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xv

Introduction

Universities are making the headlines a lot these days, and much of the
publicity is distinctly unfavorable. While some bad press relates to student
drinking, campus riots, athletic scandals, and the many remedial courses
being taught by colleges, the dominant topic is the rapid rise in costs.
Tuition is increasing far faster than the rate of inflation or even people’s
incomes, prompting calls from politicians and ordinary citizens to “do
something” about it. This book is about the modern American university,
and particularly the origins of and possible solutions to the problems of ris-
ing costs and declining efficiency that afflict the academy.

The sharp increases in college tuition in 2002 and 2003 were not
unusual. This rapid growth has exceeded the inflation rate consistently for
most of the twentieth century. Moreover, in modern times it has also
exceeded the growth in family incomes, making college attendance an
increasingly traumatic event from a financial perspective. While college
administrators claim, with some justification, that “American universities
are the best in the world,” it is also true that they are the most expensive.
Do they need to be?

College costs are soaring for a number of reasons, but one cause pre-
dominates: The productivity of university personnel is almost certainly
falling, and it is clearly falling sharply relative to the rest of the economy.
While it takes far less time for workers to make a ton of steel, type a letter,
or harvest a bushel of corn than it did a generation ago, it takes more pro-
fessors and college administrators to educate a given number of students. 

Why is productivity falling? The basic problem is that universities are
mostly nonprofit organizations, subject to only muted competitive forces,
and lacking market-imposed discipline to economize and innovate.
University presidents, deans, maintenance supervisors, department chairs,



and other administrators do not benefit from reducing costs. Major policy
issues are typically decided in committees, where advocates of the status
quo (often faculty with tenure) usually have the upper hand. With third
parties such as government and private donors footing much of the cost,
there is little fear that higher prices will trigger a consumer backlash. It is
no wonder that per-student costs of instruction are dramatically lower at
the typical for-profit university, where market discipline is much stronger.

Third-party payments make consumers relatively insensitive to costs.
Students receiving grants or subsidized loans are far less sensitive to tuition
increases than they would be if they were paying their own way. Where
entrepreneurs in a free, unsubsidized market seek to cut costs and lower
their prices to lure new customers away from businesses that are raising
theirs, there is very little of that in higher education. Few university presi-
dents I know, for example, advertise on television that their institutions
offer as good a product as their competitors but at a lower price. To do so
would incur the wrath of other presidents, causing the offenders to be
ostracized among their peers at meetings of the American Council of
Education and other trade groups, and lowering their chances for aca-
demic advancement.

All of this reflects the absence of a clearly defined “bottom line” in tra-
ditional, not-for-profit higher education. Did Stanford University have a
good or bad year in 2003? How would we know? A few vague indicators,
such as the college rankings done by U.S. News & World Report, give us
some hints. But in the for-profit world, constant, precise indicators, such as
stock prices and frequent statements of profit and loss, give much more tan-
gible measurements of success.

In many ways, the higher education “industry” resembles the health
care industry. In both, third parties, such as government agencies, insur-
ance companies, and private foundations, pay most of the bills, making
consumers far more indifferent to the price of services than they would oth-
erwise be. In both, many providers operate on a nonprofit basis, with a neb-
ulous “bottom line.” And in both, not surprisingly, the prices of services
have risen dramatically over time, making it more difficult for society to
maintain a given level of services.

In health care, a steady rise in demand for services, fueled by a growing
and aging population and more third-party payments, has provided a seller’s
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market that has allowed for tremendous price increases. As health care costs
(as a percent of national output) grew in the 1990s, President Bill Clinton
and his wife Hillary Clinton promoted a massive restructuring plan that
failed politically, but was nonetheless followed by the growth in a large
number of cost-cutting innovations, including the rise of health maintenance
organizations (HMOs), preferred provider organizations (PPOs), increased
insurance deductibles and copayments, and more stringent insurance or
Medicare/Medicaid limits on use of prescription drugs and various medical
procedures. Although Congress declined to enact legislation, the mere threat
was sufficient to prompt the industry to develop its own cost-cutting
measures.

Is the same thing about to happen to higher education? There are some
signs it may be: nontraditional, online instruction is growing enormously,
enrollments at for-profit universities are booming, and company-provided
certification of skills is becoming increasingly popular in certain fields.
These are all responses to the rising cost of traditional higher education.
There is every reason to believe these trends will continue and intensify,
prodding traditional universities into changing their ways.

Escalating tuition reflects two other developments of modern times.
The first is a rise in price discrimination, which occurs when different cus-
tomers pay different prices for the same service. Tuition is discounted by
scholarship aid. Over time, that aid has grown substantially, so the actual
average price to the consumer has risen somewhat less rapidly than stated
tuition suggests. Price discrimination has allowed many universities to take
advantage of the fact that affluent students are usually less sensitive to costs
than poorer ones. By charging the wealthier students more, total revenues
are enhanced. Also, at many selective-admissions universities, parents will
often gladly pay high tuition if their child’s only other option is to attend
less prestigious schools. Universities have increased “sticker prices” aggres-
sively to charge some students whatever the market will bear.

The second factor boosting tuition is an increasing cross-subsidization
within universities, with institutions diverting resources away from under-
graduate instruction. Professors who two generations ago would have
taught twelve hours a week now teach six or possibly nine hours. The
reduced teaching load is supposed to allow professors to do more research.
Traditionally, undergraduate education has been heavily subsidized by third

INTRODUCTION  xvii



parties (through scholarships and loans); now, undergraduates are increas-
ingly subsidizing other university expenses such as research, student activ-
ities, bigger administrative structures, and more costly intercollegiate
athletic programs. 

All of this leads to another issue that is often misrepresented in the pop-
ular press and by universities themselves: the nature and impact of public
support. Three-quarters of students attend state universities, which receive
substantial support from state governments. While the tuition charged by
these schools is well below that of private universities, it has been rising
rapidly. University presidents blame this on inadequate governmental sup-
port, but the evidence suggests that very little of the additional financial
support recently given to state universities has actually been used to reduce
the cost of undergraduate instruction. That is, more generous state support
does not usually translate into lower tuition costs. Nor does it enable more
students to attend college. Lavishing more state funds on higher education
does not significantly affect the number of students going to college, or how
much they pay for their degrees.

The evidence discussed in this book is consistent with the following
scenario: University presidents ask legislatures for more funds to keep costs
down for students and improve educational opportunities for those with
modest financial means. Sympathetic legislators generally accede to those
requests. The universities then use most of the money to fund large salary
increases, add staff members (thereby lowering productivity), build more
luxurious facilities, and expand research projects, instead of teaching as
promised. The same thing, with some variation, occurs with respect to
donations to privately endowed universities.

In their quest for funds, state university presidents also argue that
higher education support is an investment in human capital, and in a
knowledge-intensive economy, good universities are vital for economic
growth. This sounds plausible, particularly since college graduates earn
sharply more than nongraduates, and the differential has expanded over
time. Yet the evidence suggests the opposite: When other factors are held
equal, the more state governments support higher education, the lower the rate
of economic growth in the state.

Why? Two explanations come to mind. First, increased government
support for universities forces higher taxation on private sector activity that,
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on average, is produced more efficiently in competitive market environ-
ments than in university activity. Money is shifted from highly productive
to less productive activity. Second, as noted above, much of the increased
support does not go toward expanding students’ access to learning, but
rather to providing higher incomes and lighter workloads for university
personnel. In the jargon of economics, the incremental funds support fac-
ulty and staff “rent-seeking”—that is, getting payments beyond the amount
needed to provide goods and services—and the redistribution of income
from the productive to the less productive. 

How can more spending on higher education lower economic growth,
though, when high wage premiums are paid in labor markets for highly
educated persons? In part this relates to the diminishing returns that have
set in for “investments” in universities. It is plausible that, on average, those
investments are good, but at the margin they are not. That is, the first $100
billion spent on higher education is money well spent—as an economist
would put it, it has a good rate of return. But the second $100 billion only
has a so-so rate of return, and the third or fourth payment may have a zero
or even negative rate of return, less than what could be earned by using the
funds differently. 

College-educated workers are relatively well-paid partly because higher
education is a screening device for employers, a means of dramatically
lowering the costs of searching for employees with leadership potential,
technical skills, imagination and drive, and dependability and intelligence.
In other words, college-educated workers earn more not because they’ve
acquired valuable skills in college; rather, it is because the college admissions
process is a valuable way of identifying talented individuals. A bachelor of
arts degree from the University of Pennsylvania means something—the
recipient almost certainly is literate and has high cognitive skills and mod-
erately good work habits—qualities not always present in typical high school
graduates. Employers will pay a premium wage for such a worker, knowing
he or she is far more likely to have these desirable attributes (among others)
than someone lacking a college degree. They are buying not just specific
knowledge and skills accumulated by students in pursuit of their degrees,
but broader qualities of intelligence, integrity, perseverance, and leadership
that have little to do with learning acquired in college. Much of the “human
capital” of the typical college graduate was not acquired in college itself.
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The high earnings differential between high school and college gradu-
ates means that the financial benefits of earning a college diploma typically
outweigh the costs of getting it—not only the direct cost of paying for col-
lege, but also the income forgone by studying rather than working. In other
words, at the individual level, higher education is typically a good invest-
ment, even though the marginal return to the community may be very 
low. Indeed, it is the high earnings differential (a college degree roughly
doubles a worker’s income) that has allowed universities to raise their
tuition dramatically.

