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Executive Summary

In response to growing concerns about the US higher
education system, policymakers have launched a
range of efforts to improve the system’s quality. But this
is easier said than done. The system is populated with
a diverse array of programs offered through a mix of
public, nonprofit, and for-profit providers. Further-
more, the outcomes that students and the public care
about are frequently difficult to measure and are inte-
grally tied to the characteristics and behavior of stu-
dents themselves. All these factors confound efforts to
improve quality.

In reality, however, numerous sectors suffer from
these challenges in one way or another. Policymakers
should, therefore, look to learn from efforts to ensure
quality, accountability, and consumer protection in
these other sectors. In that spirit, this paper examines
four sectors that face many of these same challenges:
health care (with a focus on transparency efforts),
workforce development (specifically, the system’s
long-standing emphasis on outcome measurement and
accountability), charter schools (a model of deregula-
tion and delegated oversight), and housing finance (an
example of risk sharing).

First, in the health care sector, scholars have been
conducting research on the efficacy of transparency
efforts—typically referred to as report cards—as well
as any unintended consequences that might arise as a
result of them. These efforts in health care are similar
to efforts such as the College Scorecard that are taking
place within the higher education system.

The data are mixed in terms of how report cards
impact consumer behavior in health care. But regard-
less of the impact on student behavior, research in the
health care sector suggests that increased transparency
would change the behavior of institutions. This could
simply reflect schools’ anticipation of how students
might respond or could reflect other concerns, such
as those related to an institution’s reputation among

its peers. Note, however, that as part of this response,
institutions would likely take steps to change the types
of students they are willing to serve. To the degree that
policymakers are concerned about this, they should
take steps to include on report cards risk-adjusted mea-
sures or, better yet, measures broken out by specific
subpopulations.

Second, the federal government has for decades
held service providers in the workforce development
system accountable for educational and employment
outcomes, making it a helpful example of performance-
based accountability. Researchers have found evidence
suggesting that providers in the workforce development
system engaged in “cream skimming”—that is, choos-
ing those participants who are most likely to be success-
ful over ones who are harder to serve but might benefit
more—as well as gamed outcomes measures to enhance
their performance. Therefore, higher education policy-
makers must recognize that any performance-based
accountability system can create incentives for provid-
ers to change who they serve.

Policymakers must also be cognizant to invest in
data that are easily validated and in measures that are
clearly defined and not easily gamed. At the federal
level, repealing the unit record ban—which prevents
the Department of Education from collecting informa-
tion on student enrollment—could enable the federal
government to do most of the legwork around collect-
ing and publishing a number of relevant outcomes in a
way that avoids these challenges.

Third, the burgeoning charter school sector provides
a good example of delegated oversight that higher edu-
cation can learn from. A growing body of research on
effective charter authorizing shows that organizations
that see authorizing and accountability as part of their
core purpose tend to be the most effective. Authorizer
independence from the entities being regulated, and
from politics, is also essential, as is creating some kind
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of accountability mechanism for authorizers on the
basis of the performance of their school portfolios.

The most fundamental lesson that emerges from
the charter sector is that building a parallel path for
market entry can fundamentally change the supply
side of a quasi-market such as higher education. Char-
ter schools did not emerge from a complete overhaul
of public schooling. Instead, they emerged because
policymakers created space for new schools whose
leaders were willing to be held accountable for student
outcomes. Likewise, in higher education, reforming
the accreditation process directly will be a long and
difficult road. But that should not prevent policymak-
ers from creating space for promising organizations
that are willing to be held accountable for their stu-
dent outcomes.

Finally, recent financial reform legislation known as
the Dodd-Frank Act imposes requirements on mort-
gage lenders similar to proposals to impose risk sharing

ii

on higher education institutions. Research suggests that
mortgage portfolios where originators did retain some
“skin in the game” outperformed those where the orig-
inator had no risk retention. The degree of risk reten-
tion need not be large.

Higher education policymakers should also consider
whether institutions might have an ability to simply
raise tuition to effectively “price in” the risk they are
obligated to take under any “skin in the game” proposal.
Although an institution choosing this route might
deter some students from applying and would increase
the risk of repayment problems among its graduates,
the institution might gain more in revenue than it loses
in additional fines or lost enrollment. It, therefore, may
be in its interest to increase its price. To the degree that
this is the case, it indicates that policymakers should
implement a risk-sharing scheme in conjunction with
other proposals (such as greater transparency) that help
strengthen the forces of market discipline.



Quality Assurance in Other Sectors:
Lessons for Higher Education Reformers

This paper is the third in a series examining higher education quality assurance from a number of perspectives.

or decades, federal higher education policy has

worked to ensure that no qualified students would
be denied access to college because they lacked the
financial means. This focus on access has raised college
enrollment rates, but attainment rates have grown more
slowly. Over time, observers have come to question the
quality of many of the institutions and programs that
students use federal aid money to access. After all, on a
range of measures—graduation rates and student loan
default rates, for example—the system as a whole is not
performing nearly as well as it should.

