 1

Trends in the odds ratio of migrant / native population across Europe, 2002-2010

Germany is very aware of the re-
lationship between the level of
funding per student and the quali-

Odds ratios of migrants / natives ty of higher education. The higher
Country education pact of 2007 provided
2002 2004 2006 2008 2010 the financial basis to cover an ex-
Belgium 0.94 0.79 0.94 0.77 0.75 pansion in student numbers until
Bulgaria n/a n/a 0.85 0.00 1.83 2015.
Croatia n/a n/a n/a 0.52 0.37
Cyprus /a /a 239 0.97 0.57 However, funding Pohcles, both
= at the level of funding places, as
Czech Republic 1.67 1.70 n/a 0.00 1.97 .
well as at the level of funding stu-
Denmark 0.88 1.61 1.19 0.71 0.98 dent financial support, have a lim-
Estonia n/a 0.93 0.97 0.81 0.76 ited effect as long as inequities in
Finland 1.12 1.33 1.27 0.76 0.97 access at earlier educational lev-
France 0.95 0.94 0.90 0.88 1.50 els are not corrected. The early
Germany 0.95 0.56 1.38 0.62 0.87 orientation of puplls towards a
Great Britain 1.59 1.72 1.55 1.03 1.65 course of education leading to the
pursuit of vocational or academic
Greece 0.56 0.59 n/a 0.43 0.32 . .
branches at the higher level is seen
Hungary 1.20 2.48 1.26 1.53 1.46 by many as contributing to the
Ireland 1.34 1.32 1.51 1.08 1.32 reproduction of inequities. The
Lithuania n/a n/a n/a n/a 0.96 differentiated vocational and aca-
Netherlands 0.86 1.06 1.13 0.75 1.02 demic pathways evolve along one
Norway 0.92 0.93 1.54 0.87 0.93 of the highest graduate employ-
Poland vk vk 118 304 278 ment rates in Europe (and one of
Portugal 1.37 115 2.81 1.25 0.46 the lowest youth unemployment
rates). However, early streaming
Slovakia n/a 0.00 0.00 2.07 2.05 . .
(at the end of primary education)
Sloyenia ULy ULy 10 el = seems to be a hindrance to social
Spain 0.64 0.72 117 0.58 0.57 mobility. Selection for the sec-
Sweden 0.98 0.90 1.28 0.88 0.80 ondary education path that leads
Switzerland 0.86 1.07 1.72 0.89 1.22 to university, namely the gymna-

Note: Odds ratios are compiled from a sample of the population aged 21-35,
and include the ratio of migrant graduates (migrant population with higher
education to overall migrant population) to ratio of native graduates (native
p(}pulatlon with higher education to overall native poll)(ulatlon . Odds ratios
mnferior to 1 ;mplal that being a migrant reduces the likelihood of holding a
higher education efgree; odds ratios superior to 1 imply that being a migrant
increases the odds of getting a higher education degree and odds ratios ecLLgal to
one imply that a migrant has the same odds than a native to obtain a higher
education degree. A migrant is a person who is born abroad, regardless of his or
her c1tlzensh18 status. This complies with the definition provided by the
International Organisation for Migration (IOM): 'The term [migrant] applies to
persons, and family members, moving to another country or region to better
their material or social conditions and improve the prospects for themselves or

sium (grammar school), is corre-
lated with socio-economic back-
ground (Kiiver 2010). There are
also other pathways (around 40)
to university. However, Germany
has one of the lowest percentag-

es of students entering higher

their family'".
doctoral
2010 includes respondents with bache

Source: Norwegian Social Science Data Services (2010).

duced in 2011, aims to increase the proportion of schol-
arship holders among outstanding students. Institutions
were also financially supported in setting-up suitable
equity mechanisms. For example, the excellence initi-
ative (seen as a shining example across Europe), a mul-
ti-billion euro investment in higher education, includes
equity policies as a funding criterion.

Higher education includes the completion of a bachelor, master or
egree (excludes short de%ree courses and vocational education).
i chelor to doctoral degree.
2002-2008 includes respondents with a tertiary education degree

31

education through an alternative
route, namely four percent versus
a European average of 11.9 per-
cent.’> Alternative routes include,
according to Eurostudent (2010,
32), vocational training, work experience, accreditation
of prior learning, aptitude/entrance examination and

post-secondary (non-higher) education.

> Average compiled based on the dataset of Empower European
Universities, available at http:/www.empowereu.org/publications and
may differ from the Eurostudent (2010) average because missing data
has been imputed.
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The referral by teachers in the gymnasium towards
higher education may play a role in the social bias re-
lated to types of education. A study by the University of
Mainz found that 91 percent of children from the upper
social classes with top grades received a recommenda-
tion for the gymnasium, while only 76 percent of work-
ing-class children with similar grades obtained such a
recommendation (Eltern Family 2008).

Moreover, equity in achieving a higher education degree
still may not be the same as equity in life chances: grad-
uates from families with parents that have a lower level
of education also tend to have a lower income and fewer
job prospects than the average (Bertschy, Alejandro and
Wolter 2009).

Insufficient equity in education has a wide spectrum of
causes, but requires policy initiatives targeting different

directions. We limit ourselves to three directions in this
paper:

* Focus student support on those who — without that
support — would not be able to make it to higher edu-
cation with a student loan/grant system, together with
higher tuition fees, to be used to raise the funding of
higher education.

e Improve teaching in primary and secondary
education.

* Give universities more autonomy and thus more lee-
way to increase equity, while challenging them on the

results.

Germany could improve equity greatly by withdrawing
funding for broad-based measures (like child allowanc-
es for students or tax deductions for parents with chil-
dren in higher education) and ploughing it back into in-
creasing targeted student support and raising the quality
of higher education. The Dutch and the UK examples
of social loan schemes, augmented with merit scholar-
ships, would release money and increase equity. These
financial aid schemes, however, would not be sufficient
to fully correct inequities, given the inequities stem-
ming from earlier levels of education.

Targeted recruitment campaigns to diversify and re-
juvenate the pool of teachers in Germany might help.
They may decrease the negative perception bias toward
minority groups and facilitate pupils’ identification with
teachers, possibly increasing the educational success of
minority groups. This recommendation is in line with
the study from the Authoring Group for Educational
Reporting (2010, 16), commissioned by the Federal
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Ministry and the State Ministries of Education. This
report firstly noted that 40 percent of all teaching staff
in Germany and 50 percent of all school teachers were
aged 50 or older. Secondly, the report added that only
seven percent of teachers within the formal education
system had a migration background, even if one quarter
of learners were from a migration background. A popu-
lation of teachers that represents the student demograph-
ic would facilitate the positive identification of students
and increase their chances of success independently of
their background.

The third recommendation aims at a reform of the
governance of higher education. The report by the
Maastricht-based foundation Empower European
Universities (Hoareau et al. 2012) showed that the suc-
cess of the educational system was not only a matter
of funding, but also of institutional organisation. The
higher education system of Germany is not homogene-
ous: there are substantial differences between German
states, as education is a competency of the states and
not of the federation. Yet, the outward flow of German
students to neighbouring countries, including Austria,
Belgium, Denmark and the Netherlands, suggests that
those who can afford the costs of mobility search for a
better quality higher education experience, where they
would, for example, have a lower teacher to student ra-
tio. The reputation of German universities may indeed
no longer be as glittery as it used to be. German uni-
versities are placed in the ‘middle performing group’
according to the European assessment of higher educa-
tion by Empower European Universities (Hoareau et al.
2012). When weighed by population, German universi-
ties are 12th on average in Europe according to the 2011
ARWU ranking. Students from lower socio-economic
groups may not be able to afford international mobility.
They may also be the group most heavily affected by
teaching quality, since they may require more intensive
support (given the acquisition versus the reproduction
of additional cultural capital implied by the pursuit of a
higher education degree according to Bourdieu, 1986).

Reforms geared toward the improvement of the quality
of higher education in Germany would be equity en-
hancing. The present system of governance of univer-
sities in most states of Germany does not encourage
change towards a better quality education and greater
equality of opportunity. For example, rectors of univer-
sities are elected by their peers (the senate). The election
system preserves the academic independence of an in-
stitution, but also maintains the status quo, marked by
the presence of strong lobbies. This could also be the




reason why curriculum changes have been so slow, for
example, in offering part-time courses, even although
several states provide the opportunity for universities to
freely decide on course content. As a result, the match
between the demand for course content and supply has
been inadequate, according to Schuetze and Slowley
(2002). Greater flexibility in the course offering would
increase the chances for non-traditional students, in-
cluding lifelong learners, to participate in higher edu-
cation. Encouraging a move towards student-centered
curriculum and teaching could help to enhance educa-
tional equity.

A reform of the governance of universities, which could
include the appointment of rectors and the adaptation of
curricula to the (changing) needs of society could lead
to greater educational equity. These reforms would also

bring about an upward social mobility spiral.

Conclusions

Germany is challenged by growing inequities in higher
educational attainment. The demographic change loom-
ing during the decade ahead is making this challenge
all-the-more intensive. Germany’s federal and state gov-
ernments need to better exploit the nation’s talent pool
through broader access to and better attainment in high-
er education.

We suggest three stepping stones to achieve this:

* Improved targeting of student support

* Combined with a correction of perception biases
through the targeted recruitment of teachers at prima-
ry and secondary education levels, and

* A change in the governance of universities to facilitate

an adaptation to student-centered learning and equity.