If university graduates can expect substantial financial benefits from
their training, why should third parties like governments and private
donors finance most of the cost of college? Why should low- and modest-
income families through their tax payments give children from affluent fam-
ilies opportunities to solidify and expand their already relatively opulent
lifestyles? Why should governments subsidize education when the mar-
ginal social return on that investment may be very low or even negative?
Why should private individuals give money to universities to lower costs to
students attending, when the students will reap huge financial benefits?
Why not finance universities largely from student tuition? 

Three arguments are used to justify external support of higher educa-
tion. The most important is the so-called “positive externality” argument, as
economists call it. According to this theory, universities have positive
“spillover” effects, benefits that accrue to people other than the providers or
recipients of university services. A well-educated population, for example,
will likely make more informed decisions about public policies, individuals
to elect to office, and so forth, leading to better governance. Yet it can be
argued that colleges have negative spillover effects as well. Campus riots
and disorders harm innocent third parties. “Politically correct” efforts by
universities to stifle free expression can actually reduce discourse and dis-
rupt the orderly communications that make democracy work. And there is
an opportunity cost to supporting universities—those funds could other-
wise be spent on valuable medical research, or national defense, or other
highly productive areas.

Some empirical evidence suggests that the negative externalities may be
greater, on balance, than the positive ones. For example, the ultimate
expression of feeling toward a community comes when people move into
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or out of it. Moving into a community is a vote of confidence in that town,
an indication that life there is better than in other locales. Similarly, out-
migration is a sign that one believes life in that community is worse than
elsewhere. Statistical evidence suggests that, holding other things equal,
there is net out-migration from “university-intensive” states into ones where
less effort (measured in various ways) is put into higher education. That is
consistent with the notion that universities, on balance, have negative exter-
nalities.

The second argument in support of government subsidies is that our
nation has long championed equal economic opportunity, and a college
education is an important step to higher income, a necessary element of
social mobility. Poor people cannot afford to go to college without state sup-
port, and will not have equal opportunities in life if they cannot afford a col-
lege education.

While this argument deserves respect, it also has severe weaknesses. If
higher education conferred large financial benefits on students, banks and
other lenders would readily make higher education loans without govern-
ment loan guarantees—borrowing for college would be little different than
borrowing to buy a business that is not making much money now but likely
will in a few years. Even more important is the previously cited lack of cor-
relation between governmental higher education support and the percent-
age of the populace going to college under current funding arrangements.
At the minimum, the “equal educational opportunity” viewpoint argues for
giving assistance to students, not to institutions, which often use funds for
purposes not intended by the donors—an idea that I will return to later.

A final argument for governmental support is that universities perform
functions beyond teaching that should not be charged to undergraduates.
One particular function is to extend the frontier of knowledge through
research. That research often leads to the development of vaccines or drugs
that extend our life expectancy, innovations that enhance and diversify our
productivity, and even works of art that help us define and interpret our
lives.

This argument, however, is also somewhat flawed. To be sure, universi-
ties do research, some of it very useful. There is some doubt, however,
whether the university is a better venue for most research than, say, private
laboratories or nonprofit institutes. Much research has commercial potential,
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providing profits for the patent or copyright holders, and thus should appro-
priately be privately funded. Thus, it is not surprising that the proportion of
basic research (that is, the quest for new ideas and discoveries) that is per-
formed in university settings in America has declined over time, as private
firms and other organizations take up more of this work. Besides, universi-
ties generally receive grants that ostensibly cover the cost of specific major
research endeavors. Finally, some university research is relatively trivial and
unproductive, done more for the sake of getting faculty members promoted
than truly expanding the stock of human knowledge.

The arguments for public subsidies of higher education are, at the very
least, highly debatable. A better than decent case can be made that perhaps
government should, in general, largely get out of the higher education busi-
ness, ending state subsidies and tax advantages for private donations.
Moreover, the evidence is pretty persuasive that massive governmental infu-
sions of funds, along with tax-sheltered private contributions, have con-
tributed to the upsurge in higher education costs. Generous government
support has also led to some unqualified students attending college. Many
of them drop out, sometimes defaulting on their loans. Others linger on
four-year college campuses for five or even six years at taxpayer expense.

As tuition mounts and concerns grow that American universities are not
delivering their services efficiently, consumers can and do look for substi-
tutes. More and more students are studying online. For-profit universities
are growing exponentially, with the market valuation of the largest of them,
Apollo Group (which runs the University of Phoenix), exceeding $13.6 bil-
lion and making roughly twenty cents on each dollar of revenue after tax.
These schools are competing mainly for nontraditional adult students, but
they can be expected to expand aggressively into the market for educating
eighteen- to twenty-two-year-olds, a group that will stop growing in a few
years. Similarly, relatively lower-cost community colleges may begin to take
market share from the more expensive comprehensive universities.
Computer whizzes now sometimes forgo expensive university computer
science degrees, opting instead to pass company-administered examina-
tions showing expertise with Oracle, Microsoft, or other computer-based
systems.

Meanwhile, legislators and private donors have become somewhat
more skeptical of university administrators’ claims that they need more
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money. The 2001 recession and the stock market decline led to reductions
in the growth of both public and private support for higher education,
squeezing budgets and being offset only partly by bigger tuition increases
than usual. In response, some universities are being forced to take steps to
rein in their costs. 

The continued growth of nontraditional alternatives to university train-
ing may make this cost-cutting exercise more than a cyclical phenomenon.
It might lead, among other things, to heavier teaching loads for faculty, the
slashing of administrative and other noninstructional positions, the aboli-
tion of tenure or the passing on of its implicit costs to recipients, the end-
ing of expensive low-enrollment programs, particularly at the graduate level,
the outsourcing or selling of certain noninstructional (or even remedial-
instructional) operations to the market-based private sector, and the use of
computers and television technology as substitutes for, not merely supple-
ments to, traditional classroom teaching.

Yet the culture of universities is such that these changes will be resisted.
Faculty will try to use their power to thwart cost-cutting moves, in some
cases forming unions. Impatient legislators may try to “do something”
about the problem, putting price controls on tuition, for instance, mandat-
ing minimum teaching loads, or abolishing tenure at public institutions.
While most efforts will be focused at the state and local governmental level,
even Congress will get involved, if the reaction to the 2002–3 tuition hikes
is any indication. Congressional action is even more likely now because the
Higher Education Act reauthorization is under consideration at the time
this book is being released (mid-2004).

Even bolder changes in public policy might be forthcoming. Increas-
ingly audible whispers from some politicians suggest that perhaps state
universities should be privatized. A very strong case can be made for reduc-
ing public subsidies for universities gradually while increasing scholarship
support for students themselves (already happening in Colorado), with this
shift in emphasis taking place within five to ten years. With students pay-
ing most of the bills at public schools, university administrators likely
would be more prone to pay attention to their needs, diverting fewer
resources to noninstructional purposes. Fewer students would be closed
out of courses (that is, not allowed to attend because of limits on class size).
Fewer classes would be taught by foreign graduate assistants hardly fluent
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in the English language. Student price-sensitivity to tuition changes would
increase, reducing the urge to raise sticker prices dramatically. Competition
for students would increase in other ways as well, particularly if the vouch-
ers or scholarships were acceptable at private colleges and universities, as
was GI Bill financial aid for veterans after World War II.

Moreover, a scholarship (or voucher) program could include perform-
ance standards. A scholarship or voucher could be structured as a loan that
would be forgiven if the student graduated, but would have to be repaid if
the student dropped out. This would almost certainly lower attrition dra-
matically, as well as discourage undergraduate students from lingering on
college campuses for more than four years. 

Finally, such a voucher approach could be structured in a way that
would appeal both to liberals on the left and libertarians on the right.
Vouchers could be made progressive in nature, with larger amounts going
to students from lower-income families, in keeping with the ideal of edu-
cation as a vehicle to promote economic and social equality. Giving smaller
vouchers (or perhaps no vouchers at all) to students from wealthy families
would make them less dependent on government for financial assistance.
Indeed, the voucherization of higher education largely would end the dis-
tinction between public and private universities. State universities, as we
know them today, would become privatized, freed of many onerous gov-
ernmental regulations.

This book expands upon and documents the assertions made above.
The first four chapters lay the groundwork, outlining the magnitude of the
tuition explosion and its underlying causes, and discussing the reasons for
university inefficiency, productivity decline, and “rent-seeking.” The section
concludes with a discussion of some of the peculiarities of higher educa-
tion, such as price discrimination, tenure, and the cross-subsidization of
activities, and the reasons behind them. 