In light of these concerns, policymakers have
launched a range of efforts to ensure that students pur-
sue programs that will serve them well. These efforts
include initiatives such as the College Scorecard to
promote greater transparency around college costs
and student outcomes; outcomes-based accountabil-
ity policies such as the “gainful employment” regula-
tion and President Obama’s proposed rating system;
and proposals to give colleges and universities “skin
in the game” when students default on their loans.!
In addition, policymakers have started to focus on
breaking down supply-side barriers—such as those
created by the accreditation system—to better allow
for new educational models that might shake up the
status quo.2

Nevertheless, improving both the demand and sup-
ply sides of higher education is no easy task. The system
contains a diverse array of programs—from traditional
two- and four-year degree programs to vocational and
technical programs—with a range of public, nonprofi,
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and for-profit providers. In addition, many policymak-
ers and researchers would argue that education pro-
vides public and private benefits, meaning that both
the student and society have a vested interest in partic-
ular outcomes—and not necessarily the same ones—
from an educational experience. Furthermore, almost
all outcomes of interest are difficult to measure and
typically play out over long time horizons. Last, unlike
most consumer products, higher education outcomes
are integrally tied to the characteristics and behavior of
students themselves, meaning that institutions are not
entirely in control of their outcomes and can change
their performance by adjusting the composition of who
they serve.

Fortunately, these challenges are not unique to
higher education. In reality, numerous other sec-
tors confront these challenges in one way or another.
Given these similarities, policymakers should look to
learn from efforts to ensure quality, accountability,
and consumer protection in these other sectors.

In that spirit, this paper examines four sectors that
face many of these same quality assurance and con-
sumer protection challenges. In the interests of brevity,
the paper does not try to tackle each sector comprehen-
sively, but instead identifies a particular issue in each
sector that parallels contemporary debates in higher
education policy. The sectors are health care (with a
focus on transparency efforts), workforce development
(specifically, the system’s long-standing emphasis on
outcome measurement and accountability), charter
schools (a model of deregulation and delegated over-
sight), and housing finance (an example of risk shar-
ing). Although the products or services at the heart
of these sectors are fundamentally different from one
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another, many of the core issues confronting policy-
makers and consumers are the same. What can we learn
from them?

Health Care

Higher education and health care markets have a lot
in common. Both sectors operate as quasi-markets in
that they not only provide consumers with the power
to choose from among a variety of providers offering a
wide range of services, but also involve significant gov-
ernment intervention. In addition, in both markets,
many consumers use funds from a third-party payer to
help them purchase those services—direct subsidies or
loans in the context of higher education, health insur-
ance in the case of health care.

Even more fundamental, both health care and edu-
cation are difficult products to value. That is, unlike
the purchase of basic consumer products where indi-
viduals can readily assess the quality of what they are
buying, it is difficult to evaluate in advance the quality
of an educational program or the services provided by a
physician or hospital. In both cases, therefore, knowing
how students or patients previously served by a pro-
vider have fared can provide insight into the quality of
service being offered by that provider.

In higher education, this reality has led to large-scale
efforts to provide more transparency regarding student
outcomes for each educational institution. For exam-
ple, the National Center for Education Statistics runs
the College Navigator website, which offers students
and their parents a wide range of statistics on higher
education institutions, including graduation rates, stu-
dent loan default rates, and other information.3 Efforts
such as the College Scorecard, as well as a number of
private rankings and scorecards, attempt to distill this
information to make it more accessible to consumers.4

In a similar vein, health care policymakers and
researchers have been working to develop tools and
processes that provide greater transparency around out-
comes for health plans and providers. For example,
using a standardized survey tool known as the Con-
sumer Assessment of Healthcare Providers and Systems,
developed by the Department of Health and Human

Services, a wide range of organizations have conducted

more than five million surveys of consumers since 1998
to assess levels of satisfaction with different health plans
across the country.” Likewise, a consortium of physi-
cians, hospitals, and insurers in Wisconsin formed the
Wisconsin Health Reports website to provide quality
information to consumers about doctors and hospitals
in the state.0

In both higher education and health care, however,
efforts to promote transparency face significant ques-
tions about their efficacy and potential for unintended
consequences. What lessons can higher education take
from the health care sector’s multidecade experience in
trying to promote transparency?

Lesson 1: Consumer perceptions of quality matter.
Existing research suggests that consumers often believe
that quality is uniformly high across the health care sys-
tem, a perception that is not borne out in patient out-
comes data. For example, a 1996 survey of consumers
conducted by the Kaiser Family Foundation and the
Agency for Healthcare Research and Quality found
that roughly half believed there were little to no differ-
ences in quality across primary care physicians, special-
ists, and hospitals in their local area.” A similar survey
conducted in 2005 in Wisconsin found that between
40 and 60 percent of consumers believed there were
no differences across local hospitals with respect to key
aspects of care quality. To the degree that consumers
do not recognize variations in quality, they will not see
any utility in examining health care report cards. We
should not be surprised, then, that in a survey of health
care professionals, nearly three-quarters of respondents
argued that consumers’ lack of awareness of the varia-
tion in quality across providers is a major barrier to the
effectiveness of transparency initiatives.?

