














The High Cost of Low Graduation Rates in North Carolina

North Carolina Spends About as Much Each Year on Dropouts After They
Leave School as It Spends in State Aid When They Are Enrolled in School

Not every dropout creates state expenditures for Medicaid and incarceration. Some dropouts cost the state tens
of thousands of dollars annually, while others may cost the state only some limited reductions in state income-tax
revenue. Still others may cost nothing. To account for these differences, we spread the cost of one year’s class of
dropouts across the entire population of new dropouts in that year to arrive at an average cost per dropout.

The total annual costs of each additional dropout, averaged over the population of new dropouts each year, suggests
that on average the state of North Carolina will continue to pay about as much for each dropout after he leaves school
as it does in state education aid while he attended school. The annual costs of lost tax revenue, increased Medicaid
use and increased incarcerations associated with just one year’s class of dropouts (an estimated 38,135 in 2005) is at
least $169 million. These annual costs average about $4,437 per dropout. Average state education aid (excluding local
and federal funding sources) is about $4,877 per pupil. What’s more, because there are many other costs associated
with dropouts not documented here, reduced earnings patterns follow graduates their entire lives, and incarceration
and Medicaid are multi-year costs, it is reasonable to conclude that the public costs of North Carolina dropouts are
substantially greater than our calculations indicate.

More importantly, North Carolina taxpayers will continue to pay for the state educational system’s failures well
into the future. Over their expected lifetimes of an additional 50 years, the public cost of one year’s class of dropouts
is $8.5 billion, or almost $3.9 billion in discounted “present value” terms (discounting at 3.5 percent each year).

Table 6

Each Dropout Costs North Carolina an Additional $4,437 Annually

Lost State Income Tax Revenue $995
Incarceration Costs $1,946
Medicaid Costs $1,496
Total Public Cost per Dropout $4,437

The Public Benefits of School Choice in North Carolina

Advocates of competition in education generally believe not only will children who participate in school choice
programs benefit, but that overall productivity of public schools will increase in response to a school choice program.
Nevertheless, most research on school choice initiatives focuses on the individual effects on students participating
in school choice programs. A more complete characterization of the effects of school choice, however, would include
both the general or system-wide impacts as well. As we have highlighted, the public costs associated with high school
dropouts in North Carolina are large. If competition from private schools is associated with higher graduation rates
in public schools, then increasing competition via school choice programs not only will produce benefits to public
and private school children, but it will be an effective way to increase the productivity of public schools and confer
large public benefits by reducing the number of high school dropouts.
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Private School Competition Improves Public School Graduation Rates

Assessing the impact of competition from private schools on nearby public school graduation rates requires
sophisticated statistical methods. Few studies have employed methods rigorous enough to sufficiently control for
confounding influences and thus estimate the true relationship. The main difficulty is that private schools do not
appear randomly; rather, the demand for private schools typically arises partly in response to public school quality.
In mathematical terminology, the number of private school students and public school quality are “simultaneously
determined.” Studies that look at the simple relationship between the percentage of private school students in an
area and school quality could thus draw the inaccurate conclusion that a high percentage of private school students
in a district results in lower public school quality.

Some studies have employed adequate methods, and they provide a growing body of evidence that competition
from private schools improves achievement in neighboring public schools. Hoxby provides a review of this evidence.?
Perhaps the best-designed study was conducted by Dees.?* The Dees study used data from all U.S. counties from
the National Center for Education Statistics’ Common Core of Data and found that most studies of the relationship
between competition and public school graduation rates “dramatically underestimate the effect of competition from
private schools on the rate of high school completion in public schools.” Dees’ results indicate that an increase
in the percentage of students enrolled in private schools equal to one standard deviation (or about 3.9 percentage
points of total enrollment in North Carolina) is associated with a 1.7-percentage-point decline in the public school
dropout rate overall and a 3.4-percentage-point decline in public school districts where at least 20 percent of students
are non-white.

Overall, about 7 percent of North Carolina students are in private schools, according to the North Carolina
Department of Public Instruction. This is relatively low compared to other states. Using data from the 2000 U.S.
Census to calculate the percentage of students in grades 1-12 enrolled in private schools in each community in
North Carolina results in a somewhat higher estimate of 8.6 percent (or about 1,500 more private school students
than reported by the state). North Carolina’s relatively low private school enrollment is likely a function of the
high percentage of its students who are non-white. Minority students traditionally have much lower rates of private
school enrollment than white students. However, there are large differences in the percentage of students enrolled
in private schools across North Carolina’s communities, with a range from zero to more than 20 percent in some
towns.®

Because we know that officially reported graduation rates in North Carolina from previous years are unlikely
to be accurate, an analysis of the relationship between competition in education (as measured by the percentage
of children enrolled in private schools) and public school graduation rates would be problematic. For our analysis
of the public benefits of competition from private schools, we used a range of estimates produced by our research
in other states and by research conducted nationally by university economists. We estimate that private school
enrollment causes public school graduation rates to increase by 2.4 percentage points to 4.8 percentage points for
every one standard deviation increase in private school enrollment. These estimates fall between the national results
obtained by Dees and the results of research in specific states, and are moderate compared to our own previous
results obtained using data in other states.?