The next three chapters place the tuition cost explosion in a broader
perspective, asking such basic questions as, how have American universi-
ties changed over time? Why do we need universities? Why must universi-
ties require external support? Empirical evidence is introduced that suggests
that universities have no positive impact on such quality of life indicators
as growth in per-capita income or on in-migration to a region, but may well
have negative effects.
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In the last third of the book the emphasis turns to identifying solutions
for these problems. Chapter 8 details the rise of nontraditional options,
such as for-profit institutions and online instructional programs. Chapters 9
and 10 outline two different paths to change. One is evolutionary, with
universities moving, reluctantly but largely of their own volition, to reform
their ways. The second is more revolutionary, with change induced from
outside and movement in the direction of making public support more
student-centered and competitive, ultimately leading toward privatization.
Chapter 11 is a final summing up and synthesis. 
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PART I

The Problem





3

1

The Cost Explosion

The cost of going to college has been going up sharply. Double-digit tuition
increases at some universities have led to a rising chorus of complaints. Is
the vaunted equality of opportunity that is a hallmark of American higher
education threatened? Is the cost explosion a recent or long-term phenom-
enon? Why are costs rising so fast? Are there any signs that the problem will
moderate in coming years?

Since 1978, the Bureau of Labor Statistics of the U.S. Department of
Labor has maintained a college tuition and fees index as part of its
compilation of the heavily used Consumer Price Index (CPI). Figure 1-1
shows how tuition has increased more than sixfold in just one-quarter of
a century. To be sure, the overall CPI roughly tripled during the same
period, but even on an inflation-adjusted basis, tuition somewhat more
than doubled.

Table 1-1 gives the year-by-year details. Since 1981, tuition has risen
faster than the overall inflation rate in every single year. In twenty of those
twenty-three years, the differential exceeded 2 percent; in fifteen years, or
about two-thirds of the time, the differential exceeded 3 percent. In nine
years since 1981—39 percent of the total number of years—the increase
exceeded the overall inflation rate by over 5 percentage points!

It is interesting to note that tuition increases are particularly large (rel-
ative to overall inflation) in or immediately after recessions. During reces-
sions, businesses usually moderate price increases, and that tendency often
persists into the early years of recovery. By contrast, universities tend to
accelerate price increases in recessionary periods and the early recovery
years. Note that real tuition (roughly, the difference between the rise in
tuition and the overall inflation rate) rose by 5 percent or more in 1982,
1983, 1992, and 2002—all recession or early recovery years. By contrast,



it rose by less than 3 percent in many late years of a boom, such as 1989,
1999, and 2000. 

Why is that? My conjecture, based upon four decades’ observation of
university fiscal behavior, is that universities make up their budgets many
months before each academic year, typically calling for generous spending
increases; and when there are unexpected or abnormal revenue shortfalls
from nontuition sources, they make up the difference by raising fees and
drawing down cash reserves. In recessions and the first year or two there-
after, state appropriation increases diminish for state universities, and pri-
vate universities are hit with lower contributions from private donors and,
sometimes, lower investment income. As recovery begins, state appropria-
tions typically remain depressed for a year or two, while schools can no
longer draw down cash reserves. This increases the temptation to raise
tuition substantially. In the private sector, by contrast, businesses try to
build up sales that have declined or shown slow growth, and that makes
them reluctant to raise prices. Moreover, their greater sensitivity to market
forces, competition, and the carrot of the profit motive makes private busi-
nesses less willing to raise prices than universities.
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Another factor in the variability of the real rate of tuition increase (indi-
cated roughly by the last column in table 1-1) is the inflation rate. Univer-
sities are slower than the private sector to react to changing demand and
supply conditions—for one thing, tuition rates are rarely changed more
than once a year. When the economy is hit with high inflation, as in 1979
and 1980, for example, costs rise less rapidly in the very short run for col-
leges than for most businesses, as labor and some other costs are semi-fixed.
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TABLE 1-1
ANNUAL INCREASE IN TUITION AND OVERALL PRICES, 1979–2003 

(PERCENT CHANGE)

Year Tuition CPI Tuition − CPI

1979 7.90 10.70 −2.80
1980 8.26 14.43 −6.17
1981 12.23 9.79 2.44
1982 14.23 6.91 7.32
1983 10.66 3.44 7.22
1984 10.24 4.33 5.91
1985 9.11 3.57 5.53
1986 8.35 1.68 6.67
1987 7.86 3.67 4.19
1988 7.22 3.98 3.23
1989 8.01 5.28 2.73
1990 7.66 4.37 3.30
1991 9.38 5.03 4.34
1992 11.64 3.02 8.62
1993 9.67 3.22 6.45
1994 7.13 2.29 4.84
1995 6.01 3.12 2.89
1996 5.78 2.83 2.96
1997 5.25 2.24 3.01
1998 4.41 1.69 2.72
1999 4.03 2.09 1.94
2000 3.93 3.13 0.80
2001 4.60 3.62 0.98
2002 6.63 1.18 5.44
2003 7.41 2.06 5.35

SOURCE: Bureau of Labor Statistics; author’s calculations. Underlying data are available at
http://data.bls.gov/servlet/SurveyOutputServlet. Data are for month of May and are seasonally adjusted.



Over the entire period 1978–2003, the mean annual increase in tuition
exceeded the mean annual increase in the CPI by 3.6 percentage points.
Interestingly, the variations in the CPI in an absolute and a relative sense
were more pronounced than for the college tuition and fees index. The
coefficient of variation (the standard deviation divided by the mean) on the
tuition index was 0.332; on the CPI, it was more than twice as large, 0.724.
This suggests that consumer prices in general were more volatile, and flex-
ible, than college tuition, probably more responsive to changing underlying
supply and demand conditions as influenced by general macroeconomic
conditions and policies.

The relative rise in the cost of going to college did not start with the last
generation. Actually, the tendency for university tuition to rise at a rate 2 to
3 percent greater than inflation goes back a century or more. In an impor-
tant study done in the 1960s, economist (and later Princeton University
President) William Bowen noted real tuition increases of that magnitude at
major selective-admissions private universities from 1905 to 1965.1 And
Americans who attended college in the 1940s or 1950s know that tuition
rose sharply faster than inflation at the selective private universities from
1945 to 1978, the first year for which the Bureau of Labor Statistics has
data. During my undergraduate years at Northwestern University
(1958–62), annual tuition increased over 50 percent (from $795 to
$1,200), sharply more than the rate of inflation. For a while, public uni-
versities tried with some success to hold the line on inflation-adjusted
tuition increases, but then they, too, succumbed, raising their fees sharply.
For example, the real tuition for in-state students at Ohio University, a
typical mid-size state institution, was essentially unchanged during the
twelve-year period 1964–76. During the next twelve years (1976–88), real
tuition rose at an annual rate of about 3.3 percent (similar to the national
trend); the ascent continued during the twelve years after that (1988–
2000), albeit slightly more slowly (2.4 percent a year).2

Price indices are difficult to construct with any degree of accuracy.
There is a general consensus in the economics profession, for example, that
the Consumer Price Index has systematically overstated the rate of inflation
in modern times. One major commission initially estimated the overstate-
ment at about 1.1 percentage points annually—a sizable error.3 The same
problems exist—with some additional wrinkles—for university tuition. 
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While a long exposition on this is beyond the scope of this inquiry, a
few points are worth noting. The quality of higher education has changed
over time. Comparing the experience of attending Harvard University or
Slippery Rock College (now Slippery Rock University) in, say, 1960, with,
say, 2003, is a bit like comparing apples and oranges. How do you account
for qualitative changes? Also, over time, the increase in actual tuition paid
by students may be less than that shown by indices because of a shift in the
type of institution they attend. For example, in 2000, a much larger pro-
portion of college students attended less-expensive public institutions than
a century earlier. In the past half-century, there has been an increase as well
in the proportion attending even less costly two-year colleges. The emer-
gence of online education may accentuate that trend. As the relative price
of going to expensive private universities rises, some students will migrate
to less expensive substitutes.

Supporters of higher education might argue that there has been a sharp
qualitative improvement in the undergraduate experience over time. Obvi-
ously, the physical facilities are better—students who in the past would have
sweltered in classrooms in September or May now are likely to sit in air-
conditioned comfort. Recreation centers and student unions are bigger and
nicer—often with indoor jogging tracks, Olympic-sized swimming pools,
and lots of fitness equipment. A New York Times article entitled “Jacuzzi
University?” noted that university facilities increasingly rival those at fancy
country clubs or exclusive resorts.4 Computers, all but unknown thirty years
ago, are usually available. PowerPoint, e-mail, and other computer-related
innovations make lectures more interesting and professors more accessible.
Students no longer stand in long lines to register for classes.

Yet there are some signs of qualitative decline in higher education as
well. The school year has shortened somewhat over time. Increasing num-
bers of students take five years or more to earn bachelor’s degrees, in part
because of class closeouts. (To the extent that this is the case, tuition data
alone understate the growing cost of obtaining a bachelor’s degree.) The
average score on the Graduate Record Examination—a standardized test
taken by bachelor’s degree recipients to apply for graduate school—has
fallen somewhat over time, suggesting that students may be learning less
than previously. The percentage of instruction offered by graduate students or
part-time adjunct professors has increased relative to that offered by full-time

THE COST EXPLOSION  7



senior faculty. All in all, it is difficult to say if, in any meaningful sense, the
quality of the undergraduate experience has improved all that much—it
certainly has not done so any more than goods and services generally.

In one respect, however, the tuition explosion may be exaggerated in
terms of its impact on the population. As tuition has risen, so has scholar-
ship assistance. The proportion of students receiving such assistance has
increased, meaning that a smaller percentage actually pays full tuition 
than once was the case. The net charge—payments made after scholarship
assistance—has risen somewhat less than the gross tuition itself. 