Transparent information about costs and quality can
change consumer beliefs about which organizations
provide the most valuable product, however. When
consumers in the 2005 Wisconsin survey were shown
information about hospital outcomes, the fraction
that believed that quality varies across local hospitals
increased by roughly 20 percentage points.10 A 2012
study showed that when health care consumers are
shown quality and cost information together, they are
one-third to one-half as likely to view the highest-cost
providers as high quality.!!
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Lesson 2: Consumers say they want information
about cost and quality; however, they are frequently
unaware of what is already out there. Numerous
surveys and focus groups have found that consum-
ers value health care quality and want more informa-
tion about it to help them choose a provider or health
plan.12 One study used 16 focus groups to assess con-
sumer interest in various indicators of hospital quality.
The researchers found a high level of interest in such
information across all groups, including participants
in several groups asking where they could get the infor-
mation “right now.”13

Nevertheless, a sizable literature has shown that only
a minority of consumers are aware of various sources of
information about the quality of health plans or pro-
viders. For example, a 2001 survey of California resi-
dents found that less than 40 percent reported secing
any information comparing the performance of health
plans, such as measures of customer satisfaction. 14 Also,
according to a 2006 survey, 12 percent of Americans
claimed to have seen information about the quality of
doctors in the past year, and 24 percent said the same
about hospitals.!> Researchers have found that dissem-
inating data through community organizations that
consumers trust and interact with, such as the Amer-
ican Association of Retired Persons, can increase con-
sumers’ awareness and use of the information.1©

Lesson 3: Evidence regarding consumers’ use of
information is mixed. Researchers have examined the
degree to which information about costs and quality
actually changes consumers’ behavior and found mixed
results. On the one hand, according to a 2006 sur-
vey, only 20 percent of consumers who recalled seeing
health care quality information in the previous year said
that information influenced their health care choices.!”
Another study found that awareness of information
about plan performance, including results from cus-
tomer satisfaction surveys as well as other measures of
quality, did not impact the degree to which consumers
in the study chose to switch health plans.!® Other stud-
ies have failed to find a relationship between the avail-
ability of information and consumer behavior.!?

On the other hand, various studies have found
that information about quality does alter the choices
consumers make. For example, in 2002 Wedig and

Tai-Seale found that health plan report cards distrib-
uted to federal employees had a large positive effect on
plan choice, with a one-standard-deviation increase in
the plan’s quality of care, increasing the chances that it
would be chosen by more than half.20 Also in 2002,
Beaulieu found that Harvard employees were roughly
10 percent more likely to choose a health plan for every
unit increase in that plan’s quality rating on a scorecard
provided to help the selection process.2! Other studies
have found similar evidence.22

There may be a variety of reasons as to why informa-
tion effects vary significantly across studies. First, the
process through which information is made available
to consumers can significantly impact the degree to
which it is used. For example, in 2011, Kling and col-
leagues found that providing targeted plan information
to Medicare Part D beneficiaries—rather than relying
on them to seek it out—increased the odds that a bene-
ficiary would switch to a lower-cost plan by 11 percent-
age points.?3 In addition, some consumers may not
respond to information about quality simply because
they lack choices, possibly because of a dearth of pro-
viders in their geographic area, a physician who refers
to only certain specialists, or other reasons. Finally, how
information is presented to consumers on a report card
can significantly impact its use by consumers.24

Consumers are not the only actors who benefit
from increased transparency. Third parties, particularly
health plans, can also make effective use of quality and
cost data on consumers’ behalf. Health plans, for exam-
ple, can use such information to help inform the devel-
opment of plan networks and pay-for-performance
arrangements.2>

Lesson 4: Evidence suggests report cards do alter
provider behavior. Some researchers have bypassed
the question of how report cards impact consumer
behavior and have more directly measured their effects
on providers. In a 2009 study, researchers examined the
response of hospitals as they received report card results
about their quality of care. Although the response was
small on average, the authors found that most hospitals
implemented specific quality improvement processes
in response to measures on the report card that were
most relevant to them.26 Another study tried to assess
the degree to which cardiac surgeons respond to health
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care report cards because they are concerned about
losing market share or about such intrinsic factors as
a diminished reputation among their peers. The study
found that the decline in patient mortality rate as a
result of intrinsic motivations was three times as large as
the decline resulting from concerns about the potential
for lost market share. The results suggest that providers
may respond as much out of concern for their reputa-
tion within their profession or other intrinsic factors
as they do out of concerns related to how report cards
might change consumer behavior.2”

Not all provider responses to report cards are neces-
sarily positive. A 2005 study by Werner and colleagues
found that the introduction of report cards that mea-
sured the outcomes from cardiac surgery decreased
the incidence of such surgeries among black and His-
panic patients relative to white patients, presumably
because these patients were less likely to have successtul
outcomes from the surgery.28 Although certainly not
perfect, risk-adjusting outcome measures can help to
limit these effects; in the example given here, the report
cards did use risk-adjusted data, but the measures did
not account for the race of patients. In addition, focus
groups have shown that simply acknowledging that
outcomes data are affected by multiple factors outside
the provider’s control can increase the credibility of the
report in the minds of consumers.2?

Fokok

What do these lessons imply about efforts to boost
transparency in higher education? First and foremost,
the experience in health care highlights the impor-
tance of simply making consumers aware of variations
in quality among different educational providers. Evi-
dence from health care suggests that juxtaposing cost
and quality information can change consumer percep-
tions about which providers might offer the most edu-
cational value.

Second, although making information available
through various report cards certainly helps to cre-
ate additional market transparency, experience in the
health care sector shows that a sizable fraction of con-
sumers is still likely to be unaware of such efforts.
Therefore, disseminating information about institu-
tions and programs through trusted brands such as the

College Board and trusted resources such as guidance
counselors could be very helpful.