These reforms would facilitate educational equity and
help Germany to utilise its human potential more fully
in the forthcoming period of demographic transition and
beyond.
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EcoNnomic FREEDOM, MONEY
AND HAPPINESS —

WHY DEREGULATION
MATTERS BEYOND ITS
WEALTH ENHANCING EFFECT

Bopo KnoLL !,
HANs PITLIK? AND

MARTIN RODE?

Why should we care about the relationship of
economic freedom and life satisfaction?

For a long time, the main interest of politicians, indi-
viduals and economists has been to analyze the deter-
minants of growth and income. Due to the relative scar-
city of resources this is quite a natural starting point:
what accounts for the difference between high- and
low-performing countries? Why did some countries
with a rather low capital stock after World War II face
high growth rates, while other countries in seemingly
better starting conditions fail to expand? The quality of
institutions has been found to be one of the most im-
portant factors for long-term growth and development.
Numerous contributions show that a market-friend-
ly institutional environment has almost certainly a
strong and direct positive impact on income levels and
on long-term growth through incentives (for example,
Knack and Keefer 1995; Hall and Jones 1999; de Haan
and Sturm 2000; Olson, Sarna and Swamy 2000; Pitlik
2002; Dawson 2003; Gwartney, Holcombe and Lawson
2006; Justesen 2008; Rode and Coll 2012; see also sur-
veys by Berggren 2003, de Haan, Sturm and Lundberg
2006 and Doucouliagos and Ulubasoglu 2006).

In that respect, economic research has provided over-
whelming empirical evidence that economic freedom
and deregulation have a positive impact on growth and

"'University of Hohenheim.
2 Austrian Institute of Economic Research.
3 University of Cantabria.
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income. The concept of economic freedom as a whole
emphasizes the role of freedom of personal choice, vol-
untary exchange in markets, freedom of entry and com-
petition, and protection of person and property. A prom-
inent and widely-used indicator of economic freedom
has been developed by the Fraser-Institute (Gwartney,
Lawson and Hall 2012). The Economic Freedom of the
World (EFW) summary index estimates the overall
market-friendliness of a bundle of five policy areas on
a 0—10 scale, whereby higher values are associated with
more economic freedom.

Area 1 relates to the size of government. High govern-
ment consumption, high transfers and subsidies, high
tax rates and the extensive occurrence of state-owned
firms impede the economic freedom of individuals.
Area 2 measures the quality of the legal system and
the protection of property rights. Economic freedom
requires secure property rights and the legal enforce-
ment of contracts by impartial courts. Sound money
(area 3) is important as modern free market economies
are not barter economies. Therefore, both persistently
low inflation rates and free access to foreign curren-
cies guarantee low transaction costs and foster trade.
Area 4 covers restrictions on international trade, such
as tariffs, non-tariff trade barriers, capital controls and
regulations of the movement of people. Area 5 captures
regulations of credit markets, labor markets and busi-
ness regulations, which hinder all kinds of economic
transactions. The comprehensive index score is simply
an equally weighted average of liberalization scores
in the five policy areas. Data are derived from various
international sources, and in total the summary index

comprises 42 distinct variables.

Figure 1 clearly illustrates a positive relationship be-
tween economic freedom, as measured by the EFW
summary index, and income (PPP converted per capita
GDP at 2005 constant prices, in logs), taken from the
Penn World Tables. Notwithstanding possible reverse
causalities, a higher GDP per capita is associated with
greater economic liberties. The EFW summary index as
a single explanatory variable explained 45 percent of the
variation of GDP per capita in 122 countries in 2010.
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Figure 1

GDP per capita and economic freedom in 2010

5 GDP per capita (log)
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Source: Authors' calculations based on Gwartney et al. (2010) and Heston et al. (2012).

Carlsson and Lundstrom (2002) look at each dimension
of the economic freedom index separately. They find a
positive correlation between growth and the use of mar-
kets, the freedom to use alternative currencies, the secu-
rity of property rights and the freedom of exchange in
capital markets; whereas the size of government and the
freedom to international trade are negatively correlated
with GDP per capita growth.

GDP, however, is often seen as an imperfect, flawed
and even misleading measure of welfare. In addition,
improved material well-being in industrialized soci-
eties have changed people’s attitudes towards income.
Post-materialistic societies give more weight to non-pe-
cuniary aspects of the economic order. Together with
the recurrent critique of GDP, this value change is
partly reflected in attempts to look for alternative indi-
cators measuring quality of life like, for example, the
work of the Stiglitz-Sen-Fitoussi Commission (2009).
In the same vein, the German Bundestag’s “Study
Commission on Growth, Well-Being and the Quality of
Life” proposes a set of indicators that adds information
on the social (employment, education, health and free-
dom) and ecological status of the society to the usual
growth measures (German Bundestag 2010).

Research on life satisfaction likewise employs a broad-
er concept of individual well-being that makes it pos-
sible to identify the non-pecuniary effects of economic
environments and events on the subjective well-being
of individuals. Many social surveys ask respondents
about their overall life satisfaction. The World Values
Survey, for example, asks the question “All things
considered, how satisfied are you with your life as a
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9 pacting subjective well-being. In
that respect, one of the most im-
portant determinants is income.
On average, richer people report
higher degrees of life satisfaction
than poorer people. The result, that higher GDP per cap-
ita and average life satisfaction levels are correlated pos-
itively is replicated in numerous empirical studies (for
example, Sacks, Stevenson and Wolfers 2013).* Figure 2
displays the strong positive association between per cap-
ita income and country averaged life satisfaction, based
on data from the most recent World Values Survey/
European Values Study.

In a sample of 91 countries worldwide, GDP per capita
accounts for almost 40 percent of the variation in aver-
age life satisfaction levels. Provided that people expect
to benefit from higher average incomes caused by mar-
ket-friendly policies, we also expect them to be happier
in general with more economic freedom.

Nevertheless, happiness studies frequently feature pol-
icy implications recommending more government in-
terventions instead. Unemployment is found to be det-
rimental to life satisfaction to a far greater degree than
merely implied by the loss of income (Frey and Stutzer
2002a, 419-22). Environmental quality contributes con-
siderably to people’s life satisfaction, even if they do not
report any willingness to pay to avoid damages (for ex-
ample, Silva, de Keulenaer and Johnstone 2012). As a re-
sult, the economics of happiness tends to favor govern-
ment interventions over market friendly policies for the
sake of raising citizens’ subjective well-being. The posi-
tive effects of economic freedom appear to be limited to

4 Estimations using cross-sectional micro data also confirm a positive
correlation between income and life satisfaction. However, simple
OLS-estimations suggest a rather weak relationship (Frey and Stutzer
2002a, 408—418). A few studies address the potential endogeneity by
using natural experiments (Frijters, Haisken-DeNew and Shields 2004;
Gardner and Oswald 2007) or an instrumental variable approach (for
example Luttmer 2005; Powdthavee 2010).
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tions and underestimates the real
advantages of economic freedom
and deregulation for individual
well-being. A more balanced con-
sideration of economic freedom, therefore, should ex-
amine both the pecuniary and the non-pecuniary effects

of such government intervention on life satisfaction.

Pecuniary and non-pecuniary effects of (de-)
regulation and economic freedom on life satisfaction

Economic freedom can have both positive and negative
effects on individual life satisfaction. Some of these ef-
fects are related to individual income: On the one hand,
economic freedom is conducive to prosperity in gener-
al. Individuals can, on average, expect to benefit from
productivity gains and to earn more money on average
in freer markets. On the other hand, risk aversion may
put an individual’s subjective perception of economic
freedom into perspective. One might associate econom-
ic freedom with higher volatility of income streams and
business cycles. Free markets could amplify economic
instability as it promotes innovative activity and crea-
tive destruction.® Given such a relationship between
income volatility and economic freedom, risk lovers
would face extra gains from freer markets because
economic freedom creates extra opportunities for gam-
bling. On the contrary, risk-averse individuals prefer
constant and secure income streams, even at the cost of

a lower expected lifetime income.

Other explanations for non-pecuniary effects relate to

ideological beliefs and the procedural utility of insti-

SFrom a theoretical perspective, however, the relationship is not clear.
Weak institutions and a lack of economic freedom make contractual
arrangements insecure. As a result, the cooperation of market partici-
pants may be more susceptible to exogenous shocks and therefore mac-
roeconomic instability could rise (Dawson 2010, 189).

@ Most recent EVS/WVS wave.
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GDP per capita (log)

Source: Authors' calculations based on Gwartney et al. (2010) and Heston et al. (2012).

tutions. Economic freedom contributes to freedom of
choice, and people may feel happier if they have more
control over their own business. Many people, howev-
er, also favor governmentally imposed restrictions of
choice, in cases where they believe that this promotes
a social goal such as the diminution of inequality or an
improvement in the environment. Voters sometimes dis-
like competition and free markets, as they directly bene-
fit from regulations that generate and protect rents. Such
self-interest cannot always be separated from ideology,
as ideological convictions often shape perceived subjec-
tive self-interest and attitudes towards economic policy
issues (Pitlik et al. 2011). On a different level, not all
individuals believe that they stand to benefit from eco-
nomic freedom, even if they do so from an ‘objective
point of view’. A priori, it is therefore unclear whether
more economic freedom has a positive effect on the sub-
jective well-being of people who have a different model

of the world in mind.