Rising Tuition Costs and the Ability to Pay

Even allowing for scholarships, however, the real cost of a college education
has gone up substantially for generations. This is true even for nontuition
costs. For example, food and lodging costs, on average, appear higher—
even after accounting for inflation. The absolute real financial burden of
sending a child to college has grown substantially over time. 

Moreover, that burden has grown faster than people’s incomes. In 1958,
the annual tuition at Northwestern University, $795, was about 15.6 percent
of one year’s median family income. Put a little differently, it took a bit less
than fifty-seven days for a typical family to earn enough money to pay the
Northwestern tuition. In fall 2003, the tuition for new students was $28,404.
An estimate of the 2003 median family income (based on available data for
2001) indicates that the Northwestern tuition would be over 53.3 percent of
a year’s income. Instead of fifty-seven days to earn the fee, the typical family
would have to spend almost 195 days. Northwestern would argue that its
quality has improved since 1958 (in 2003 it tied Columbia for tenth place in
the much-read U.S. News & World Report [USN&WR] national rankings of
major research universities), that its fees have risen in accordance with those
of other selective private universities, and that a student coming from a fam-
ily with the median income would receive significant financial assistance. 

All of this is true. Yet a majority of students attending even the elite private
universities do not receive need-based scholarships, and much financial aid
received by students from families of modest means comes in the form of
loans, often putting the student in substantial debt very early in life.
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The generalization that the burden of college costs is growing does not
only apply to private universities. Table 1-2 presents evidence on changes
in real tuition and income over the twenty years from 1980 to 2000. The
tuition index reported is based on the college tuition and fees component
of the Consumer Price Index. The Bureau of Labor Statistics bases this
index on fees from a multiplicity of institutions of different types and vary-
ing costs. Changes in the index are measured with relation to the figure for
1980, which is set at 100. Thus, the real tuition number for 1995, 202.7,
implies that in inflation-adjusted terms, tuition slightly more than doubled
from 1980 to 1995. 

Two measures of the change in the capacity to pay for college are
included in the table: real median family income and real gross domestic
product (GDP) per capita. Each has advantages and disadvantages as a
measure of financial capacity. “Median family income” represents the
income received by a typical family. It may inappropriately measure the
capacity to pay for college since the inflation adjustment used may under-
state income growth, and because the median (middle) income has risen
less than the average (mean) income due to increasing income inequality.
Since most college students come from families with incomes above the
median, this is a matter of some importance. Per-capita GDP includes
income that does not trickle down to individuals or families, such as
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TABLE 1-2
GROWTH IN TUITION AND CAPACITY TO PAY FOR COLLEGE, 1980–2000

Real Real Median Tuition- Tuition-GDP Tuition-
Tuition Family Real GDP Family per Capita GDP per

Year Fee Income per Capita Income Ratioa Ratiob Student Ratioc

1980 100 100 100 100 100 100
1985 129.7 101.8 111.4 127.4 114.4 115.5
1990 156.9 108.5 124.6 144.6 125.9 114.6
1995 202.7 109.9 131.5 184.4 154.1 131.7
2000 253.2 121.7 151.3 208.1 167.3 134.7

SOURCE: Bureau of Labor Statistics; Bureau of Economic Analysis; U.S. Census Bureau; author’s calcu-
lations. Underlying data are available at http://data.bls.gov/servlet/SurveyOutputServlet;
www.bea.doc.gov/dn/home/gdp.htm; www.census/www/statistical-abstract.us.html.
a. Col. 2 divided by col. 3 X 100.
b. Col. 2 divided by col.4 X 100.
c. Col. 2 divided by real GDP per student, not shown, X 100.



business depreciation. Note that real median family income rose  21.7 per-
cent, but real per-capita income grew 51.3 percent, over the two decades
examined.

By any criterion, the burden of college costs grew faster than the capa-
city to meet that burden. Real tuition more than doubled relative to real
median family income, and it increased by more than two-thirds with
respect to real GDP per capita. For the last column of table 1-2, I calculated
what might be the ultimate measure of ability to pay—the ratio of the real
tuition to real total output (GDP) per college student. This statistic is an
indicator of the amount of resources society produces for each student; a
rise in tuition relative to it is clearly a sign of growing encroachment of
higher education costs (as measured by tuition) on the economy. That ratio
rose fairly steadily, with a pause in the late 1980s, by more than one-third
over the two decades.

The rise in the ratio of tuition to output per capita or output per stu-
dent cannot go on indefinitely. At some theoretical point, all the nation’s
resources would be devoted to higher education costs. Mathematically,
therefore, at some point the ratio between tuition and GDP per capita must
stop rising. Three phenomena can make that happen: GDP growth can
accelerate, raising the denominator in the tuition/GDP ratio; the growth in
tuition can slow down; or some combination of the first two possibilities
can occur. 

Perhaps this point can be more clearly made by returning to my exam-
ple of the Northwestern University tuition. If the ratio of Northwestern’s
tuition to median family income rises by the same rate in the period
2003–48 (45 years) as it did over the previous 45 years, the tuition in 2048
will represent 1.82 years of median family income. In the context of today’s
economy, that would be the equivalent of a tuition rate of roughly $100,000
a year. Is such a fee sustainable? Maybe if virtually no one pays it himself,
without aid, but if, as is the case now, a large number of students receive no
need-based aid, private elite universities in the future will become largely
preserves of the children of the very wealthy.

The rise in tuition varies somewhat with the type of college. Tuition has
gone up a bit more in private than public universities, but that is largely
because the rate of increase has been lower in two-year institutions, which
are predominantly public (see figure 1-2).5 The inflation rate for four-year
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public and private schools is rather similar, although slightly higher for the
private schools. All of this suggests that the “cost explosion” is greater in
more research-intensive institutions, or, alternatively, that cross-subsidization
of some activities in them has been increasing at the expense of others—
that is, undergraduate students are being “taxed” (or at least subsidized less)
to provide more resources for research, graduate education, and other pur-
poses not directly related to their instruction. Institutions whose primary
mission is teaching, such as two-year schools, have had somewhat less
tuition inflation. 

Higher Education Costs vs. Other Consumer Goods and Services

The rise in college tuition is greater than for any other major component
in the Consumer Price Index, with the exception of tobacco products,
which have risen more in price as a result of governmental and judicial
actions such as litigation and tax increases. Increases in tuition far out-
distance the rise in cost of the main necessities of life, such as food,
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clothing, and shelter (see figure 1-3). Only in the area of medical services
are the increases rivaled—those costs nearly tripled in the twenty years
from the early 1980s to 2003, while tuition nearly quadrupled.

The importance of health care in the budgets of Americans has led to
all sorts of changes designed to contain its soaring costs. The question is,
will higher education, subject to even greater rising prices than health care
and with similarly high levels of governmental involvement, face similar
pressures to restructure or transform itself? Given the growing financial
pressures, that seems likely.

Net vs. Gross Tuition Costs

As mentioned earlier, student financial assistance has risen sharply, so that
the actual tuition paid by students (hereafter called the net tuition) is often
less than the stated “sticker price,” or gross tuition. While more discussion
of this issue comes in later chapters, it is worth examining here the extent
to which rising scholarship aid reduces the true increase in tuition. What is
the rate of increase in net tuition?
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Since the tuition cost issue is particularly pressing for private schools,
with charges often reaching $30,000 a year, I examined the ratio of
scholarship assistance to tuition at private universities. Unfortunately, reliable
detailed data are available only after a lengthy time lag, so the analysis could
extend only as far as the 1995–96 school year. Nonetheless, it was illuminat-
ing to observe that during the 1980–81 school year, scholarship money
equaled 17.55 percent of tuition revenues for private universities, increasing
to 27.38 percent by 1995–96. The rising proportion of tuition met by schol-
arships meant that the effective net tuition on average rose less than the gross
amount used in calculating price indices. 

Using this information, I calculated the increase in real net charges over
the fifteen-year period (figure 1-4). The increase was reduced by nearly
one-fourth. On a compounded annual basis, real gross tuition charges for
all universities rose 4.83 percent a year; using net tuition allowing for
increased scholarship (tuition-discounting) assistance, the rate fell to “only”
3.95 percent per year. Thus, it is true that increased scholarship assistance
moderates the tuition rate increases—but only modestly. Even using
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average real net tuition as a measure of college costs, the increase in real
terms is shown to be substantial. 

Why Has Real Tuition Risen? Simple Supply and Demand Analytics

Prices rise for a reason or, more often, for several reasons. We must distin-
guish between a general increase in prices—inflation—that occurs in large
part because of certain phenomena in the whole, or macro, economy, from
price increases that occur because of factors specific to a certain good or serv-
ice. Here we will talk in terms of the real tuition, adjusting for inflation-
induced increases that are a natural consequence of such macro-policies as,
for instance, increasing the money supply or having deficit-financed govern-
ment spending increases.

Putting general inflation aside, the price of a good or service goes up
because the demand for it increases, the supply falls, or both happen at
once. One of the most fundamental propositions in economics—the law of
demand—is that consumer desire to purchase a good or service varies
inversely with its price: As prices rise, the quantity demanded falls. This
idea is shown pictorially as the demand curve, two examples of which are
included in figure 1-5.