Third, in terms of how data might impact consumer
behavior in higher education, the studies in the health
care sector obviously show mixed results. Neverthe-
less, how the data are presented can clearly make a big
difference. There is likely value in giving a wide range
of organizations access to outcomes data so they can
experiment with a variety of report card formats and
learn which formats work best. Also, third parties, such
as guidance counselors, college-access nonprofits, and
private lenders, would likely be able to use such data
effectively to help consumers navigate to quality pro-
grams and institutions. Private lenders, in particular,
could base how much they are willing to lend on these
data, providing an important consumer protection as
well as a check on tuition growth.

First and foremost, the experience in
health care highlights the importance
of simply making consumers aware of
variations in quality among different

educational providers.

Fourth, the studies in the health care sector suggest
that schools will likely respond to transparency ini-
tiatives regardless of how much those initiatives actu-
ally change student behavior. This could simply reflect
schools’ anticipation of how students may respond or
could reflect other concerns, such as those related to an
institution’s reputation among its peers. Note, however,
that as part of this response institutions would likely
take steps to change the types of students they are will-
ing to serve. To the degree that policymakers are con-
cerned about this, they should take steps to include on
report cards risk-adjusted measures or, better yet, mea-
sures broken out by specific subpopulations.

Last, just as some health care consumers pay little
attention to report cards because they have few options
to choose from, for some students, increased market
transparency will do little good because they have lim-
ited educational options in their geographic area.30
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This does not mean that policymakers should not take
steps to boost market transparency but that they must
also take steps to ensure that all students have access to
a sufficient set of high-quality educational options.

Workforce Development

While transparency around costs and outcomes can
help consumers navigate to worthwhile programs—
thereby strengthening the forces of market discipline—
the difficulty that consumers have in evaluating the
quality of health care and education a priori means
market-based accountability alone will likely not solve
the quality assurance problem entirely. In light of this
situation, many reformers have argued that the federal
government does have some role in holding institu-
tions directly accountable for performance. But before
policymakers take this as a cue to construct an elabo-
rate and complicated accountability system for higher
education, it is worth asking what we can learn from
other policy areas where states or the federal govern-
ment have attempted to hold organizations, public or
private, accountable for human capital development.
One obvious candidate is the workforce develop-
ment system. Although this system is focused largely
on preparing individuals for employment, it can still be
a helpful reference for discussions of higher education
accountability. After all, career and technical education
represents a significant fraction of postsecondary enroll-
ment. In fact, one study estimates that almost one-third
of Pell Grant dollars are going to students pursuing
career education.3! In addition, the federal government
has, for decades, worked to hold service providers in the
workforce development system accountable for educa-
tional and employment outcomes, making it a helpful
example of performance-based accountability.
Performance-based accountability was first intro-
duced to the workforce development system through
the Job Training Partnership Act (JTPA) passed in
1982. Under JTPA, the federal government would
provide grant funds to states, who would then disburse
them to local service delivery areas (SDAs). SDAs
were responsible for providing training and job search
assistance to individuals struggling to find employ-
ment. As part of this arrangement, JTPA established

performance benchmarks for states and SDAs on
a number of specific outcome measures, including
employment, retention, earnings, and the acquisition
of skills. SDAs that outperformed those benchmarks
were eligible to receive a bonus of up to 20 to 30 per-
cent of their annual budget.32 But while each state
and SDA had specific outcome benchmarks to aim
for, the process for setting those benchmarks was not
blind to the types of workers each entity was serving.
Policymakers did not want to give SDAs an incentive
to serve only those workers who were the most likely
to be successful, behavior that would have left many
needy individuals who might benefit from services
out of luck. Therefore, in setting benchmarks, JTPA
adjusted the local standards to reflect the characteris-
tics of the population served by an SDA as well as cur-
rent economic circumstances.33

In 1998, JTPA was reauthorized as the Workforce
Investment Act (WIA). WIA expanded the types of
outcome measures included—adding a customer satis-
faction measure, for instance—and required that states
set up administrative systems to capture more accu-
rate outcomes data (rather than relying on follow-ups
with participants). Also, instead of adjusting perfor-
mance levels to reflect participant characteristics, WIA
required that benchmarks be determined through a
negotiation process informed by historical data about
performance, the characteristics of individuals who
had received services in a given region, and the types of
services offered in a particular area or state. Finally, in
addition to being eligible to receive bonuses for good
performance (as was the case under JTPA), under WIA,
states could lose up to 5 percent of their WIA grant for
failing to meet their target outcomes.34

Researchers have looked closely at the performance
management system imposed by both JPTA and
WIA.35 Although this list is not exhaustive, a number
of lessons that emerge from this literature could be use-
ful to policymakers and researchers in the higher edu-
cation debate.

Lesson 1: Performance-based accountability can
create incentives for providers to change who they
serve. In establishing a performance management sys-
tem based on outcomes, policymakers must be careful
to ensure that they are not encouraging providers to
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simply “cream skim,” or choose those participants who
are most likely to be successful over ones who are harder
to serve but might benefit more. The JTPA adjusted
performance targets based on population characteristics
to help address this issue. However, even with adjust-
ments, some studies found evidence of cream-skim-
ming behavior, likely because frontline staff have better
information about an applicant’s likely chance of success
relative to the information used in adjusting for perfor-
mance metrics.3¢ More recent studies suggest that cream
skimming became an even larger issue under WIA. That
is because WIA’s negotiated performance benchmarks,
while being informed by the types of participants a
provider had served historically, did not adjust for the
mix of participants a provider had actually served that
year.3” For example, a 2002 Department of Labor anal-
ysis found that the number of participants who made it
to the enrollment stage under WIA was far lower than
under JTPA, suggesting that local providers were hes-
itant to enroll participants who might jeopardize their
performance rating.38