Increasing freedom of choice may also have both posi-
tive and negative effects on subjective life satisfaction.
It promotes subjective well-being as it makes it possible
to link economic success with personal endeavor. Having
more alternatives to choose from may also be of value
in itself. Instead of merely looking at the outcome of an
economic activity, people are likely to derive some pro-
cedural utility from fair institutions and procedures (Frey
and Stutzer 2002b). Again, this very much depends on
personal normative beliefs and on what kind of economic
order is seen as “fair”. People who live in a society with
fair procedures (according to their own moral frame-
work) can be expected to be more satisfied with their

personal outcomes in terms of income and social status.
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Choosing freely among a great number of alternatives,
however, can also be costly und thus unattractive in itself
(Veenhoven 2000; Schwartz 2000). Some people feel
unable to cope with the complexity of decision making,
especially if decisions have far-reaching consequences
for their own life. If individual decision-making involves
high psychological costs stemming from market-driven
uncertainty, more detailed regulations and stronger re-
strictions of individual freedom appear as a ‘happiness
enhancing policy’ option, provided that interventions
reduce the choice set, give orientation and simplify deci-
sion-making. Individuals have very different perceptions
of how much control they have over the outcome of eco-
nomic decisions. Correspondingly, they value freedom
of choice differently. Those who believe that outcomes
are driven primarily by external factors that are beyond
their control have a lower interest in large choice sets
compared with those who think that their own choices
and actions determine outcomes. Non-pecuniary effects
may arise if people’s ideological positions are taken into
account. Depending on an individual’s ideological posi-
tion, s/he subjectively appreciates freedom regardless of
being in a better economic position or not.

Studies on the country level

Several empirical studies address the question of
how economic freedom affects life satisfaction using
cross-country data at an aggregate level. Veenhoven
(2000), for example, reports that economic freedom is
positively correlated with happiness and life satisfaction,
whereas the relationship between subjective well-being
and political freedom is less clear.
Moreover, he finds that economic Figure 3
freedom has a relatively large ef-

fect in poor countries, whereas po-

litical freedom tends to dominate

cating that the positive relationship of economic free-
dom to life satisfaction can partly be explained by the
growth-enhancing channel. Nevertheless, a significant
and positive impact remains (for example, Ovaska and
Takashima 2006). This result is in line with the idea that
economic freedom contributes to life satisfaction be-
yond the narrowly defined pecuniary effect.

One might be concerned that these results suffer from
reverse causality and cannot be interpreted as causal
for this reason. Rode (2012) asks if economic freedom
contributes to higher life satisfaction, or if societies
with happier citizens vote for a more economically free
market-order. He uses average national consumption of
cigarettes per capita and average national alcohol-use
disorders rates as an instrumental variable for life sat-
isfaction, as this index explains life satisfaction levels,
but should be independent from a country’s institutions.
Economic freedom is instrumented by dummy variables
for a country’s legal origin, which should have no direct
impact on life satisfaction. He finds that economic free-
dom can be confirmed as having a positive effect on life

satisfaction, but not the other way around.

Some papers document research into singular compo-
nents of economic freedom. No clear consensus has
been reached yet in this field. While Veenhoven (2000)
finds no evidence for the hypothesis that the size of the
welfare state is related to a country’s average life sat-
isfaction level, Bjornskov, Dreher and Fischer (2007)
show a decreasing effect of government consumption on
life satisfaction. Studies that focus on single instruments
of the welfare state (like unemployment insurance, for

Life satisfaction and economic freedom®
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example) find that these instruments have a positive ef-
fect (beyond the pure income effect for the addressees
of these measures). Rode (2012) and Gehring (2012) use
Economic Freedom of the World-data to disentangle the
effects of each dimension of economic freedom sepa-
rately. Both papers confirm a positive relationship be-
tween life satisfaction and areas 2-5; no effect is found

for government size.

Gropper, Lawson and Thorne (2011) include an interac-
tion term between GDP per capita and economic free-
dom because they argue that the impact of economic
freedom on happiness may be contingent to the level
of development and vice versa. In a very parsimoni-
ous estimation model, they find a positive relationship
between country happiness level and economic free-
dom, as measured by the EFW summary index. GDP
per capita also has a strong positive impact. Moreover,
the well-being effect of both economic freedom and
GDP per capita diminishes as the other increases, but
the combined effect of simultaneously higher economic
freedom and GDP per capita is positive, particularly for
poorer and economically less free nations. This is also
an indication that there is more to the well-being effects

of economic freedom than its pure income effects.

Who benefits (most) from economic freedom?

Cross-country studies using country averages cannot
capture asymmetric effects across individuals. As ar-
gued above, there are some theoretical reasons why eco-
nomic freedom has different effects on different groups
in society. This holds true both for income and the sub-
jective well-being of individuals. Verme (2009) pro-
vides empirical evidence for the hypothesis that there
is an intrinsic value of economic freedom for people. He
shows that an individual’s perceived degree of control
over his/her own life course determines how individuals
value freedom of choice. Moreover, perceived freedom
of individual choice is a robust and strong predictor for
reported life satisfaction levels.

Bavetta and Navarra (2011) combine available informa-
tion on perceived personal decision-making autonomy
from the World Values Survey with economic freedom
data from the Heritage Foundation’s Index of Economic
Freedom for a worldwide sample of about 60 countries.
Subjective well-being is measured by the WVS data on
happiness and on life satisfaction. Bavetta and Navarra
distinguish between opportunity to choose, which is re-
flected by the Heritage/Wall Street-index of economic
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freedom, and autonomy to choose. The latter reflects
the survey respondents’ view of the extent to which
they have control over their own life. Employing a mul-
ti-level logit model for estimation, the authors find that
both perceived autonomy (individual-level variable)
and economic freedom (country-level variable) have a
positive impact on the probability of experiencing more
happiness and higher life satisfaction. Moreover, a high-
er degree of economic freedom not only increases the
probability of happiness. An increase in perceived life
autonomy also makes a greater contribution to life satis-
faction and happiness, the higher the level of economic
freedom in a country is. Bavetta and Navarra, however,
do not control for GDP per capita and individual income
positions. Thus, it is impossible to conclude directly
from their analysis that economic freedom has a positive

impact beyond material well-being effects.

From a theoretical perspective it is not clear, how-
ever, who benefits most from economic freedom.
Redistribution obviously has asymmetric effects on
donors and receivers of state transfers. Simple median
voter theories predict that government size tends to be
inefficiently large as the median voter’s income level is
below the mean income and the median voter therefore
prefers to raise high income taxes and redistribute in-
come to medium and low-income earners (Meltzer and
Richard 1981). These models would be in line with the
observation of large income losses and the low life sat-
isfaction of the rich and corresponding gains in income
and happiness of the poor. If one accounts for altruism
of the rich, a redistribution of income does not necessar-
ily lead to losses in terms of their life satisfaction.

Regulations and the provision of public goods may
also have different income and life satisfaction effects
across the population. Here, it seems less clear whether
the poor or the rich benefit more from government ac-
tivities. According to the standard interest group theory
of Olson (1965) workers and consumers may not be in
the best position to enforce their interests in the polit-
ical process. Small and well organized special interest
groups (for example, small industry lobby groups) with
large resources are likely to be more effective rent-seek-
ers and to be more successful in requesting regulations
that are beneficial to their members. If special interest
groups’ regulations and government activities dominate
over the social-policy oriented measures of the welfare
state, large governments and highly regulated mar-
kets are compatible with high-income earners benefit-
ting more from lower economic freedom compared to

low-income individuals.
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As life satisfaction may depend on individuals’ attitudes
towards markets, some papers explicitly account for
the ideological convictions of respondents. Dreher and
Ohler (2011), for example, analyse whether the self-re-
ported political left-right-orientation has an impact on
life satisfaction. They find that the individuals who de-
scribe themselves as left-wingers report lower levels of
happiness than right-wingers.

Similarly, Knoll, Pitlik and Rode (2013) account for
freedom-related value statements. Some specifications
show unexpected results: those who dislike economic
freedom benefit most if they live actually in an econom-
ically free market order compared to self-reported pro-
ponents of economic freedom.

The study uses data from the com-
bined dataset of the World Values
Survey and the European Values
Study from 1981-2008 for infor-

mation on subjective well-being,

Figure 4

deregulation reveals that these country characteris-
tics have a strong and significant impact on life sat-
isfaction.” This effect remains after inclusion of the
policy preferences. Specifications with interactions
of the deregulation index and attitudes towards mar-
ket-friendly policies suggest that individual approval
or disapproval for free markets matters. One may ex-
pect the proponents of deregulation to benefit more
from actual deregulation policies. However, this re-
lationship is confirmed only if policy attitudes are
measured by opinions on private ownership (see
Figure 4). Somewhat paradoxically, using left-right ide-
ology or inequality preferences as proxies for policy at-
titudes, the sign of the interaction term turns negative
(Figure 5).

Marginal effects of deregulation of credit, business and labor
markets on life satisfaction at various policy attitude levels
towards privat ownership of business and industry

Marginal effect of economic freedom (regulation)

individual characteristics and o
preferences over (de-)regulation. '
Individual attitudes towards eco- 030 1
nomic deregulation are measured 0.25 A

by various questions. Respondents

90% confidence interval

answering that “Competition is o
good. It stimulates people to work 0181
hard and develop new ideas” in- 0.10 1
stead of “Competition is bad. It 0.05 1
brings out the worst in people” 000 |
on a 10-point-scale are consid- 0 1

ered to have pro-market views.
“Private ownership of business
and industry should be increased”
is also considered as a proxy  Figure$
for a pro-market view, whereas
“Government ownership of busi-
ness and industry should be in-

creased” indicates disapproval of

2

3 4 5 6 7 8 9 10
Attitude towards deregulation

Source: Authors' calculations based on Knoll, Pitlik and Rode (2013), p. 918.