Looking at the line marked D1, we see that when tuition (the price of
college) is lower, the number of students wanting to attend is greater than
at higher tuition levels. That is also true of line D2, although in the latter
case the impact of changing price on the quantity demanded is greater—
people are more sensitive to it. While it is probably true that people may be
relatively insensitive about price in deciding whether to go to college at all
(demand curve D1), they are far more sensitive about tuition when it comes
to deciding on specific schools (demand curve D2). 

If all colleges were to increase their tuition by 10 percent, the number
of students applying for college might fall by, say, 2 percent. We would
say that the “elasticity of demand” is −0.20—that is, a decline in applica-
tions of 2 percent, divided by a 10 percent price increase. That is roughly
consistent with D1. However, if only a specific university, say Duke, were
to raise its tuition by 10 percent while all the others kept theirs the 
same, the number of applications might fall by 12 percent, implying an
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elasticity of demand of −1.2 (12 percent applications decline divided by
a 10 percent price increase). Individuals in this example would simply
substitute another school, say Northwestern or Cornell, for Duke. We
would say that the elasticity of demand for individual schools is fairly
high (for example, −1.2—ignoring the negative sign and speaking of 
a high elasticity), even while that for universities in general may be fairly
low (for example, −0.2).

Tuition depends upon supply as well as demand considerations. The
willingness of colleges to provide places for students is likewise dependent
in part on price, with the difference being that the willingness to educate
varies directly with price—the law of supply. The more money available
from each student, the greater the incentive for the university to educate
more students, even using expensive methods of instructing them if
necessary to obtain more revenue. Figure 1-6 shows a supply curve anal-
ogous to the demand curve, drawn along with a demand curve discussed
earlier.

The place where the demand and supply curves intersect (point A in fig-
ure 1-6) determines the price of goods and services in the private sector. It
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FIGURE 1-5
RESPONSIVENESS OF STUDENTS TO TUITION INCREASES

SOURCE: Author’s illustration.
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represents the unique price (B in figure 1-6) at which consumers (students)
are able to get the services they want and suppliers (universities) are willing
to provide those services. It is often called an equilibrium price, since it will
tend to exist and persist until one or the other of the curves changes location.

With universities, however, sometimes prices (tuition levels) are estab-
lished at below the equilibrium price level at a price where the quantity
demanded, as indicated by the demand curve, exceeds the quantity that 
a given university is willing to supply. Consequently, some students who 
apply are rejected. This is the case with selective-admissions universities. 
For the moment, however, let us confine our analysis to open-admissions 
institutions—ones that accept all students who meet the minimum standards
for admission. A large proportion of public institutions fits into this category.

For tuition rates to rise over time, one of three things must occur: The
demand curve must shift upward and to the right (to D2 in figure 1-6);
the supply curve must shift upward and to the left (to S2 in figure 1-6);
or both shifts must occur simultaneously. 

A shift to the right in the demand curve, which economists call “an
increase in demand,” moves the equilibrium price to a higher level (the
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FIGURE 1-6
IMPACT OF CHANGING DEMAND AND SUPPLY

SOURCE: Author’s illustration.
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intersection point is at F instead of A), as does a shift to the left in the sup-
ply curve (the intersection is at G instead of A). When both shifts occur
simultaneously, the price moves up sharply (from A to H). Note that an
increase in demand will raise not only prices (tuition) but also the num-
ber of students, the exact amount depending on the sensitivity of supply
(university admissions) to tuition increases. A decrease in supply, by con-
trast, will lead to tuition increases but enrollment declines.

The actual history of the last several decades has been one of tuition
and enrollment increases simultaneously—consistent with rising
demand. In reality, we may have had a large increase in demand over time
and a smaller reduction in supply. Both effects lead to higher tuition, and
the demand increases predominate over the supply decreases in terms of
enrollment impacts.

Reasons for the Rise in Demand. Shifts in demand occur because some-
thing changes other than the price—or tuition, in this case. What might
account for the sharp rise in demand over time that has led to constantly
rising inflation-adjusted tuition? First, there are several factors that are
not related to public policy. One is demographic change.

Over time, the population of eighteen- to twenty-four-year-olds has
generally risen, although not in a neat linear fashion. Indeed, there have
been periods (the late 1970s and 1980s, in particular), when the pool of
eighteen- to twenty-four-year-olds declined, because of the waning of the
postwar baby boom or related factors. 

University officials tend somewhat to exaggerate the importance of the
population variable. Thus, in the early 1970s, when some universities
anticipated a decline in the eighteen- to twenty-four-year-old base popula-
tion, they altered their capital budgets and academic planning to meet a
corresponding decline in enrollments. They developed new programs for
adult learners and increased marketing expenditures. But the enrollment
decline never happened. 

Universities’ fears about adverse affects of population decline on
tuition also turned out to be unfounded. From 1982 to 1987, for exam-
ple, the eighteen- to twenty-four-year-old population pool declined by
almost precisely 10 percent—a rather sharp fall for a five-year period.6 Yet
enrollments actually went up very slightly, and real tuition rose in every
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single year by more than 4 percent—above the long-term average growth.
Still, the perceived demographic threat led universities to alter strategies,
for example developing new programs for adult learners and increasing
marketing expenditures. Rising higher education participation more than
offset the demographic phenomenon of a declining cohort of traditional
college age.

Also factoring into the rising demand for higher education has been a
general improvement in Americans’ standard of living. With substantial
economic growth having persisted for at least 160 years, incomes have
risen, along with desires for more education. The perceived educational
requirements associated with a job at any relative earnings level also have
gone up. These conditions have led increasing numbers of people to use
some of their incremental income to indulge their dreams of providing
more for their children than their parents did for them. In more technical
terms, economists say that the income-elasticity of demand for higher
education is fairly high—probably well over 1.0. This means that, with
other factors being equal, a 1 percent increase in income leads to a desire
to increase spending on higher education by more than 1 percent.

As further discussed in a coming chapter, it is almost certainly true that
there has been a bit of a “revolution of rising expectations” in college aspi-
rations in the past twenty years relative to the era from, say, 1945 to 1975
or 1980. In that earlier period, the income-elasticity of demand was prob-
ably high for all forms of higher education, ranging from newly formed
junior colleges and technical schools to prestigious private universities.
Families that had never sent anyone to college were delighted to see their
progeny attend junior colleges, for example. In the past generation, how-
ever, a more affluent America has become more picky. Increasingly, two-
year schools are looked upon as less desirable, and dads and moms who
went to junior colleges want their kids to go to flagship state universities.
Parents who went to state universities of reasonably good quality now
aspire to send their children to elite private institutions.

On this basis, one would expect tuition to have risen less at the two-
year institutions, the demand for which is growing less rapidly now than
for their four-year counterparts. The statistical evidence presented in fig-
ure 1-2 confirms this: Real tuition has risen over 50 percent faster in four-
year institutions.
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At the same time, however, real tuition levels, while rising sharply, have
not risen significantly more (in percentage terms) at the elite private schools
than at four-year state universities in the past couple of decades. Graphic
presentations such as figure 1-6, based upon traditional market-clearing
assumptions, would suggest that tuition should have risen faster in the pri-
vate schools if, in fact, demand for their services were rising more than for
other institutions.

But it did not. Why? Selective-admissions universities, by definition,
price their services below the equilibrium, market-clearing price. In terms of
figure 1-6, assuming the demand curve is D1 and the supply curve is S1, the
intersection point A would determine price (at level B) and quantity in a
world of open admissions; this describes a large variety of institutions.
Where colleges turn down significant numbers of applicants, however,
tuition is set below price B, where the quantity demanded exceeds the qual-
ity supplied. The larger the proportion of rejected applicants, the lower
tuition is relative to the equilibrium price B.

Over time, the number of applications has risen faster than the number
admitted (which tends to be rather stable at the best universities), meaning
that the equilibrium price has risen faster than the posted tuition charge.
Why don’t the selective universities take greater advantage of rising demand
and raise their fees even more than they have, as a typical top-flight uni-
versity rejects literally thousands of applicants?

The reason they have not is that to do so would lower their image as
elite, extremely selective private universities—and lower the number of
applicants. The number of applicants falls not simply because the price has
risen (a manifestation of the law of demand), but because there is a per-
ceived qualitative decline associated with accepting a larger proportion of
applications. In terms of figure 1-6, there is a shift to the left and downward
in the demand curve—at any given tuition level, fewer apply. 

The desire of selective-admissions universities to price their services
below the maximum feasible price is accentuated by the fact that college
ratings, especially the influential U.S. News & World Report rankings, are 
in part determined by the degree of selectivity. A college that turns more
students away is, by definition, better in the eyes of USN&WR. However,
USN&WR also gives higher rankings for universities that spend more on 
faculty and have high alumni giving. On balance, to improve in the 
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USN&WR rankings, a school needs to spend more money but keep tuition
as low as possible. This means that the rankings bias universities toward
increasing the amount of third-party financing of their activities. Hence,
universities have beefed up their fundraising efforts and appeals for both
state appropriations and federal grants and engaged increasingly in com-
mercial activities, such as licensing logos for sweatshirts or offering short-
term executive education programs, designed to make a profit that can be
used to finance academic activities.