Lesson 2: A failure to clearly define measures can
encourage providers to game the system. Rescarchers
examining JTPA found evidence that local providers
took elaborate steps to game the performance system.
For example, to be counted in the performance man-
agement system under JTPA, a participant had to be
formally enrolled in the program’s services. Because of
budget constraints, not all participants were ultimately
enrolled, and program staff had significant flexibility
in terms of who would be enrolled and the timing of
that enrollment. The combination of high-stakes per-
formance measurement and discretion over who was
enrolled created perverse incentives. For instance, staff
providing job search assistance had incentive to delay
enrollment as long as possible until an applicant showed
signs that he or she would be able to find a job.3? Sim-
ilarly, some providers took advantage of unclear rules
regarding when a participant must be considered to
have exited the system to improve their performance
outcomes. For example, one study found that local pro-
viders often manipulated the timing of case closures to
maximize the performance bonuses they would receive.
Because providers were assessed against a performance
standard at the end of each fiscal year, they would close

significant numbers of poor-performing cases in years
when they were already comfortably above their per-
formance goal but would hold open such cases in bad
years when they might jeopardize their achievement of
the performance standard.40

Lesson 3: Data can be hard to come by, but invest-
ing in data collection and infrastructure can sig-
nificantly increase outcomes transparency while
minimizing costs for providers. Under WIA, partic-
ipants who qualify for training assistance can receive
an individual training account with funding that can
be spent on any approved provider. WIA requires that
states maintain an “eligible training providers list” that
ensures that individual training account funds are only
spent on providers meeting a minimum level of per-
formance. The law specifically requires that states set
standards on the basis of at least six outcome measures:
program completion rate; employment rate; retention
rate; initial earnings; earnings after six months; and the
rate of licensure, certification, or attainment of aca-
demic degree.4! In addition—and equally important—
WIA required that states gather employment and earn-
ings data from the unemployment insurance system
rather than relying on self-reported data from the pro-
viders themselves.

Many states struggled with the implementation of
these requirements and had to obtain waivers from the
Department of Labor. However, several states, includ-
ing Florida, Washington, New Jersey, and Texas, have
developed successful data collection platforms that
allow for reliable outcomes reporting across all train-
ing providers. In other words, investing in the infra-
structure needed to collect good data can enable a
transparent marketplace that informs consumers and
policymakers alike about the performance of different
training providers.42

Lesson 4: It is important to invest in data valida-
tion. While building the platforms that enable accurate
data collection is essential, policymakers should not
overlook the need to develop mechanisms to ensure
the data is valid. This is particularly important within
decentralized systems such as WIA, where local provid-
ers are responsible for some of the data collection but
may have incentive to manipulate their data. In 2002,
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the Employment and Training Administration at the
Department of Labor implemented a standardized data
validation process for WIA. This process included the
development of software that enabled states to sub-
mit data efficiently to the federal government, perform
checks of the data’s integrity, and assess the accuracy
of performance calculations. The software also allowed
state staff to randomly sample records to ensure they
match the submitted data set.43 Performance data serve
as the foundation of any assessment and accountability
system; these processes help ensure that policymakers,
agency staff, and the organizations held accountable
can trust WIAs performance measures.

ok

Florida, Washington, New Jersey,
and Texas have shown that investing
in platforms that streamline the
process of collecting outcomes data
can both increase their accuracy
and significantly ease any collection

burden on educational providers.

What do these findings mean for higher education?
Researchers have found evidence suggesting that pro-
viders in the workforce development system engaged in
“cream skimming” of participants as well as accounting
manipulations to enhance their performance. There-
fore, higher education policymakers must recognize
that any performance-based accountability system
can create incentives for providers to change who they
serve. In part that would be by design; currently, far too
many colleges are rewarded for filling their seats regard-
less of their students’ potential for success. But policy-
makers will need to consider risk adjustment or a bonus
for institutions that graduate Pell recipients if their goal
is to mitigate such behavior.

Policymakers must also be cognizant to invest in
data that are easily validated and select measures that
are clearly defined and not easily gamed. States such

as Florida, Washington, New Jersey, and Texas have
shown that investing in platforms that streamline the
process of collecting outcomes data can both increase
their accuracy and significantly ease any collection bur-
den on educational providers themselves. At the federal
level, repealing the unit record ban—which prevents
the Department of Education from collecting informa-
tion on student enrollment— could enable the federal
government to do most of the legwork around collect-
ing and publishing a number of relevant outcomes in a
way that avoids these challenges.

Charter Schools

Higher education accreditation began in the 19th cen-
tury as a voluntary form of institutional peer review.
However, as Congress expanded federal aid programs—
first through the GI Bill in the 1940s and 1950s and
subsequently through the expansion of federal loan and
grant programs in the 1960s and 1970s—policymak-
ers needed a way to ensure that federal investments in
higher education were well spent. At the same time,
there was a strong reluctance to have the federal gov-
ernment play a direct role in evaluating academic qual-
ity. As a result, Congress made accreditation, what had
formerly been a voluntary form of self-regulation, the
primary “gatekeeper” to federal financial aid dollars.