Marginal effects of deregulation of credit, business and labor
markets on life satisfaction at various levels of left-right-ideology
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Conclusion

For a long time economic happiness research has fo-
cused on the question: “Does money make people hap-
py?” In recent years, some researchers have broadened
the scope of this question by asking if (economic) events
and situations can have effects that go beyond pure pe-
cuniary effects. Periods of unemployment are detrimen-
tal for subjective well-being to a far greater extent than
the loss of labor income and the reduced consumption
levels of the unemployed. Institutions matter for two
reasons: (1) Free markets are an important determinant
of growth, thereby contributing to life satisfaction via
higher income levels. (2) In addition, ideology, risk
aversion and freedom of choice as a value in itself may
explain why positive or negative effects on life satisfac-
tion remain even after controlling for the individual in-
come position. These non-pecuniary effects seem to be
unequally distributed within societies. Further research
is needed to address endogeneity issues and to fully
understand some of the paradoxical results that have
emerged from previous empirical studies.
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THE INFLUENCE WIELDED BY
LAND DEVELOPER LOBBIES
DurING THE HousING Boow:
RECENT EVIDENCE FROM SPAIN

ALBERT SOLE-OLLE! AND

ELISABET VILADECANS-MARSAL?

Introduction

Housing construction grew at an extraordinary pace
during the last economic boom. In the period 2003-07
over 18 million housing units were built in the US,
roughly 15 percent of its historical record (American
Housing Survey 2009). In Spain, growth was of a simi-
lar magnitude, with 4.3 million new housing units built
during the same period, representing 17 percent of the
housing stock. At the peak of the boom, Spain built
more housing units (around 800,000 per year in 2006)
than Germany, France and the UK together.

This big expansion in housing supply was not able to
contain housing prices, which since the mid-1990s
have also experienced growth of an unprecedented
magnitude. In the US, housing prices rose by around
86 percent (in real terms) between 1997 and 2006 (and
by around 50 percent in the six-year-period ending in
2006). In Spain the boom was even more spectacular,
with a real price increase of about 150 percent for the
whole period, and of 90 percent in 2000—06.° In Spain,
this generated a serious housing affordability problem,
only mitigated by the ease of access to credit.

The consequences of these developments for the
Spanish economy are already well-known: the hous-
ing bubble burst, activity in the construction industry
stopped abruptly, unemployment skyrocketed, foreclo-
sures multiplied, many savings banks (with businesses

12 Universitat de Barcelona & Institut d’Economia de Barcelona (IEB).
3 Ministerio de Fomento, www.fomento.es.
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overly concentrated on the mortgage industry) had to be
bailed out, and the public deficit plummeted due to the
sudden disappearance of the huge construction-related
revenues available during the boom. The main causes of
the situation were external to the country: the increasing
flow of credit as a result of the introduction of the Euro,
huge demand for second-home residences from foreign
nationals, and the massive immigration inflow experi-

enced during those years.

Besides these economic drivers of growth, however, a
more critical assessment needs to consider the possi-
bility that bad governance has exacerbated the prob-
lem. Did the influence wielded by the economic sectors
profiting from the construction-intensive boom (i.e., de-
velopers and the real-estate industry, public works, the
tourist industry and savings banks) block appropriate
policy responses to the growing bubble? Some authors
have already suggested that governance in Spain dete-
riorated severely as a result of the introduction of the
Euro (Villaverde, Garicano and Santos 2013), and that
this contributed to the “prolongation of the credit boom,
delaying the response to the bubble when the specula-
tive nature of the cycle was already evident”. Here we
follow this line of reasoning by also suggesting that bad
governance in itself was responsible for the intensity
of the boom and for its consequences. Our point is that
due to the poor quality of institutions (for example, low
transparency of government, lack of regulation of lob-
bying activities and of campaign finance, as well as the
inefficiency of the courts and the partisanship of the me-
dia, etc),’ rent-seeking activities by development-related
interest groups in Spain were unconstrained during the
boom years. We contend that this state of affairs was
partly responsible for the bad outcomes generated by the
housing bubble, from excessive development to corrup-
tion scandals.

Development-related interest groups probably had too
much influence over government at all levels. At the
central level, pressure from real-estate firms and the

banks lending to them had probably some influence over

4 See Transparency International (2012) for a report identifying the
institutional failures in fighting corruption and money influence in
Europe; the report identifies the aforementioned problems for the case
of Spain and other southern European countries.
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several policies, including the fa-
vourable tax treatment of housing
ownership, the bad oversight of
exposure to the housing bubble by
financial institutions (Villaverde et
al. 2013), the basic legislation on
land-use matters® and on protec-
tion of forests and the shoreline, or
the decision to build certain devel-
opment-promoting infrastructures
such as highways and water pipe-
lines. The influence wielded by
land-related interest might be felt
with more intensity at the region-
al level, with impact on the basic
framework under which local
land-use regulations operate and/
or on the intensity of oversight of
these local policies.® However, per-
haps the strongest impact occurred
at the local level, where powerful
land-related interests found it very
easy to bribe local politicians in
exchange for amendments to lo-
cal land-use plans (Transparency
International 2007,
Alternativas 2007).

Fundacion

The rest of the contribution is or-
ganised as follows: In the next sec-
tion we briefly explain how land-
use policies work (in Spain and
elsewhere) and discuss the possi-
ble role of several political players
in their design. In the section that
follows we present some indirect
empirical evidence on the influ-
ence wielded by developers (and/
or land-related interest groups in
general) over local land-use poli-
cies, relying on our own work for
Spain. Some descriptive evidence
is subsequently presented that doc-

uments the involvement of land-re-

* When the Partido Popular was elected to
lead the central government (1996-2004) it
made several attempts at liberalising the re-
gional regulatory framework. The main acts
were the ‘Law of Land’ (Ley 7/1997), and the
‘Law of liberalisation of the building sector’
(Ley 10/2003).

¢ Among the most criticised regional laws
was the Valencian law on urbanism (Ley
16/2005), which enhanced the role of private
developers in land use policies.
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Box 1

Land use regulations in Spain

Land-use regulations in Spain adhere to a very detailed and rigid system,
although they do not greatly differ from the zoning regulations operating
in some parts of the US or in other European countries. A key charac-
teristic of the Spanish system is that, although an individual might own
the land, the government is empowered to control and implement all the
processes of urban development. Landowners are not permitted to devel-
op their land without the prior agreement of the local administration. It is
not that they need a building license (which is granted automatically in
most cases): before reaching this step, the government must have declared
the land ‘developable’ and must define precisely the conditions for such
development. The main tool that the government uses to do this is the
urban plan. So town planning in Spain is essentially a municipal respon-
sibility, but as there are over 8,000 municipalities, the system is highly
fragmented.

Municipalities draw up a ‘General Plan’, which provides a three-way clas-
sification: built-up land, developable land (the areas of the community
where future development is allowed), and non-developable land (the rest
of the territory — agrarian or other uses, where the development process
is strictly prohibited, at least until a new plan is approved). The ‘General
Plan’ includes very detailed regulations regarding many other aspects:
land zoning (residential, commercial, industrial), minimum floor-to-area
ratio for each plot, the reservation of land for streets, green spaces for
public facilities, etc. In theory, the ‘General Plan’ has a length of eight
years, but the land classification can be quite easily modified by a ma-
jority vote in the municipal council. The amendment plan, known as a
‘Partial Plan’, is also a legally-binding document.

The local institution responsible for passing these regulations is the city
council. The city council is elected every four years. The candidates are
included in party lists (usually using the brands of national or regional
parties) and voters are allowed to select one of these lists, without the
possibility of marking any specific name. Besides urbanism, municipali-
ties have many other responsibilities, so residents must take into account
many different aspects when casting their vote (including ideological at-
tachment to the party). The council elects the mayor (usually from the
most voted list) and the mayor chooses the executive and acts as the agen-
da setter. To facilitate scrutiny by the residents, a number of participatory
or transparency requirements apply to the land-regulation process. These
requirements are stricter in the case of the initial introduction of the
‘General Plan’, but the transparency of the system is heavily dependent on
the will of local politicians. To implement the plan, politicians can resort
to a variety of means to introduce the desired amendments, without these
changes being exposed to much scrutiny from residents or the media. A
good example of this are the contractual arrangements made between lo-
cal governments and developers (the so-called ‘Convenios urbanisticos’,
which are permitted under the Spanish law. Such contracts might modify
the status of a plot, its floor-to-area ratio, involve the renegotiation of de-
velopers’ fees or swaps between land plots located in different areas.

Source: The authors.

44




lated interest groups in many of the corruption scandals
that have broken out in Spain in the recent past. The then
following sections discuss the influence of land-relat-
ed interest over the land-use policies implemented by
parties with differing ideologies, again using evidence
from Spain. The last section provides some conclusions
and suggests potentially interesting topics to study in
the future.

Politics of land use regulations

In many countries, local housing and land markets are
heavily regulated. In the US, urban growth boundaries
restrict the amount of land available for development,
zoning ordinances limit the amount of land for specif-
ic uses, and obtaining a building permit often entails
a lengthy process subject to many other regulations
(Gyourko, Saiz and Summers 2008). In Europe, urban
planning encompasses many of these instruments, gen-
erating a very detailed and sometimes rigid regulatory
system, which specifies what can and cannot be done
with a specific plot of land (Cheshire and Sheppard
2004). In particular, the Spanish system of land-use reg-
ulations is extremely rigid and interventionist. In Spain,
local urban plans determine whether it is allowed to
build on a given land plot or not, specifying in a very
detailed way how this development should proceed (see
Box 1 for a description of the workings of local land
use regulations in Spain). A growing body of empirical
research shows that these land-use regulations account
for a sizeable proportion of housing prices (Glaeser,
Gyourko and Saks 2005a; Cheshire and Sheppard
2004). Some authors even suggest that stringent regula-
tions helped amplify the size of the recent housing bub-
ble (Glaeser, Gyourko and Saiz 2008).

