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Principle #4  People Respond to Incentives








For many people, graduation from high school is an exciting time, filled with renewed possibilities and challenges.  Some will choose to directly enter the work-force. Others will decide to continue their education by attending college.  Inevitably, the decision will be an economic one.





When financial resources are limited, people must consider the prices of goods and services they wish to purchase, including the price of a college education.  And because of budget constraints, they often face tradeoffs.  At a time like this, people are very prone to respond to incentives.





Alan and Sarah, two recent high school graduates, are perfect examples of how incentives can affect choices.  Both have decided to attend college immediately after graduation.





Sarah’s family has saved fifteen thousand dollars for tuition at one of the finest private schools in the country.  Alan’s family has saved seven thousand dollars for college, and he plans on attending his state university.  The next step is for them to figure out the most effective ways to finance their education.





Alan discovers that the cost of tuition at the state school, plus other expenses, is higher than he had anticipated -- ten thousand dollars a year.





He could postpone his college plans and get a job to help pay for his tuition.  But he might only be qualified for low-paying jobs, which would greatly reduce his saving power for college.





In Sarah’s situation, the cost of private schooling is much higher than she had thought.  With the cost being twenty thousand dollars a year, she has to choose her state university.





In times like these, people like Alan and Sarah are looking for better options.  The government can possibly help them by offering incentives, such as a tuition tax credit.  A tuition tax credit is a deduction off the tax owed on a person’s tax return.





For example, if the tax credit is thirty percent, the family can deduct thirty percent of the total cost of tuition from the taxes owed on their tax return.  In the case of a college tuition tax credit, the income is designated to pay for tuition only.





Given the introduction of a college tuition tax credit, Alan is now able to afford state university directly after graduation. The annual cost of attending the university is ten thousand dollars.  He can use his parents’ seven thousand dollars and add the money from the three thousand dollar tax credit to pay the remainder.





A tuition tax credit will also enable Sarah to attend the private school she originally chose.





Tuition for that school is twenty thousand dollars a year.  With her parents’ contrubution of fifteen thousand dollars and a tax credit of six thousand dollars she can now afford tuition there.





Many people think that our society would only benefit from the education that government incentives make possible.  But although we know that people respond to incentives, such policies can also create unexpected negative ramifications.





For example, a government tax credit increases the disposable income of middle and upper income families.   Meanwhile, lower income families, the ones most in need of extra money for education, are less affected. 





College tuition tax credit can also have a negative ramification in the education market as a whole.  With extra money available, more people can afford to attend college.  In other words, the “demand” for college education increases.





But it takes time for schools to increase their capacity to accommodate the extra students.  Most universities have an established system with a set number of campus buildings, faculty, and administration.  In other words, even though “demand” for college education increases, the “supply” remains constant.





In this situation, schools respond to the increased demand by raising tuition to cover the costs of adding classrooms, dormitories, teachers, and administrations.  These market-wide tuition increases may partially reduce the effectiveness of the original tax credit.





Ultimately, incentives such as tuition tax credits can have a positive effect on society.  But, as with any government policy, consideration must be given to the direct effects as well as the indirect effects that the incentives create.





Policymakers must fully understand these differing principles in order for the incentives to cause the positive effects on society that they intend.





© Harcourt Brace & Company