Certainly, real nontuition financing of higher education has grown over
time, rising roughly as fast as real tuition, as the proportion of total univer-
sity funding financed by fees has remained relatively stable. The impact of
third-party financing of education is to move demand curves to the right, raising
tuition. 

This is particularly true of scholarships and loans to students. Suppose
a student is offered a Pell Grant or a Stafford Loan. That increases the stu-
dent’s ability to pay any given amount of tuition, increasing in turn the
chances she or he will apply to and attend the college in question. The shift
to the right in the demand curve for students—and the resulting higher
tuition—has been aided and abetted by a large and proliferating number of
government assistance programs—some grants, some guaranteed student
loans, some work-study programs. In the 1999–2000 school year, nearly 58
percent of full-time undergraduate students in American universities were
receiving some form of federal assistance, such as Pell Grants, Supplement
Educational Opportunity Grants, college work study, Perkins Loans,
Stafford Loans, and PLUS (Parent Loans for Undergraduate Students).7

In the seven-year period 1992–99, student borrowing for higher
education—financed by federal or state governments, institutions,
employers, and so forth—more than doubled, rising at an extraordinary
compounded annual rate of 10.9 per cent—well over triple the rate of
inflation. Even in the 1991–92 school year, over two-thirds of students
received some sort of support. By the school year ending in 2000, the
proportion exceeded 82 percent—only students from truly high-income
homes did not get some form of assistance.8 Since most loans to students
are subsidized—given at below-market interest rates with generous pay-
back provisions—and others are even forgiven, students do not see loans
as a burden equal to the dollar amount of the principal. (Moreover, many
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students in their late teens are not fully conversant with the concept of
meeting debt obligations.) 

Another form of third-party financing of higher education has been, in
recent years, the tax breaks instituted by the federal government on the
individual income tax for college expenses. These breaks mean, in effect,
that the federal government is subsidizing tuition payments through a loss
in federal income tax revenues. In 1998, the Hope and Lifetime Learning
tax credits were created, allowing credits against income tax payments of up
to $1,500. Coverdell Educational Savings Accounts, or ESAs (named after
the Senate sponsor of the legislation, the late Paul Coverdell), which allow
tax-sheltered savings for college purposes, increased dramatically in 2002
to $2,000 per year. All states also offer what are termed 529 plans, in which
families can prepay tuition at in-state public universities at guaranteed real
tuition levels in a tax-sheltered fashion. 

All of these things have increased the demand for higher education. The
extraordinary rise in student loan programs and federal tax credits, along
with traditional scholarship aid, has done to higher education what private
insurance, Medicare, and Medicaid have done to health care—led to enor-
mous increases in the price of services provided. 

In a sense, much of the attempt to make college more affordable to stu-
dents is ultimately self-defeating. Increased financial assistance in the form of
government or private loans and grants or tax credits makes it easier for
universities to raise their charges—and to use the increased incomes for a
variety of purposes, some of which have relatively little to do with enhancing
the undergraduate learning experience. When federal legislation was
approved in the late 1990s offering tuition tax credits, I jokingly referred to 
it as the Faculty Salary Enhancement Act, reasoning that for every $1,000 
in tuition tax credit granted, universities would raise their tuition by close 
to $1,000, and that professors would consequently receive larger salary
increases than they would have otherwise. In coming chapters, we will show
that in fact this joke has a strong factual basis, not only with respect to faculty
salaries, but to other expansions in the higher education enterprise.

The Role of Supply. The simple graphics shown earlier in this chapter
suggested that when prices and quantities both increased, that reflected a
rise in demand relative to supply. However, it is possible that the price
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rises in education were at least somewhat affected by supply-side devel-
opments. An increase in supply, by itself, would have lowered tuition, so
the likelihood of there having been meaningful increases in supply seems
remote. Since a decrease in supply by itself would have contributed
further to rising tuition, it is possible that this has happened; but supply
reductions also tend to reduce quantities, which has not happened. Some
supply reduction, however, would be possible along with a large demand
increase, leaving a situation where tuition rises sharply and total enroll-
ments increase moderately. This is what has happened in recent years.

Supply is largely governed by costs of production. A key factor, in
turn, in determining costs is productivity: If workers every year turn 
out more widgets than the year before (become more productive), firms
will be willing to expand output at existing prices. If, however, output 
per worker is falling and salaries are increasing, the willingness to supply
goods or services at existing prices declines—leading to a reduction 
in supply. That is what has happened in contemporary American higher
education. 

Conclusions

The cost to consumers of higher education has risen sharply, even after
adjusting for the overall rise in prices of goods and services reflecting
inflationary policies. The rise in tuition far outstrips the growth in peo-
ple’s incomes—it takes a larger proportion of the annual (or lifetime)
income of individuals to pay for college than it did, say, a generation ago.
This is a trend that cannot persist indefinitely—at some point people
would be working a lifetime simply to pay for college. Forces will go to
work to compel a moderation in the rise in tuition relative to overall
prices and to people’s incomes. The last part of this book discusses the
details of how that might happen.

The rise in the cost of college no doubt has elements of both supply and
demand, but the increase in demand appears to play the dominant role.
More students want to go to a given college at a given price today than in
the past, in part for reasons related to the dynamic growth of the American
economy—the growth in population and income per capita, for example.

22 GOING BROKE BY DEGREE



But much of the increased demand reflects the policies of the universities
themselves and of governments. Scholarship assistance has increased, so
that the net cost to the student of attending college on average has fallen rel-
ative to the total amount of tuition. 

Even after allowing for scholarships, however, costs have risen sharply
on average for students. A hugely important factor in rising demand is
soaring student loan and related assistance, largely provided by the fed-
eral government. In short, students increasingly rely on third parties—
governments and private donors—to help finance their educations. This
has enhanced the increase in demand, raised tuition levels, and provided
new resources to universities. How have the universities utilized their
enhanced revenues? This is the topic to which we now turn.
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Why Are Universities 
Inefficient and Costly?

To this point, we have described the cost explosion in American higher
education—its magnitude and proximate causes. In this chapter, we will elab-
orate on the reasons for the inefficiencies in higher education that have con-
tributed to that explosion. We will point out that universities operate in a
radically different environment than most business enterprises, and that there
are four major reasons for rising costs: third-party providers, the lack of mar-
ket discipline, ineffective price competition, and government regulation. 

Resource Allocation: Universities vs. Private Business Enterprise

Most large organizations create budgets upon which they base their determi-
nations of how many resources will be used over a given time period (typi-
cally, one year), and how they will be allocated. Universities, like large busi-
ness enterprises, have budgets, which they typically begin to formulate six
months to a year before a fiscal year begins (although sometimes the work is
not completed until a few weeks before the beginning of the year). Very often,
they solicit units within the institution to state their needs, and then some
central budget committee or group of administrators decides which needs are
critical and which are not. The sum of all the needs approved for funding is
the spending target. Tuition is then set to make up the difference between 
that target and anticipated income from government grants or subsidies,
endowment income, and new gifts. In other words, tuition pricing is set by
expenditure decisions. There are variants on this approach, and sometimes
intrayear adjustments are made because of unanticipated developments.



Contrast this to private business, which faces far more uncertainty as to
revenues that depend upon the volume of sales and price levels. Most uni-
versities, particularly those with selective admissions, can closely estimate
the volume of business (number of students) they can expect. Tuition is set
administratively and is unchanging during the year. In private business,
volume fluctuates with competition, overall business conditions, and other
factors, and pricing changes frequently in response to changing costs and
competitive pressures. The goal is not to match revenues and expenditures,
but to maximize the gap between these two (with revenues higher), so as to
maximize profits, and to do so in an environment of considerable revenue
uncertainty. 

Businesses thus need to be flexible, to be able to reduce spending to
match falling revenues, or to bolster it in areas of high demand. Resources
are reallocated accordingly to accommodate changes in supply and demand
in the marketplace, and cost reductions are effected as the relative price of
one resource, say labor, rises relative to another. To cut costs, a grocery store
may decide to put in scanners, substituting capital equipment for labor. To
bolster revenues, a firm might decide to spend more on advertising.
Although an overall budget exists and some spending is relatively fixed in
the short run, budgeting is dynamic. The notion that prices are set annually
to raise enough funds to balance predetermined expenditures is generally
an alien concept in the private business world. There is a bit of truth to the
notion that in higher education, costs determine revenues, while in for-profit
businesses, revenues determine costs.

Moreover, in setting revenue needs, the president, administrators, and,
ultimately, the trustees of a university are under pressure from many con-
stituencies, including the faculty. Unlike staff in private business, the faculty
has considerable power. The notion of a superior-subordinate relation-
ship is far less firmly established, as tenured professors cannot be fired.
Sometimes alumni and trustees also influence spending decisions. There is
far less concern about cutting costs to meet the prices of competitors, and
concerns about customer disenchantment are far fewer than with profit-
making enterprises. 