Decades later, policymakers and researchers have
come to question whether accreditors are well suited
for the task they were assigned decades ago. As crea-
tures of the institutions they oversee, accreditors have
naturally tended to evaluate institutions on the basis
of a variety of input measures that reflect a traditional
college campus—faculty credentials, libraries, facilities,
and so on—rather than on assessing whether an institu-
tion’s students learn anything. This has the unfortunate
effect of blocking new and potentially innovative pro-
viders from the market and protecting existing, poor-
performing colleges from sanctions.

As a result, a variety of reform proposals have been
put forward, ranging from attempts to improve the
accreditation process—by requiring a stronger emphasis
on outcomes, for example—to bringing in new types of
accreditors that might be more effective at oversight. In

light of these proposals, it is helpful to ask whether this



QUALITY ASSURANCE IN OTHER SECTORS

KEVIN J. JAMES

type of delegated oversight has been employed in other
sectors and whether we can learn anything as a result.

In fact, the elementary and secondary education sys-
tem in the United States has quite a bit of experience
with delegated oversight through its burgeoning charter
school sector. Charter schools began in 1991 under a
straightforward compact: they would be given increased
autonomy in exchange for increased outcomes-based
accountability. To gain and maintain access to the mar-
ket, charter schools must be authorized by an organi-
zation that is responsible for ensuring that the schools
meet the goals specified in their charters.

Charter schools face roughly a 15 percent
closure rate. . . . Higher education
accreditors . . . terminated accreditation

for about 1 percent of accredited schools.

In the early years of the charter school movement,
proponents focused on expanding the number of char-
ter schools. However, as the charter movement has
grown—charters now serve 2.2 million students in
more than 6,000 schools in almost every state in the
country4—researchers have increasingly confronted
the challenge of ensuring charter quality. And although
a number of factors impact a school’s quality, the effec-
tiveness of charter authorizers themselves—the entities
responsible for enforcing the accountability side of the
horse trade—varies widely across states, contributing to
variations in charter performance.4>

The Center for Education Reform, which looked at
data on charter closures going back to 1993, found that
charter schools face roughly a 15 percent closure rate.4¢
This rate reflects a much greater willingness on the part
of authorizers to hold schools accountable relative to
higher education accreditors, who, the Government
Accountability Office found, terminated accreditation
for about 1 percent of accredited schools over the 4-¥2
year period from October 2009 through March 2014.47
In addition, a study by Hassel and Batdorff examined
a sample of charter authorizers’ decisions regarding the
revocation of existing charters or the denial of new ones
and judged those decisions to be well founded.48 On

the whole, therefore, while there is significant room for
improvement in charter authorizing, there is a lot to
learn from the most effective authorizers.

There is a growing body of research that is exam-
ining the factors that contribute to effective charter
authorizing. What have the researchers learned?

Lesson 1: Organizations that see authorizing and
accountability as part of their core purpose are
more effective. The most effective charter authorizers
have tended to be those organizations that see autho-
rizing (and accountability) as a central part of their
mission and therefore devote the time, attention, staff,
and resources the process deserves.#? Authorizing is a
complex, challenging process in its own right, involv-
ing both rigorous assessments of data as well as ongoing
interactions with the schools in an authorizer’s port-
folio. Most important, effective authorizing requires a
commitment to holding schools accountable for their
student outcomes rather than simply falling into a
compliance-driven mentality that counts inputs and
monitors processes.>?

In many cases, however, charter authorizing has
simply fallen into the laps of local school districts who
see it as secondary to their primary job (running pub-
lic schools) or who view charter schools as unwelcome
competition.>! As a result, although school districts
make up more than 90 percent of all authorizers,
roughly 90 percent of district authorizers oversee five or
fewer schools.>2 In these cases, the authorizing process
is often at best neglected and understaffed, leaving a crit-
ical gap in the oversight of the schools in a district’s port-
folio. At worst, hostile school districts make it difficult
for charter schools to win approval to operate, creating
a significant barrier to entry. When the state of Minne-
sota recently required that all authorizers affirmatively
request to take on that role—including meeting certain
minimum standards in terms of what is expected of an
authorizer—060 percent of the state’s authorizers simply
did not bother to apply for recertification.>3

Lesson 2: Authorizers must be independent from
both the entities they oversee and the political pro-
cess. Effective charter authorizers must be receptive
to new institutions (with potentially innovative mod-
els) and be willing to exercise effective oversight of the
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schools in their portfolio. Therefore, each authorizer
needs to have a minimum level of independence from
the entities it oversees. School districts, which make
up most of the authorizers, may be tempted to view
charter schools as competitors rather than as peers. As
a result, they might be less willing to authorize char-
ter schools that are promising because these schools are
likely to draw students from traditional public schools.
At the same time, they might be more willing to burden
existing charters with unnecessary regulations or hostile
oversight that is unrelated to whether those schools are
serving students well. 54

Effective authorizing also requires that leaders have
the ability and the will to shut down poorly performing
schools. Closing a school almost always generates oppo-
sition from the institution itself and the community it
serves. In certain circumstances, parents might not be
fully aware of a school’s poor performance. In other cases,
parents will have a sense of a school’s shortcomings but
may still see the school as their best option if the qual-
ity of other schools in their area is even worse. Because
authorizers will always face an uphill battle in trying
to close poorly run schools, authorizers need to have a
degree of independence from the political process.>>

Lesson 3: Oversight should be more than a binary
approval process. The most effective authorizers do not
rely on a simple binary approval process. Instead, they
have created processes to work with schools that are fail-
ing so as to make it clear well in advance that they need
to improve. Authorizers in Washington, DC; Oakland,
California; and Hartford, Connecticut, for example,
present performance information in tiers so that schools
and the public know which schools need to improve to
avoid facing closure. In addition, in cases where a school
does not improve sufficiently and needs to be closed,
effective authorizers take steps to try to identify other
charter school operators who might be able to take the
place of the failing school, thus providing a potential
transition plan to help students impacted by the clo-
sure.>¢ By taking these steps, effective authorizers lay the
groundwork for making the difficult decision of closing
a school if and when it becomes necessary.

