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We just got even more evidence supporting
the theory that charter schools are America's
new subprime mortgages

ABBY JACKSON
4H

The Office of the Inspector General late last month released the results of a damning audit of the charter school
industry, which found that charter schools' relationships with their management organizations pose a significant
risk to the aim of the Department of Education.

The OIG is a federal agency that works to prevent inefficient or illegal activities.

The findings in the audit, specifically in regard to those relationships, echo the findings of a 2015 study that
warned of a bubble similar to that of the subprime-mortgage crisis, one of the study's authors, Preston Green,
told Business Insider.

"I'm happy that the Office of the Inspector General is shining a light on the issue about the need for greater
accountability," Green said.

The study, titled "Are charter schools the new subprime loans?," notes that several factors appearing to edge the
charter school industry — schools funded partly by tax dollars but run independently — toward a bubble are

http://www.businessinsider.com/author/abby-jackson
http://www.businessinsider.com/author/abby-jackson
http://www2.ed.gov/about/offices/list/oig/auditreports/fy2016/a02m0012.pdf
http://www.businessinsider.com/are-charter-schools-the-new-mortgage-crisis-2016-1
http://poseidon01.ssrn.com/delivery.php?ID=023099073005083086065115030000096010059084032079043034119006118068000097122097117024106107048020103097110121002114076114091126014018078077010023125106064098004082102031082053126076095071003080102002072121095074092113088099066116089071108070096083027096&EXT=pdf


A scene from "The Big Short."

Jaap Buitendijk/Paramount

similar to those that encouraged banks to start offering risky mortgage loans.

One such similarity is what the study calls the "principal-agent problem."

In the mortgage crisis, mortgage servicers began handling administrative tasks that originators used to do, such
as collecting fees from late payments or foreclosures. Since the servicers were compensated to foreclose on loans
rather than find alternatives, the incentives of the servicers and the originators diverged, which negatively
affected both homeowners and banks that forecasted mortgage payments into the future.

Charter schools have this same misalignment with
third-party management organizations, according to
the study. Many charter school boards hire private
education-management organizations — with
similarly divergent interests as the loan servicers in
the mortgage crisis — to run the school's day-to-day
administrative tasks.

The study found that while charter school boards
have a responsibility to follow the same laws that
relate to public schools, the incentive of these
outside organizations is to increase revenue or cut
expenses. That misalignment creates an
environment that may discriminate against students
who the organizations see as "too expensive," such
as those with disabilities, according to the study.

The recent OIG audit found the same divergence of
incentives within the charter school market, and
noted that 22 of the 33 schools in its review had
internal control weaknesses.

"The Department's internal controls were insufficient to mitigate the significant financial, lack of accountability
and performance risks that charter school relationships with CMOs" — charter management organizations —
"pose to Department program objectives," the OIG wrote in the audit.

The factors leading up to the mortgage crisis look eerily similar to the ones currently affecting the charter school
industry, and the authors of the 2015 study predicted that if the bubble were to burst, some students could be
stranded without alternatives. Local districts could also face lawsuits, not to mention investors in the sector
would lose money.
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