In private businesses, the top officials and often many of the rank-and-
file staff benefit by cutting costs—the stock price goes up (making stock
options extremely valuable), profit-sharing bonuses are bigger, and so forth.
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In universities, there are no bonuses for cutting costs. Indeed, life is usually
better if there is more staff around to do the work—having more instruc-
tors, for example, means smaller class sizes, which reduces time spent grad-
ing and counseling students. Since faculties are influential in selecting
deans and other administrators, administrators tend to acquiesce at least
partly in faculty spending requests, even when they lower productivity.

Four Reasons for Rising Costs

Third-Party Providers and the Vicious Circle of Funding and Spending.
Chapter 1 showed how rising government and private assistance to higher
education has boosted the demand for university services, raising prices
(tuition) and the number of students, and greatly increasing revenues. The
various university constituencies, not faced with a profit imperative, have
eagerly spent these incremental funds—often to provide higher salaries,
more staff, more equipment, nicer physical surroundings, and other ameni-
ties not directly related to instruction.

The key importance of third-party providers is that they have reduced
resistance to rising prices on the part of first-party participants in higher
education, namely, students and their families. When guaranteed student
loans are readily available, or a scholarship grant is provided to reduce the
amount of tuition the student must pay, universities can raise their tuition
more aggressively than would be the case in a private market environment,
without much loss of students.

In a sense, America has gotten itself into a vicious circle with respect 
to higher education financing that goes like this: In year 1, tuition goes up
fairly substantially. Political pressures build to “do something” about the
increases. Congress expands guaranteed student loan programs to make
education more affordable, in turn increasing the demand for education
and allowing universities in year 2 (or year 3, depending on the lag) to raise
prices further. The result is a further expansion of student loan programs,
state scholarship efforts, and other third-party funding.

The key to reform is to break the vicious circle by not expanding third-
party payments in response to rising costs. This would push more of the cost
of education directly onto the student consumer, making him or her more
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price-sensitive. Price-sensitive consumers of educational services will reduce
the quantity demanded for them, forcing institutions to be more cost-conscious
in an attempt to maintain applications for admission at current levels. 

The Lack of Market Discipline. Except in the case of for-profit institutions,
the incentive to perform well, reduce costs, or expand revenue by offering
improved services is pretty weak in higher education. There are exceptions:
Coaches are given bonuses if they achieve certain objectives, like making the
NCAA Final 16 in basketball or winning a major bowl game. Often a win-
ning football coach can move to another institution at a vastly higher salary.
Occasionally, trustees will give their university president a bonus if he or she
is able to raise the school to a higher level in the USN&WR college rankings,
although this is relatively unusual. Rarely, bonuses are given for cost-saving
innovations.

More often, however, the incentives work in the direction of reducing
productivity and efficiency. Deans, department chairs, and heads of admin-
istrative units are always trying to increase their budgets, not minimize
them, since bigger budgets mean more power and greater resources to get
the job done. In a sense, they actually fight the administration for the right
to lower productivity—to use more resources to get a given quantity of “out-
put” measured in terms of student credit-hours and/or published research. 

In the late 1980s and 1990s, American firms restructured and down-
sized to become leaner and meaner, to increase their competitiveness in
national and, especially, international markets. For example, IBM, a prof-
itable company that was faltering in terms of growth in profits, reduced 
its labor force rather abruptly by sixty thousand, or about 20 percent.
Contrast that to universities, which have done no appreciable downsizing
because they feel no market pressure to do so. Indeed, staffs, especially
administrative, have become more bloated. My university, Ohio University,
is not atypical; over the course of less than a decade, the number of “asso-
ciate provosts” increased from two to seven. The University of Georgia is a
fine institution that has been rising in the USN&WR rankings, and, by uni-
versity standards, it seems ably administered. Its senior administrative staff
is rather typical: one president, three “senior” vice presidents (one the
provost, one for finance and administration, and one for “external affairs”),
four other vice presidents, and seven associate provosts. Not only is there
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a “senior vice president for academic affairs” (also the provost), but there
is also a “vice president for instruction.” Not only is there a “senior vice
president for external affairs,” but there is also a “vice president for public
service and outreach.” Several of the associate provost titles would have
been unheard of a generation ago: “associate provost and chief information
officer for information technology”; “associate provost for institutional
diversity”; “associate provost for institutional effectiveness”; and “associate
provost for international affairs.” Some universities even have their own
secretaries of state! 

Only when unanticipated revenue shortfalls occur, typically during or
shortly after recessions, do universities do some modest downsizing. For
example, Ohio University recently eliminated two associate provost posi-
tions and one vice president position, saving probably around $500,000 
a year, after a (much complained about) reduction in state appropriations.
Life goes on as smoothly as ever. 

A big part of the problem is what the great Austrian economist
Ludwig von Mises in a slightly different context once called the “calcula-
tion” problem.1 Where profits are not pursued as the primary institu-
tional goal, it is difficult to measure success and failure. A business is
clearly a success if profits increase and is faltering when profits fall or are
negative, but it is very difficult to know if a university is getting better or
worse—that is why the rankings of USN&WR and others take on such
importance. 

Yet college rankings are subjective and they vary significantly, depend-
ing on criteria. Which national university offers the best undergraduate
education to a bright student? As of this writing, USN&WR says it is Prince-
ton, but Princeton Review, a guide that relies on student evaluations, says the
“best overall academic experience” can be found at Northwestern—a school
ranked only ninth by USN&WR. Northwestern, no doubt, also touts the
Business Week rankings of business schools, since its Kellogg School is
ranked number one, but USN&WR likes Harvard the best; and The Wall 
Street Journal favors the Tuck School of Dartmouth College.2 Among liberal
arts colleges, Wabash College ranks a respectable but not outstanding forty-
fourth in the USN&WR rankings, but makes the top ten in the Princeton
Review.3 In short, quantifying excellence and success is a messy, subjective,
and highly debatable business for nonprofit universities. 
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For the University of Phoenix, however, the nation’s largest for-profit
institution of higher education, the process is easy—after-tax profits, prof-
its per share, and profit growth over time are all related measures that show
the institution is doing well and getting better. The stock market price of its
parent company, Apollo Group, is an excellent measure of the extent to
which the investor community values this company—and of how that val-
uation changes over time. Top executives can acquire wealth if the stock
price rises—and lose it if it falls. Their financial status is tied to the compa-
ny’s financial performance (and, as we will see in chapter 8, they have done
very well indeed). The key to raising both profits and the stock price—and
thus their own wealth—is providing a service people want to buy, satisfy-
ing their customers, and keeping costs down. That is why the cost structure
of the University of Phoenix is dramatically different than that of the typical
university. 

A caveat is in order. It is not true that universities are totally immune
to any sort of market discipline, as are most primary and secondary
public schools. Universities do raise part of their income from tuition,
sporting events, room and board charges, and research contracts, and
thus depend on markets. Universities cannot be totally oblivious to the
tuition their academic rivals charge, for example. They have to consider
whether raising football game ticket prices will increase revenues—and
whether it is worth the adverse publicity. Moreover, they compete in
markets for resources. Well-known full professors often earn $200,000 a
year or more these days, simply because of competition in the labor mar-
ket for their services. (Having “star” professors on the faculty can raise
rankings and enhance institutional reputation and the receipt of grants
and gifts.) Still, relative to private, for-profit companies, the discipline of
the market in promoting productivity growth and product improvement
is pretty limited.

The difference between nonprofit institutions and, say, the University
of Phoenix is illustrated by the quest for rankings. The University of
Phoenix is only tangentially interested in the USN&WR and other rank-
ings—it would be nice for marketing purposes to make the list, but real
success is measured by the “bottom line” in terms of profits. However,
nonprofit universities, wanting to proclaim institutional success and hav-
ing no other way to do so, take the rankings very seriously. And how does
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one improve in the rankings? Obviously, it varies. The USN&WR criteria
are different than those of Kiplinger’s Personal Finance, Princeton Review, or
others in the ranking game. But USN&WR is the best known, and it gives
positive marks to schools with high levels and percentages of donations
from alumni and many faculty resources. Thus, the “output” (in the form
of rankings) of universities is positively correlated with the amount of
money received. Success (a higher ranking) is gained by spending more
money—almost the opposite of the way success is defined in market set-
tings. The incentives for increasing efficiency and productivity are scarce
indeed in the typical university community. 

Ineffective Price Competition. Tell a university president that his insti-
tution does not vigorously compete with its peers, and he or she will
vehemently disagree, and with reason. There is no doubt that universities
vie with one another for students, faculty members, research grants, and
high rankings from USN&WR and other organizations, not to mention on
the athletic fields. Competition is alive in American higher education. 

At the same time, however, price competition is muted compared with
private business. McDonald’s has ninety-nine-cent specials and introduces
new products to try to lure business away from Wendy’s and Burger King.
General Motors offers rebates to try to take sales away from Ford or Toyota.
Even eye surgeons advertise LASIK surgery for $499 per eye, trying to take
business away from competitors who charge more. In higher education,
there is some moderately vigorous competition for students, using tuition
discounts as a lure. But there is very little attempt to alter sticker prices as
a way to achieve a market advantage.