There is very little empirical evidence on how these
regulations are enacted, and most of it focuses on the
US case. Traditionally, the urban economics literature
has assumed that land-use regulations are designed in
the interest of the homeowners (Fischel 1985 and 2001).
Homeowners would oppose growth because it reduc-
es the quality of life in the community and/or reduces
the value of housing (Brueckner and Lai 1996; Ortalo-
Magne and Prat 2011). The fact that in many areas of
the US the median voter is a homeowner would account
for the observed restrictions placed in the US. Yet, the
empirical evidence in favour of this hypothesis is scarce
and restricted to specific types of communities, like the
suburbs (Dehring, Depken and Ward 2008; Hilber and
Robert-Nicoud 2012).
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This has led other authors to suggest that the owners of
undeveloped land might also be interested in influenc-
ing the political process, in order to increase the price
commanded by these assets. These actors might be in-
dividuals or families owning huge tracts of rural land,
firms in the real-estate industry that have acquired these
lands and have plans to develop them (i.e., developers).
This group might also include other sectors that have
their scale of activity and profit levels conditioned by
the supply of land (for example, the building industry,
the tourist and recreation industry), or sectors whose
activities are closely interlinked with those mentioned
above (for example, banks lending to developers or the
building industry). These groups represent a coalition
advocating development, or the so-called ‘growth ma-
chine’ in the classical study by Molotch (1976) on urban
development politics.

These interest groups will use all of the instruments at
their disposal to influence policy decisions that might
either push for growth or deter it. These instruments
may include: (i) advocating the virtues of growth (for
example, job creation) through the media, (ii) lobby-
ing bureaucrats and politicians, (iii) promoting devel-
opment-based parties and/or running as candidates in
elections, (iv) making campaign donations to political
parties, or (v) bribing politicians. In many countries
in Europe, and certainly in Spain, in which the lobby-
ing business is not well regulated and legal campaign
donations are either prohibited or opaque, options (ii)
and (iv) are fairly limited. Especially at the local lev-
el (which is where regulations are mostly enacted), the
main ways to exert influence are by directly bribing
politicians or running for election. Advocating through
the media and informational lobbying may be more im-
portant activities at the regional and national level (or
even at the EU level in Spain). These are the levels of
government responsible for basic legislation regarding
land development and for other policies that might limit
local autonomy in the design of development strategies
(for example, national parks and protected areas, the
location of major infrastructures, availability of water
supply, forest fires, etc.). In the remainder of this section
we discuss some empirical evidence from Spain regard-
ing the use by land interests of these different channels
to influence local land-use regulations and other devel-
opment-related policies designed by higher layers of
government.

Reform Model
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Lobbying and land development: empirical evidence

Some authors have already suggested that these special
interests do influence land-use regulations in the US at
the local level (Glaeser, Gyourko and Saks 2005b and
Hilber and Robert-Nicoud 2012), although the evidence
they present is rather anecdotic. Obviously, the hypoth-
esis is difficult to test, since the influence activities of
these groups are really difficult to measure. In a recent
paper (Solé-Ollé¢ and Viladecans 2012) we overcome
this difficulty by employing an indirect approach. The
intuition of our approach is as follows: in a system of
representative democracy (like the one used in Spain to
elect local politicians, who will afterwards be responsi-
ble for passing these regulations), the incumbent party
will tend to cater for the preferences of the median vot-
er when it expects the next local election to be highly
competitive. If voters are mainly homeowners (as 92
percent of families in Spain are), this means that when
electoral competition is stiff, development incentives
are low. On the contrary, when the incumbent expects
to be re-elected without much opposition, it might be
tempted to accept the payments from the lobby of land
developers in order to boost the rents received while in
office. In theory, these payments could be legal, but in
Spain — as already explained — there is no legal way to
channel monies from interest groups to the parties, so
these payments end up being opaque and illegal and can
therefore be qualified as bribes.

In the paper, we focus on the main regulatory decision
Spanish local governments are empowered to take:
the delimitation of land between the developable and
non-developable categories. Our prediction is that stiff
election will limit the amount of land newly declared as
developable during a given term-of-office. This simple
intuition is developed with the help of a simple theoret-
ical model in which we assume that the local incumbent
maximises a weighted sum of the political rents it will
obtain in the present term-of-office and the effect of his
decision regarding land use regulations on the prob-
ability of re-election. Rents are higher if more land is
allowed to be developed, since the developer’s profits in-
crease the greater the amount of land they are allowed to
build on, and so do their contributions to the politicians.
Some of these rents might be non-monetary and others
monetary, and some of the monetary rents might entail
politicians pocketing some money personally, while
others may actually be directed towards financing poli-
ticians at the regional or national level. The probability
of re-election is reduced when more land is allowed to be

developed because we assume that development entails
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costs for the representative voter. The incumbent choos-
es the amount of new land to develop so as to equate the
value of additional rents and the loss of utility derived
from not being elected. The weight put on the voter’s
welfare rises (and the weight put on rents obtained when
satisfying lobby’s interests decreases) with the degree of
political competition (measured in the model as the pro-
portion of swing voters, i.e., voters that are indifferent
between the incumbent and the challenger). This means
that an increase in political competition decreases the
amount of new land that is allowed to be developed. A
finding like this would thus provide indirect evidence
that developers do have influence on the land use poli-
cies enacted by local governments.

We test this hypothesis with data on a sample of over
2,000 Spanish local governments during the period
2003-07, which coincides with one municipal term-of-
office and with the peak of the last housing boom. This
is the kind of situation where we expect these influences
to be more important, since developers are more will-
ing to bribe politicians when they expect a huge demand
for building in the community. The variable analysed is
the amount of new land allowed to be developed during
the term and political competition is measured as the in-
cumbent’s margin of victory at the 2007 local elections.
To deal with endogeneity problems, this variable is in-
strumented using vote results for the incumbent parties
measured either at a higher geographical level of aggre-
gation or in a distant past. With this method, we find that
more political competition means less development: an
increase in one standard deviation in the vote margin
generates an increase in the amount of developable land
or around 17 percent of the standard deviation in the
growth of developable land during the period analysed.
We also find that the effect is stronger in the suburbs
and in places where there are a lot of commuters, home-
owners and left-wing voters. These are the places where
it is most probable that the representative voters really
dislike growth, which is the main assumption behind
our prediction. Overall, the results seem to confirm our
hypothesis.

Corruption in land-use regulations

During the housing boom there was an upsurge of cor-
ruption scandals related to land-use regulations. So it
is not only that we are able to infer the possibility of
undue firm influence by observing specific regulatory
decisions that benefit land-related interest groups. In
fact, many of the deals between developers and local




politicians have been brought to light by newspapers
and/or judicial investigations. A recent paper compiles
all of these corruption scandals and studies their impact
on the vote for local incumbents (Costas, Sol¢-Oll¢é and
Sorribas 2012). The database used in that paper builds
on a previous effort made by Fundacion Alternativas
(2007), a Spanish think tank. In 2007, and shortly after
the surge in corruption scandals that occurred in 2006,
this organisation commissioned a survey of local cor-
ruption in order to gauge quantitatively the magnitude
of the phenomenon. They hired a journalist in each
Spanish province with the task of compiling all cor-
ruption related stories involving municipalities in the
province between 1 January and 1 February 2007. The
authors of the above mentioned paper completed the
database for corruption stories published before (since
beginning of 1996) and after that date (until late 2009).
Between January 1996 and November 2009 politicians
in 814 municipalities were engaged in allegedly corrupt
acts. This number was very small before 1999, with just
46 municipalities affected, and started to grow as the
boom intensified: 288 municipalities were affected dur-
ing the term 1999-2003 and 408 during the term 2003—
07. Just 72 cases were found for the 2007—-09, perhaps
due to arrival of the crisis. In any case, new scandals
have broken out during the crisis, so an update of the
database would find plenty of new cases.

The vast majority of these corruption scandals refer to
politicians accepting bribes from landowners or de-
velopers (usually individuals or small local or regional
firms) in exchange for amendments in land use regu-
lations. In this respect, the most problematic aspect of
Spanish land use regulations seems to be the existence
of a ‘development border’, a line between plots of land
on which developers are allowed to build and plots
where developed is banned. In periods of high demand
this border creates a rent differential, which might fuel
rent-seeking by developers who try to convince local
politicians. A large number of corruption scandals in-
volve local officials amending the land plans to allow
huge tracts of land to be developed. Permitting higher
densities than the ones specified in the plan or allowing
building in places where it has been previously prohib-
ited (Fundacion Alternativas 2007). Many of the cases
are also related to questionable contracts between de-
velopers and the city council, as a recent report identi-
fied (Transparency International 2007). Finally, in some
cases corruption arose because land owned by the mu-
nicipality was sold at below market prices or because
payments made by developers for basic infrastructure

were lower than those provided under the law.
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These corruption scandals were concentrated along
the coast and in booming urban areas. This is natural,
since the rent differential between rural and urban uses
of land that fuels the bribes paid by developers to poli-
ticians arises as a consequence of a shortage of vacant
land (land already classified as developable) relative to
boom in housing demand experienced by the municipal-
ity, which was much stronger in these places. Obviously,
the existence of these rents is a necessary, but not suf-
ficient condition for corruption to happen. Some of the
areas experiencing this problem with a higher intensity
had experienced a boom in the demand for land, but also
had weaker governance. For example, some of the most
prominent scandals affected entrenched incumbents.
The two scandals also followed more closely in the press
during the boom years (i.e., Marbella, in Andalucia, and
Andratx, in the Balearic Islands) the incumbent accu-
mulated several landslide electoral victories before cor-
ruption was detected.’