Lesson 4: Overseeing authorizers is critical. States
are beginning to look more closely at how they might

implement oversight policies for authorizers on the
basis of the performance of their portfolios of schools.
For example, the state of Ohio initially allowed a
wide array of authorizers but exercised little oversight
of how well they performed. However, after a signifi-
cant increase occurred in the number of failing char-
ter schools, Ohio implemented a performance floor to
close the worst-performing charter schools automati-
cally. The state also prohibited the 20 percent of char-
ter authorizers scoring the worst on the state’s charter
authorizer performance index from authorizing new
schools until their performance improved.>”

Although the research on effective authorizing
emphasizes the importance of state policies that hold
authorizers accountable, little consensus exists about
what these policies should look like. The most basic
step, though, is simply transparency. Colorado, for
example, requires that its independent chartering board
as well as all school districts publish an annual report
showing the performance of all the schools in their
respective portfolios.>8 States could also take additional
steps, such as setting a performance floor for authoriz-
ers or using a more subjective review process based on
a number of school performance metrics.”? In Indi-
ana, for example, the State Board of Education can sus-
pend an authorizer’s ability to open new schools if it has
intervened to close or transfer more than 25 percent of
the schools in that authorizer’s portfolio.®0

kK

The key lesson that emerges from charter school-
ing is that building a parallel path for market entry
can fundamentally change the supply side of a quasi-
market such as higher education. Charter schools did
not emerge from a complete overhaul of public school-
ing. Instead, they emerged because policymakers cre-
ated space for new schools whose leaders were willing to
be held accountable for student outcomes.

Likewise, in higher education, reforming the accred-
itation process directly will be a long and difficult road.
But that should not prevent policymakers from creat-
ing space for promising organizations that are willing
to be held accountable for their student outcomes. This
might mean allowing for new authorizers, independent
from traditional higher education, that agree to assess
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institutions largely on the basis of outcomes rather than
a list of inputs that may not reflect advances in technol-
ogy and educational delivery.

The most effective charter school authorizers could
serve as a model of what new authorizers in higher edu-
cation should look like. Rather than assigning the task
of self-regulation to existing players in the industry—as
our reliance on accreditation currenty does—policy-
makers should look to organizations that are indepen-
dent from politics and the entities being regulated, such
as groups of employers. Moreover, those entities should
see their mission as holding schools accountable for
performance while simultaneously giving those schools
the flexibility to be innovative and successful.

Finally, the research on charter school authorizing
emphasizes the importance of creating some kind of
accountability mechanisms for authorizers on the basis
of the performance of their school portfolios. This task
is not easy, but it is likely essential to ensuring that the
authorizers do their part in rigorously overseeing the
schools under their purview. At a minimum, simply
creating more transparency around the performance of
each authorizer’s portfolio should help to reveal which
are overseeing their schools effectively.

Housing Finance

In light of the high rates of delinquency and default
on federal student loans, higher education policymak-
ers and researchers have increasingly called for colleges
to have some “skin in the game.”®! Otherwise known
as risk sharing, such a policy would put institutions on
the hook for a portion of the federal student loan dol-
lars that their students were unable to repay.

The federal student loan program has almost no
underwriting, meaning that students can get loans
for any eligible program up to certain limits. From an
institution’s perspective, the easy availability of credit
ensures that students and their parents almost always
have the liquidity necessary to pay tuition, and the
downside risk of poor investment decisions are borne
only by families and taxpayers. The goal of a risk-shar-
ing policy is to give the institution that directly bene-
fits from student access to credit a stake in his or her
success.

10

The United States faced a similar, though not iden-
tical, dilemma in the housing market prior to the
collapse of that market in 2007-08. In traditional
mortgage markets, banks would make loans to con-
sumers for home purchases and retain the mortgage
on their books, bearing the risk of default directly.
However, with the advent of securitization—a process
whereby mortgages and other financial assets are pack-
aged together as securities to be sold to investors—
mortgage originators would issue loans for the pur-
poses of selling them to third parties. Thus, mortgage
originators were not retaining any of the credit risk in
the transaction.62

This process would not necessarily be a problem if
the other parties involved were in a position to perform
the due diligence necessary to ensure that the mortgage
was sound. However, research has identified a number
of ways in which parties further along the securitiza-
tion chain may struggle to monitor the quality of assets
being securitized. For example, an investor purchasing
a securitized mortgage is one or more steps removed
from the entity that originated that mortgage. As a
result, he or she typically has far less information about
the borrower’s ability to repay the debt than the orig-
inator does. In these circumstances, originators would
be in a position to securitize mortgages that are not as
sound as investors may think.63

In both contexts, institutions—schools in higher
education and mortgage originators in housing
finance—may face incentives to originate loans know-
ing they will suffer virtually none of the downside if the
loan performs poorly. In turn, this can create incentive
to originate as many loans as possible, even if doing
so requires lowering credit standards. In the context of
housing, this led to increased lending to low-income
borrowers and a relaxation of requirements around
income and employment documentation. In the con-
text of higher education, it means an expanded willing-
ness to enroll students who may have poor prospects of
being successful in a given program.