Even a Modest School Choice Program Would Reduce North Carolina Drop-
outs by up to 5,483 Each Year, Saving up to $24 Million Annually

In this section we analyze the impact of educational reform that would increase enrollments in private schools
by allowing North Carolina children to attend the public or private school of their choice using public funds.
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Based on the finding (detailed in the previous section) that an increase in private school enrollments will

improve North Carolina public school graduation rates due to improved competitive incentives, we calculate that
increasing the percentage of North Carolina children enrolled in private schools by 3.9 points would mean:

About 53,754 additional students enrolled in private schools.

Between 2,708 and 5,483 fewer dropouts from North Carolina public schools each year, due to the positive
incentives provided by competition from private schools.

Increased tax revenues and reduced Medicaid and incarceration costs totaling $12 million to $24 million as a
result of the reduction in public school dropouts. What’s more, because dropouts use other social services and
incur other costs not included in these three measurements, the total public benefits likely would be 50 percent
to 100 percent higher than these figures.

Total public benefits of between $601 million and $1.2 billion over an expected lifetime of 50 years for each class
of reduced dropouts, since differentials in earnings, public assistance and incarceration rates between dropouts
and graduates are lifelong patterns. The “present value” of these 50 years of benefits, discounted at 3.5 percent
each year, is $282 million to $571 million. The total value of the lifetime public benefit of each dropout prevented
in North Carolina’s public schools is about $221,854, or a present value of $104,074.

Table 7 presents our calculations of the public benefits that would result from even a modest school choice

program in North Carolina. Changing the size of a program to provide school choice to a larger percentage of North
Carolina’s school-age children and introducing more competition into North Carolina’s education system would
increase the magnitude of these impacts, but not the basic conclusion that the potential public benefit of reducing
the number of dropouts in just three areas of public interest (tax revenue, Medicaid costs and incarceration costs)
would be $4,437 annually and $221,854 (with a present value of $104,074) over the working lifetime of each dropout.

Table 7

The Public Benefits of a School Choice Program in North Carolina

Total Public Enroliment Grades 1-12 1,378,306

Cohort of Potential Graduates 112,826

Current Annual Dropouts 38,135

Increase in % of North Carolina Students in Private Schools 3.9%

Annual Dropout Reduction Low Impact Estimate -2,708
High Impact Estimate -5,483

Annual Public Benefits From Increase in School Competition Low Impact Estimate $12,013,598
(see Table 6 for Details) High Impact Estimate $24,328,828

Lifetime Public Benefits of 3.9 Percent Increase in Competition Low Impact Estimate $600,679,907
High Impact Estimate $1,216,441,391

Lifetime Benefits Discounted to Present Value (at 3.5% per Year) Low Impact Estimate $281,786,367
High Impact Estimate  $570,647,688

Average Lifetime Public Benefit of Reducing Each Dropout $221,854

Average Lifetime Benefit Discounted to Present Value (at 3.5% per Year) $104,074
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Conclusions

This study highlights the public costs of the failure of individuals to graduate from high school in North Carolina.
Our analysis of costs and benefits associated with dropouts included just a few of the largest state programs where
the impact of educational attainment on public costs is likely to be most significant. Most importantly, this study used
objective empirical methods to document the public cost and benefit implications of education policies that often are
debated solely on the basis of their impact on individuals.

Each student who fails to graduate from high school in North Carolina creates large public costs. While this fact
has been intuitively understood for some time, this study empirically assessed the cost effectiveness of policies that
seek to improve the performance of North Carolina’s public schools. We conclude that introducing more competition
into K-12 education in North Carolina would significantly improve public high school graduation rates; that the impact
of competition provides a cost-effective method for improving the productivity of public schools; and that this would
bring about a large reduction in the public costs associated with dropouts.

These results indicate that school choice programs, rather than benefiting individuals at the expense of the
public, provide large public benefits that probably exceed even the benefits realized by students participating in the
programs.
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