Political parties and local land-use regulations

Are some political parties more prone to cater to the
interest of land-related interest groups? The results
obtained in Solé-Ollé and Viladecans (2012a) suggest
that the effect of electoral competition on land conver-
sion is much stronger when the incumbent belongs to a
left-wing party (in our sample, this means in most cas-
es belonging to the socialist party, PSOE). This means
that socialist incumbents are more sensitive to electoral
competitiveness: when elections are really competitive
they do cater to the interest of the median voter, but
when vote margins grow they change their mind regard-
ing the appropriateness of development. In contrast,
right-wing incumbents (mainly the Partido Popular, PP)
are not that sensitive to the electoral conditions. In a re-
cent paper (Solé-Oll¢ and Viladecans 2012b) we study
what happens in close elections. Using a Regression
Discontinuity Design, we are able to document that
in close elections right-wing local governments allow
much more land to be developed than the left-wing ones.
The difference is striking: a left-wing local government
would allow approximately 65 percent less land to be
developed than a right-wing local government facing a
similarly competitive election.

7 In Marbella, the GIL populist party won 80 percent, 76 percent, 70 per-
cent and 64 percent of the seats at the local elections of 1991, 1995, 1999
and 2003, just before all the mayors serving during this period were sent
to jail after the MALAYA crackdown in 2006. In Andratx, the governing
coalition won the local elections in the same years by 75 percent, 80 per-
cent, 70 percent and 64 percent, respectively, before the 2007 crackdown
which sent the mayor to jail. In both cases, accusations were related to
accepting bribes and to other charges related to land use regulations.

Reform Model
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Reform Model

In that paper we explain that right-wing parties in Spain
are very much in favour of deregulation of the land mar-
ket and do not consider that the urban growth is bad
per se. By contrast, left-wing parties are in favour of
controlling urban growth in order to limit its negative
effects. Left-wing parties also do not buy the idea that
expanding the amount of developable land will have an
effect on housing prices. Their preferred solution to the
problem of housing affordability was the reservation of
land for the provision of social housing. What this paper
does not discuss is the possibility that these seeming-
ly different ideological preferences in favour or against
growth of the two main political parties in Spain are due
to differences in the degree of influences that land-based
interests have in the two parties. There is anecdotal evi-
dence suggesting that people with economic interests in
development tend to enrol in the Partido Popular, both at
the local and regional levels and also at the national lev-
el. Firstly, although the PP is now the main party in most
of Spain, some of its strongholds (for example, Valencia,
Murcia, Madrid) are located in regions where the hous-
ing boom was particularly intense and/or where tour-
ism and construction are the main industries. Secondly,
some of the local politicians affiliated to this party are
themselves developers or the owners of real-estate
firms® — or have family or friends with these occupations
— or have a direct interest in the tourist industry,’ and
some of the individuals involved in corruption scandals
also have this trait. Thirdly, one might generally expect
rich people and, in particular, landowners to choose a
right-wing party in order to defend its interests. Clearly,
one of the reasons for getting involved in politics at the
local level is to advance personal interests; in Spain,
it is quite common, for instance, to find contractors,
or real-estate agents running for the local council and
eventually having executive responsibilities related to
urban planning. Our guess is that although this selec-
tion mechanism might affect all parties, it is much more
natural for the right-wing parties to accept this type of
person, given its ideology which is more favourable to
development.

# One notable example is the former mayor of Santiago de Compostela,
Gerardo Conde Roa, popularly known as the ‘mayor-developer’, who
had to resign in 2012 after a corruption scandal broke out. The mayors
of the two most prominent corruption scandals (Marbella and Andratx)
also were owners of real estate agencies. Even some very prominent
politicians of the PP (for example, former regional president of Madrid,
Esperanza Aguirre, and some ministries of the actual government) are
known because they or their family have direct interest in the sector.

° There are examples of politicians who are family of owners of ho-
tel and tourism firms in the Balearic Islands. This is he case of Stella
Matutes, daughter of Abel Matutes — former PP minister with the
Aznar government and owner of an important hotel chain — who has
be prosecuted because of voting for a change in the urban plan of Ibiza
benefiting her family.
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Conclusion

In this contribution we have discussed the role of de-
veloper lobbies in the design of local land-use regula-
tions. We have documented that these interest groups
had a considerable influence over land-use regulations
enacted by Spanish local governments during the last
housing boom. A substantial share of urban expan-
sion over this period can be attributed to the effect of
these lobbies, and worked either through bribes to lo-
cal politicians (which, in many cases, have resulted in
real corruption scandals) or through the control of local
councils by political parties representing these interests.
This evidence complements the results of recent papers
on the influence of special-interests on housing policies
by higher layers of government (for example, Mian, Sufi
and Trebbi 2010 and 2013, for the politics of mortgage
regulation in the US).

This evidence also suggests that a satisfactory explana-
tion for the intensity of the housing boom in Spain (and
other countries) and for its consequences should con-
sider the role of the bad quality of political institutions
that these countries had prior to the boom. Some authors
have already suggested that the boom has its roots in
governance problems (Villaverde, Garicano and Santos
2013), but this topic requires further empirical research.
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REGULATION OF THE WHOLESALE
BROADBAND ACCESS M ARKET

Wholesale Broadband Access (WBA) refers to the mar-
ket in which an internet service provider with limited
own infrastructure buys transmission services from
an infrastructure-based telecommunication carrier
in order to provide internet services to the end-us-
ers under his own name. The European Commission
(European Commission 2007) defines the WBA market
in its Relevant Markets Recommendation from 2007
as Market 5: “This market comprises non-physical or
virtual network access including ‘bitstream’ access at a
fixed location...”.

The incumbent typically used to be the sole provider of
WBA and was regulated on a national basis. The reg-
ulation comprises cost and access regulation besides a
number of other remedies, such as non-discrimination,
transparency or the requirement to account separately.
In earlier phases of market development, the regulation
of the WBA market was necessary and facilitated en-
try. Entrants were able to test local markets “risk-free”
via the incumbent’s network without the commitment
of building their own infrastructure. In recent years
however, competitors have begun to build their own
networks in areas in which they had established a suffi-
ciently large customer base. The incumbent’s networks
are thus gradually replicated, and the competitors either
already offer WBA or could potentially enter the WBA
market.

this infrastruc-

ture-based competition gave rise to the reconsider-

In many countries, increasingly
ation of the national regulatory approach. It has been
suggested that nowadays areas with well-developed
infrastructure-based competition might actually benefit
from deregulation. As a result, starting with the UK in
2008, a number of European countries have introduced
— or debated — a sub-national geographically differen-
tiated regulation of the WBA market. These schemes
allow for the deregulation of areas with sufficient com-
petition. Regulation would then only apply to areas in

which competition law alone is not sufficient.

As shown in Table 1, only the UK and Portuguese
regulatory authorities have to date introduced a geo-
graphically differentiated regulation. In the UK, British
Telecom’s exchange areas were chosen as the relevant
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geographical unit at which regulation or deregulation
occurs. The UK regulatory authority Ofcom grouped
all exchange areas into three categories according to
their competitive situation, based on the number of
certain large competitors that are able to offer WBA
services (“principal operators”), the availability of
broadband via cable, and the size of the local market.
In Ofcom’s revision of the regulation in 2010, market
size was considered redundant and replaced by the re-
quirement that British Telecom’s market share must not
exceed 50 percent for deregulation. While exchanges in
categories one and two remain regulated, the incumbent
British Telecom was released from regulation in catego-
ry three. The Portuguese national regulatory authority
ANACOM chose a similar approach. Two categories
of exchange areas were defined in 2008. Based on the
number of infrastructure-based competitors (Local
Loop Unbundlers) and the presence of cable operators,
competitive exchange areas in the second category were
deregulated. However, in contrast to the UK, where the
incumbent faces direct competition on the WBA mar-
ket, the Portuguese incumbent Portugal Telecom was
the sole provider of WBA services. ANACOM argued
that competition from cable operators and Local Loop
Unbundlers on the retail market posed indirect pressure
on prices in the WBA market.

The European Commission is generally in favour of
geographical differentiation, provided it is in accord-
ance with EU law: “For the Commission, Ofcom’s
proposal represents a reasonable move towards better
targeted regulation, concentrating on those geographic
areas where structural competition problems persist”
(European Commission 2008). However, in other coun-
tries the European Commission expressed “serious
doubts” as to the implementation of geographically
differentiated regulation (in Spain, Finland, Poland,
Czech Republic) and the scheme has not been adopt-
ed. In some cases, national authorities have already de-
clined the proposal (Germany, Austria). The German
regulator argued in 2009 that future developments in
the telecom wholesale markets were too unforeseea-
ble. With the upgrade of the old copper-based network
with fibre-based infrastructure, a considerable portion
of exchanges was expected to become redundant in the
future. In this case, infrastructure-based Local Loop
Unbundlers would depend on downstream (WBA)
products to provide broadband services. WBA products
would then be necessary for competition in the retail
market and should therefore remain regulated. In ad-
dition, the national regulator found that differences

in the competitive situation between areas were not
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sufficient to justify a differentiated regulation. In
Austria the Administrative Court objected to the na-
tional regulator’s decision to deregulate in 2008, since
it had also defined the national scope of the WBA

market.