After the collapse of the financial sector in 2007-
2008, Congress enacted the Dodd-Frank Wall Street
Reform and Consumer Protection Act, otherwise known
as Dodd-Frank.%4 Among a wide array of changes, the
legislation included a new requirement that credit orig-
inators, as well as institutions securitizing that credi,
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retain some portion of the risk associated with the loans
making up those securities. The intention was to create
stronger incentives for originators and securitizers to not
exploit their information advantage over the investors to
whom they are selling these loans.

Although the risk retention provisions have only
recently been finalized,®> a number of lessons can be
drawn from housing finance reform, including the
research that shows why such requirements might be
necessary. What are those lessons?

Lesson 1: Mortgages where the originator lacked
“skin in the game” performed relatively worse
during the crisis. A number of studies have exam-
ined the relative performance of different portfolios of
assets, some of which included a risk retention com-
ponent for the originator and others of which did not.
For example, in 2010, Keys and colleagues found that
loans that were more likely to be securitized were 20
percent more likely to default relative to loans that
were likely to be held by the originator.%¢ In addition,
a study by Demiroglu and James in 2009 examined
the losses among mortgages that varied in the extent to
which originators continued to bear a portion of the
risk and found that loans where the originator had skin
in the game had losses that were less than half the rate
of the other mortgages.®”

Lesson 2: The degree of risk retention need not
be as large as one might think to affect originator
behavior. In the context of the risk-sharing discussion
among higher education policymakers and research-
ers, some people have recommended that institutions
bear a significant fraction of the risk of student defaults,
sometimes as high as 20 percent.®8 However, the credit
retention requirements included in the Dodd-Frank
legislation require only a 5 percent risk retention rate.®?
In addition, in the Demiroglu and James study, the
degree of risk retention was 3 percent or less.”? This
evidence suggests that, in the higher education con-
text, the degree of risk retention does not necessarily
have to be high to significantly change the behavior of
institutions.

Lesson 3: Beware of institutions raising prices to
offset costs of bearing risk. As part of the discussion

11

surrounding the regulations to implement Dodd-
Frank, some policymakers expressed concerns that
the sponsors of securities might be able to sell specific
tranches to investors at prices that more than make up
for the costs of bearing risk under the risk retention
requirements.”! Thus sponsors would face few incen-
tives to change their behavior in terms of the quality of
the assets they securitize.

Lesson 4: Potentially adjust risk-retention require-
ments on the basis of performance. Dodd-Frank
allowed for a relaxation of risk-retention requirements
for residential mortgages that, on the basis of histori-
cal evidence, would make them less likely to default.
For example, mortgages that fell within specific levels
for total debt-to-income ratio or loan-to-value ratio
could be exempted from such requirements.”2 If poli-
cymakers created a risk-sharing regime for higher edu-
cation institutions, they could consider adjusting the
risk-retention requirements for each institution on
the basis of the performance of that institution’s past
cohorts. For example, an institution whose graduates
had been highly successful at repaying their loans might
have to retain less risk than a lower-performing institu-
tion. This policy might reward institutions that do an
effective job of minimizing loan repayment problems
among their graduates. In doing so, however, policy-
makers should consider whether such a policy removes
pressure from those institutions to continuing serving
students well into the future.

ook

The research on housing finance shows the potential
pitfalls of systems where particular institutions have
strong incentives to originate loans because they bear
none of the risk of default. Higher education institu-
tions face a similar dynamic, giving them strong incen-
tives to originate as many loans as possible regardless of
the qualifications of the borrowers.

As a result, the idea of giving institutions “skin in
the game” with respect to student loans is gaining more
traction across the political spectrum. The research on
risk retention in mortgage markets shows that it can
significantly impact the behavior of institutions, even
at relatively low levels of risk sharing. This finding
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provides some indication that risk-sharing proposals
in higher education would likely have a meaningful
impact institutional behavior.

Higher education policymakers should consider,
however, whether institutions might also have an abil-
ity to simply raise tuition to effectively “price in” the
risk they are obligated to take under any “skin in the
game” proposal. Although an institution choosing this
route might deter some students from applying and
would increase the risk of repayment problems among
its graduates, the institution might gain more in reve-
nue than it lost in additional fines or lost enrollment,
and thus it may be in its interest to increase its price.
To the degree that this is the case, policymakers should
implement a risk-sharing scheme in conjunction with
other proposals (such as greater transparency) that help
strengthen the forces of market discipline.

Higher education policymakers should
consider, however, whether institutions
might also have an ability to simply raise
tuition to effectively ‘price in” the risk
they are obligated to take under any

skin in the game” proposal.

Conclusion

As policymakers and researchers try to address the
deep-seated cost and quality problems in American
higher education, there is a tendency to think that
these challenges are new and unique to higher educa-
tion. But this is simply not true. Policymakers should
recognize that they are not the first to confront many
of these problems; indeed, their counterparts in many
other sectors have been wrestling with these tensions
for decades. By broadening our lens, higher education
policymakers and researchers can improve higher edu-
cation and ensure that we do not repeat some of the
same mistakes that have plagued promising reform
efforts in other sectors.
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