Nadine Fabritz and Oliver Falck
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EvorLuTioN oF O1L TAXES: AN
INTERNATIONAL PERSPECTIVE

One of the most applied climate policy instruments are
taxes that are either levied directly on the consumption
of products leading to greenhouse gas (GHG) emissions,
such as fossil fuels, or on the use of goods like cars or
roads that complement the former. Although many
countries agree that these taxes are useful, the extent to
which they are employed varies enormously. To enable
a comparison of the different specific taxes on oil prod-
ucts in different countries, it is therefore necessary to
harmonise the data. A simple comparison of the nomi-
nal tax rates of two countries, would fail to account for
price effects, the effects of differing purchasing power,
and other effects impacting the data.

We have therefore used the nominal specific taxes pro-
vided in the IEA database “Energy Prices and Taxes”
and have transformed the data in two ways. Firstly, it is
important to note that the value added tax (VAT) in the
countries considered is levied not only on the net price,
but also on the excise tax. Thus, we add the VAT on the
excise tax to the countries’ specific taxes since it is a
part of the tax burden and varies with the excise tax.
In the second step we have used the GDP deflators to
eliminate price effects from the evolution of the oil tax.
To make the levels of the specific taxes comparable be-
tween different countries, we have converted them into
dollars using purchasing power parity (PPP)-adjusted
exchange rates.

The three figures below show the evolution of the cal-
culated specific taxes in selected countries and groups
of countries. DICE contains the figures and the data for
all OECD countries.! Figure 1 features the specific tax-
es on premium unleaded gasoline. Figure 2 depicts the
evolution of the diesel taxes, while Figure 3 illustrates
the development of a consumption weighted average of
the specific taxes over all oil products.? As for the aver-
age over different products, we calculated averages for
different regions (G7, EU and OECD) in order to provide
reference values.

! Except Iceland.

2 The average is derived based on the following products: auto diesel,
diesel, high sulfur fuel oil, kero-sene, low sulfur fuel oil, LPG and pre-
mium unleaded gasoline.
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Considering premium unleaded, diesel and the weighted
average specific taxes over all oil products, we observe
average yearly increases of between 0.8 percent (Italy,
premium unleaded) and 10.7 percent (United Kingdom,
all oil products). Alongside Italy, the United States is the
only country with a negative overall development of its
taxes on premium unleaded gasoline. As far as diesel is
concerned, all of the countries considered exhibit pos-
itive overall growth in specific taxes. Interestingly, in
the case of diesel, Italy alone has the highest quarterly
increase on average at 8.7 percent. The average yearly
increase in the specific taxes for all OECD countries
amounts to 1.0 percent and 2.7 percent for diesel and
premium unleaded gasoline respectively.

Not only growth rates, but the levels of specific taxes on
oil products also vary to a large extent between some of
the countries analysed. The specific tax on premium un-
leaded gasoline in the United Kingdom, for example, is
over eight times higher than in the United States, while
the specific tax on diesel is over seven times higher.

Another key insight from the international perspective
on oil taxes is reflected in Figure 1: the unavailability
of data concerning US gasoline taxes before 1995 illus-
trates the US’s importance in terms of worldwide gas-
oline consumption on the one hand; and demonstrates
the low level of its specific taxes on the other. The inclu-
sion of the US reduces the average tax rate of all OECD
countries by nearly 48 percent from 770 to 400 USD per

ton of oil equivalent.

In conclusion, we can note that specific taxes on oil
products have increased in nearly all observed countries
in recent decades. However, both the growth rates and
the levels of taxes vary considerably between some of
the countries.

Julian Dieler
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Figure 1
Tax rates on premium unleaded, 1978-2011
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Figure 2
Tax rates on auto diesel, 1978-2011
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Figure 3
Average tax rates over all oil products, 1978-2011
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GOVERNMENT DEFENCE ANTI-
CorRUPTION INDEX 2013

The Government Defence Anti-Corruption Index 2013
from Transparency International (TI) is the first index to
assess corruption in the defence sector. It measures the
degree of corruption risk and corruption vulnerability in
government defence, for example, in the defence minis-
try, armed forces and other related institutions. The in-
dex surged from Transparency International’s Defence
and Security Programme, whose aim is to build integ-
rity at all levels of the defence and security sector. The
programme has been actively working together with
governments, armed forces, the defence industry, and
other civil society organisations to address corruption in

this sector since 2004.

Corruption, in general, is known to lead to important
losses in public trust, governmental accountability,
and social and economic development, among others.
Corruption in defence deserves attention since the funds
of the national budget designated for defence are, for the
majority of countries, not negligible. Thus, the resourc-
es that may be captured due to corruption can be very
large relative to the national budget. Figure 1 shows that
the average military expenditure for all OECD countries
was 2.7 percent as a share of GDP in 2011, almost the

same as the world’s average expenditure of 2.5 percent.

Corruption in defence can lead to a situation where pur-
chases of armoury are driven only by the amounts of

Figure 1
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bribery paid for acquiring certain items and not by the
actual requirements of the armed forces. Hence, defence
corruption can reduce the operational effectiveness of
the armed forces and sabotage security strategies. An in-
crease in military expenditure due to bribery is possible
and may have an effect on other countries in the region.
If relationships between countries are tense, then cor-
ruption can stimulate international conflicts. Moreover,
conflicts can be enforced or prolonged if the military
elites profit from them. This may lead to a loss of trust
in the armed forces and in the government in general,
and affect the legitimacy of government actions. In ad-
dition, the waste of resources in corruption diminishes
the country’s investment in social and economic devel-
opment, thus fostering social conflict. Therefore achiev-
ing and keeping peace is highly influenced by the level
of corruption in defence.

In the majority of countries there is a high degree of
confidentiality about national defence budgets and ac-
tivities because this sensitive information could be mis-
used endangering national security. One consequence
of this little or lack of public scrutiny is that the sector
becomes particularly prone to corruption.

Information about the level of corruption in defence is
highly relevant, since the problems caused by defence
corruption can only be addressed with knowledge on the
strengths and weaknesses of the countries’ institutions.

The Transparency International Government Defence
Anti-Corruption Index is based on survey data from 82
countries selected according to the size of their arms
trade, the absolute and per capita size of the military,
and a proxy of the size of their
security sector. They accounted
for 94 percent of global military
spending in 2011. The research
for the 2013 Index was carried out
between July 2011 and November
2012. Henceforth, Transparency
International will release the in-
dex every two years.

OECD members

Governments were evaluated

on five key areas of defence cor-

=—World

ruption risk: political risk, finan-
cial risk, personnel risk, opera-
tions risk and procurement risk.
Questions were scored from 0 to
4, where 0 means low transpar-
ency; very weak or no activity to
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Table 1
Defence corruption risk
Band Lower score (%) Higher score (%) Corruption risk
A 83.3 100 Very low
B 66.7 83.2 Low
C 50 66.6 Moderate
D 333 49.9 High
E 16.7 332 Very high
F 0 16.6 Critical

Source: Transparency International (2013).

address corruption risk and 4 means high transparen-
cy; strong, institutionalised activity to address corrup-
tion risks. Finally, countries were classified into bands
from A to F based on the overall percentage of marks
obtained across the whole survey following the scheme
presented in Table 1.

Of the 21 OECD countries assessed, only two score in
Band A with a very low corruption risk: Australia and
Germany (Table 2). Both have strong auditing mech-
anisms for defence expenditure and high levels of
transparency regarding the sources of defence income.
Nevertheless, transparency can be strengthened. These
both countries perform worse, on average, than coun-
tries in Band C with respect to the control of secrecy in
some defence expenditures.

29 percent of the assessed OECD countries score in
Band B. These countries show frail regulation and low
transparency levels within the procurement process.
The main weaknesses of the ten countries in Band C

are a limited civil society engagement with defence and
security institutions, and weak provisions to encourage
whistle-blowing.

Only 15 percent of the countries indicate high corrup-
tion risk: Israel, Turkey and Mexico. No OECD country
appears to have a very high or critical corruption risk
(Bands E and F). This is not surprising since the major-
ity of these countries are characterised by having strong

institutions that keep corruption at low levels.

Amanda Tuset Cueva
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Table 2
Number of OECD countries (21 of 34) in Band A-F
Band Country % of countries
A Australia, Germany 8
B Austria, Norway, South Korea, 29
Sweden, UK, USA
Chile, Czech Republic, Greece,
C France, Hungary, Italy, Japan, 48
Poland, Slovak Republic, Spain
D Israel, Mexico, Turkey 15
E+F No country 0

Source: Transparency International (2013).
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ENERGY EFFICIENCY IN
BuiLbpINGs IN EU COUNTRIES

Energy efficiency in buildings is an important objec-
tive of energy policy and strategy in Europe. Buildings
account for nearly 40 percent of final energy consump-
tion (and 36 percent of greenhouse gas emissions).
Moreover, the building sector offers the second largest
potential for energy savings after the energy sector it-
self.! Consequently, European legislation has decided on
a framework of ambitious targets for achieving high en-
ergy performance in buildings. Key parts of this frame-
work include the Energy Performance of Buildings
Directive (EPBD), and its recast 3. The recast of the
EPBD established that all new buildings should be near-
ly zero-energy by the end of 2020.> The extent to which
these Directives are implemented in national legislation
crucially influences the efficiency of the energy saving
targets.

Annunziata, Frey and Rizzi (2013) provide an overview
of the current national regulatory framework, which is
summarised in Table 1. They focus on the EPBD’s three
main goals. The first goal is the integration of energy
efficiency and renewable energy. The authors argue
that this goal calls for a hierarchy of energy efficient
measures defined by national regulation, which could
help to create a national system supporting innovative
technologies. Besides this, the integration of energy
efficiency and renewable energy can be encouraged by
introducing targets for renewable energy sources. The
second goal focused on by the authors is the translation
of investment in energy saving into economic value.
EU Member States should accordingly establish eco-
nomic and/or procedural incentives and promote the
offering of energy efficient buildings for sale and for
rent in their real-estate markets. The third goal of the
EPBD examined by Annunziata, Frey and Rizzi (2013),
is the countries’ commitment to the nearly zero target.
Here the authors examine economic and administra-
tive measures to punish non-compliance with the en-
ergy performance requirements prescribed in building
codes, to assess the extent to which energy performance
is monitored after refurbishment and national efforts to
boost the number of nearly zero-energy buildings. As
shown in Table 1, the regulatory frameworks for pro-
moting the energy efficiency of buildings differ sig-

! European Commission (2012).
2 A “nearly zero energy building” is a building with zero net energy
consumption and zero carbon emissions annually.
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nificantly between EU countries. Annunziata, Frey and
Rizzi (2013) suggest that there are four main reasons for
these differences: the countries vary considerably with
regard to their responsibilities related to building ener-
gy regulations, their traditional building regulations and
enforcement models, their contextual characteristics

and their maturity.

Equally as heterogeneous as these regulatory frame-
works are the financing tools used by national govern-
ments to promote energy efficiency in buildings. The
European Commission (2013) gives an overview of
these tools, which is summarised in Table 2. The vast
majority of national funds to promote energy efficiency
in buildings are grants, followed by soft loan schemes
and tax incentives. Other instruments used by nation-
al governments include energy performance contract-
ing, the use of assigned amount units (A AUs) under the
Kyoto Protocol, tax incentives (for example property
taxes) and energy suppliers’ obligations.

The European Commission (2013) points out that, while
investments in building energy efficiency are increasing
and there are many best-practice examples of existing
instruments that are delivering cost-effective energy
savings, the information available on the effectiveness
of the different financial support measures for energy
efficiency in buildings is still limited. The evidence
provided by Annunziata, Frey and Rizzi (2013) and by
the European Commission (2013) shows that the efforts
and achievements related to improving energy efficien-
cy in buildings vary across EU countries. This suggests
that a country’s profile needs to be taken into account
in attempts to improve the sharing of best-practices and
energy efficiency governance among European Union
Member States.

Silke Friedrich
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Table 2
Financing tools for energy efficiency in buildings
Grants Soft loans Tax incentives f:lf‘-?noafn[éﬁgg per]%cr)lzlga?;lce 1;[1,; Sctglllfetsl;gc:ll
contracting funds
Austria X X X X
Belgium X X X X
Bulgaria X X X X
Cyprus X X
Czech Republic X X X X X X
Denmark X X
Estonia X X X X X
Finland X X X
France X X X X X
Germany X X X X
Greece X X X X
Hungary X X X X
Ireland X X X
Italy X X X X X
Latvia X X X X X X
Lithuania X X X X X X
Luxembourg X X X
Malta X X X X X
Netherlands X X X X
Poland X X X X X
Portugal X X X X
Romania X X X X X
Slovak Republic X X X X
Slovenia X X X X X
Spain X X X X
Sweden X X X X
Notes: Financing tools reported by Member States in their second NEEAPs (National Energy Efficiency Action Plans). Note
that as regards the use of Structural and Cohesion Funds the situation may have changed since the NEEAP was submitted.
AAU = Assigned Amount Units

Source: Financing tools reported by Member States in their second National Energy Efficiency Plans (NEEAP),

see European Commission (2013).
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NEW AT DICE DATABASE

Recent entries to the DICE Database

In the second quarter of 2013 the DICE Database re-
ceived a number of new entries, consisting partly of
updates and partly of new topics. Some topics are men-
tioned below.

* Employment by educational attainment and gender
* Employment protection legislation
* Wage setting mechanisms
» Working hours
» Unemployment insurance and assistance
» Expenditure on social protection in
the European Union
* Migrant workers and immigrant households
» Bank regulation and legal framework

ForTtHCOMING CONFERENCES

CESifo Area Conference on Economics of Education
6—7 September 2013, in Munich

The conference aims at bringing together Network
members to present and discuss their ongoing research
and to stimulate interaction and co-operation between
them, in particular among researchers on both sides
of the Atlantic. All CESifo research network members
are invited to submit their papers, which may deal with
any topic within the broad domain of the Economics of
Education.

Scientific organisers: Eric A. Hanushek,
Ludger Woessmann

CESifo Area Conference
on Energy and Climate Economics
11-12 October 2013, in Munich

All CESifo research network members are invited to
submit their papers, which may deal with any topic in
the field of Energy and Climate Economics.

Scientific organiser: Michael Hoel

CESifo DICE Report 2/2013 (June)

Junior Economist Workshop on Migration Research
18—19 October 2013, in Munich

The Ifo Center of Excellence for Migration and In-
tegration Research (CEMIR) is organizing a junior
economist workshop on migration research at the Ifo
Institute in Munich, Germany. The keynote lecture is
given by Christian Dustmann, UCL London.

Scientific organisers: Panu Poutvaara

NEw Book oN INSTITUTIONS

Keys to the City: How Economics, Institutions,
Social Interaction, and Politics Shape Development
Michael Storper,

Princeton University Press 2013.

Central Bank Communication, Decision Making,
And Governance

Edited by Pierre L. Siklos and Jan-Egbert Sturm
Oxford University Press 2013.

The Political Economy of Agricultural Price
Distortions
Edited by Kym Anderson,

Cambridge University Press 2013.




LAUNCH OF VISUAL STORYTELLING
IN THE DICE DATABASE

DICE has launched its new interactive graphics applica-
tion Visual Storytelling.

Visual Storytelling allows you to analyse DICE infor-
mation using interactive maps and graphs. This new fea-
ture enables users to:

* See how indicators alter over time (play function)

» Use scatter or radar plots to compare different indica-
tors and connections.

» Select individual countries to compare performance.

additional all

visualisations.

» Select information layers in

Visual Storytelling will initially offer a selection of
around 50 exciting stories. Every month the DICE

Database will receive further additions to Visual

Storytelling.

Where to find Visual Storytelling
in the DICE Database

Search the DICE Database as usual for your theme of
interest, the Visual Story function sits next to the usu-
al details / download link; or go to “Search the DICE
Database” and select “Visual Story”.

The DICE Database provides a wide range of informa-
tion on institutions, regula-tory systems, legal require-
ments and the mechanisms of their application. Some of
this data can be displayed graphically, while other infor-
mation is of a descriptive nature. Although descriptive
information cannot be shown in a graphic form, it may
provide valuable details to support your analysis.
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Go to http:/www.cesifo-group.org/ifoHome/facts/DICE.html and discover the new Visual Storytelling

tool.
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Ifo World Economic Survey

ifo

is one of the leading economic research institutes in Germany and the one most often quoted in
the media

is an independent and competent producer of data and information on the national and
international economic situation

promotes the exchange of ideas with institutions, universities and researchers throughout the world

is known for the Ifo Business Climate, an internationally established leading indicator that

|
|
B is an internationally oriented centre of empirical economic research
]
|
receives media focus every month

|

publishes the quarterly Ifo World Economic Climate index for 100 countries derived from the
Ifo World Economic Survey (WES)

Ifo World Economic Survey (WES)

conducted for more than 30 years among more than 1,000 economic experts of national and

transnational organisations in over 100 countries

assesses worldwide economic trends and has proved to be a useful tool, since it reveals
economic changes earlier than with traditional business statistics

]

]

I global players like Volkswagen, Siemens and many others closely co-operate in WES and use the
results for their forecasting

I WES results appear quarterly in the international press

]

WES is conducted in co-operation with the International Chamber of Commerce (ICC) in Paris

Become a member of the WES Expert Group, utilise the timely and exclusive
information on current economic developments in about 100 countries and
help to shape the future of this unique project

Visit us at: www.ifo.de/WES

ifb Institute

Leibniz Institute for Economic Research
at the University of Munich



Ifo World Economic Survey

Ifo Institute

Business Surveys Division/WES
Poschingerstr. 5

81679 Munich

Germany

Tel +49-89-9224-1227
Fax +49-89-9224-1911 or
+49-89-9224-1463

E-mail: plenk@ifo.de

WES Membership Form

As a member of the WES Expert Group | shall regularly receive free of charge:
- CESifo World Economic Survey quarterly report

- Press releases on the World Economic Survey per e-mail

- the WES one-page questionnaire

Contact person:

Name of institution:

Name of department:

Address:

Country:

Telephone:

Fax:

E-mail:

Thank you for your co-operation!



DICE

Database for Institutional Comparisons in Europe
www.cesifo-group.org/DICE

The DICE database was created to stimulate the political and academic
discussion on institutional and economic policy reforms. For this purpose,
DICE provides country-comparative information on institutions, regulations
and the conduct of economic policy.

To date, the following main topics are covered: Business and Financial
Markets, Education and Innovation, Energy and Natural Environment,
Infrastructure, Labour Market and Migration, Public Sector, Social Policy,
Values and Other Topics.

The information of the database comes mainly in the form of tables
— with countries as the first column — but DICE contains also several
graphs and short reports. In most tables, all 27 EU and some important
non-EU countries are covered.

DICE consists primarily of information which is — in principle — also
available elsewhere but often not easily attainable. We provide a very conven-
ient access for the user, the presentation is systematic and the main focus is
truly on institutions, regulations and economic policy conduct. Some tables
are based on empirical institutional research by Ifo and CESifo colleagues as
well as the DICE staff.

DICE is a free-access database.

Recommendations are always welcome.
Please address them to
poutvaara@ifo.de

or

DICE@jifo.de