The top ten USN&WR-ranked universities all charge tuition exceeding
$25,000 per year. All give substantial tuition discounts to many, though by
no means all, students. If the actual tuition is, say, $28,000 a year, the aver-
age net tuition charge may be something like $19,000 (assuming average
scholarship aid of $9,000 per student), much of which can be borrowed at
low interest rates. A strategy that one of these universities, say Duke, could
pursue that almost certainly would have the long-run effect of raising
already high USN&WR rankings would be as follows: 

Cut noninstructional costs by $1,000 per student by eliminating fifty
administrative and fifty nonadministrative support positions, possibly
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including some faculty positions in areas of low student demand. (It is a
rare university that could not do this without serious detriment to its mis-
sion.) Announce a 25 percent tuition reduction, from $28,000 to $21,000
a year. Reduce average scholarship aid to $3,000 per student, lowering
average net tuition from $19,000 to $18,000 (the difference financed by
reducing bureaucracy). 

The university would instantly gain positive national publicity as 
the school bucking the trend toward more costly education. It would
receive a surge in applications from children of upper-middle-class and
wealthy families that receive little in the way of scholarship support 
but still consider tuition a significant financial obligation (say, families
with incomes of $125,000 a year). Average SAT scores would rise,
propelling USN&WR rankings upward. Since few of the personnel elimi-
nated are faculty, the faculty resource measure in the rankings would be
unaffected. 

Why doesn’t Duke (or some other school below the very top, like
Columbia, Stanford, or Northwestern) do this? First of all, the strategy of
cutting administrative costs would meet with some opposition within the
university community, especially from top-level administrators surrounding
the president who would see their staffs reduced. 

Second, the university president who did this might be ostracized by
fellow presidents, who get together regularly at meetings of the American
Council of Education and other organizations (a practice that might be
considered a violation of the antitrust laws if done in the private sector)
and are friends. The club-like atmosphere in which they operate is so
close that until the U.S. Justice Department intervened in the early 1990s,
representatives of top universities met to discuss individual students in
devising scholarship assistance strategies. The Justice Department con-
sidered that a form of price-fixing, and the universities reluctantly agreed
to desist from the practice. 

Third, the reduction in tuition-discounting would be viewed by some
as a retreat from the stated position that no applicant would be denied
admission based on financial considerations (although that argument is
already weakened by the availability of low-interest-rate loans that even
low-income students can obtain). For these reasons, it is rare to see price
competition such as this erupt.4
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Government Regulation. Although most college students in the United
States attend government institutions, university presidents often complain
about excessive government regulation. State universities often have to pay
“prevailing wages” to workers constructing their buildings, adding to capi-
tal costs. Environmental rules have greatly increased the cost of waste dis-
posal from research laboratories. The cost of complying with affirmative
action, rules about research involving human subjects, regulations on the
use of animals in research, and occupational health and safety restrictions
is substantial. The complaints of universities in this regard are rather simi-
lar to those from businesses in the private sector. 

Until the late 1960s, universities largely were exempt from the provi-
sions of the Fair Labor Standards Act, which set minimum wages and
required time-and-a-half for overtime work, among other regulations.
Often college students would be hired to perform routine tasks for slightly
less than the minimum wage. Now some states, such as Washington and
Oregon, have state minimum wage laws that considerably exceed the fed-
eral standard, and my guess is that their existence has led to fewer students
being hired, but higher overall wage payments than would be the case in
an unhampered labor market. 

State labor laws have in some cases led to unionization of faculty and
staff at universities, raising labor costs significantly. The federal legislative
mandate ending mandatory retirement for faculty has similarly increased
costs and reduced productivity. Visa restrictions, tightened by national
security concerns after the September 11, 2001, terrorist attacks, have
raised the cost to universities of admitting foreign students and occasion-
ally have wreaked havoc on graduate enrollments as accepted students fail
to get visa approval.

More regulation is associated with Title IX legislation concerning inter-
collegiate athletics. That legislation and its enforcement have led to a mas-
sive increase in spending on women’s sports, which arguably is good from
a social standpoint, but which nonetheless has raised costs. Universities
often bitterly complain (more privately than publicly) about the arbitrary
and inflexible way in which Title IX is enforced.

The tremendous upsurge in litigation of recent years has not bypassed
universities. University hospitals and clinics have faced enormous increases
in malpractice insurance premiums. University legal departments have
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been expanded to deal with a variety of lawsuits ranging from wrongful
employment termination to sexual harassment, legal actions that would
have not occurred a generation or two ago when the “employment at will”
doctrine governed labor relations and sexual harassment laws did 
not exist. 

The Future: Factors Restricting Spending Growth

The rise in university costs will be constrained ultimately by economic
reality—universities cannot continue absorbing an ever-larger proportion of
the nation’s output indefinitely. Several factors might reduce the growth in
university revenues over time, which, in turn, will force cost-containment
efforts and attempts at productivity enhancement more serious than those
observed to date.

The Slowing Growth or Reversal of the College Earnings Differential.
One reason colleges and universities have been able to raise their tuition
enormously over time is the perception that higher educational training is
a good investment. From 1970 to 2002, the earnings differential between
those with four years of college and high school graduates rose sharply
(tables 2-1 and 2-2). To prospective university students who view educa-
tion largely as a “human-capital investment decision,” the differential
from acquiring extra expected lifetime incomes between high school and
college graduates has increased—the financial benefits of going to college
have grown, justifying spending more money to attend. 

Note that the earnings differential between four-year (bachelor’s degree)
college students and high school graduates fell in the 1970s for men and
women, a period when, not coincidentally, the rate of increase in real
tuition declined a bit. That earnings differential increased sharply in the
1980s. The earnings premium associated with a college education increased
in the 1990s as well, again enhancing the demand for higher education and,
with that, universities’ ability to raise tuition. 

However, two indicators in the tables suggest that universities can-
not assume that this trend, favorable from their perspective, will con-
tinue. First, the college–high school earnings differential can and does
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move down as well as up, as the data for the 1970s suggest. Second, the
data for the 1990s show that the differential was increasing, but at a slower
rate than in the 1980s, meaning that the value of expected extra lifetime
earnings associated with college was growing more slowly. This, in
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TABLE 2-1
EARNINGS DIFFERENTIAL, MALE COLLEGE AND HIGH SCHOOL GRADS,

1970–2002a (IN PERCENTS)

Four Years
Year Four Years of Collegeb or More of Collegeb

1970 38.64 44.99
1980 24.46 32.77
1991 52.16 61.60
2002 75.06 99.60

SOURCE: U.S. Census Bureau, Current Population Reports, Series P-60, Money Income in the United States:
1970; 1980; 1991; 2002 (Washington, D.C.: Government Printing Office). The 2002 data are available
at http://ferret.bls.census.gov/macro/032003/perinc/new003_000htm. 
a. Full-time, year-round workers; calculated using median earnings; use of mean earnings changes trends
only modestly. 
b. Comparison is with high school graduates. In early years, data are for those with four years of college;
in later years, data are for those with a bachelor’s degree; four years or more data include those with mas-
ter’s, doctorates, and professional degrees in the comparison with high school graduates.

TABLE 2-2
EARNINGS DIFFERENTIAL, FEMALE COLLEGE AND HIGH SCHOOL GRADS,

1970–2002a (IN PERCENTS)

Four Years
Year Four Years of Collegeb or More of Collegeb

1970 46.16 56.16
1980 31.26 41.82
1991 53.28 68.46
2002 64.42 73.62

SOURCE: U.S. Census Bureau, Current Population Reports, Series P-60, Money Income in the United States:
1970; 1980; 1991; 2002 (Washington, D.C.: Government Printing Office). The 2002 data are available 
at http://ferret.bls.census.gov/macro/032003/perinc/new003_000htm. 
a. Full-time year-round workers, using median earnings.
b. Comparison with high school graduates. In early years, data are for those with four years of college;
in later years, data are for those with a bachelor’s degree; four years or more data include those with mas-
ter’s, doctorates, and professional degrees in the comparison with high school graduates.



combination with sharply rising college costs, could mean a lower rate of
return on college human-capital investment.

There are signs that the earnings differential between college and high
school graduates may be nearing a peak. From 1999 to 2002, for example,
the median earnings differential fell from 65.4 to 64.4 percent for full-time,
year-round female workers with bachelors’ degrees compared with high
school graduates.5 Whether this decline in the earnings differential portends
a reversal of the recent trend is unknown. Certainly, however, it means that
further real increases in tuition likely will lower the private rate of return to
individuals on their investment in higher education, at least at the under-
graduate level. (There is some evidence that the differential in earnings
between those with bachelors’ and advanced degrees is widening. It may
well be that the rate of return will continue to be high for graduate educa-
tion but fall for undergraduate studies. This might increase the use of differ-
ential tuition-pricing between undergraduate and graduate education.)

Demographic Changes. Despite all the talk about higher education being
a lifetime quest, a large majority of college students is still between the ages
of eighteen and twenty-four. As noted earlier, the upsurge in tuition in the
1960s and 1970s was caused partly by an increase in demand arising from
expanding population in this age category. The evidence suggests strongly
that this growth has slowed down sharply and, except for a modest increase

WHY ARE UNIVERSITIES INEFFICIENT AND COSTLY?  35

TABLE 2-3
U.S. POPULATION AGES 18–24 YEARS, 1960–2020

Population 18 to 24 Years, Population 18 to 24 Years, 
Year in Thousands Year in Thousands

1960 15,604 2005 28,498a

1970 23,714 2010 30,163a

1980 30,022 2015 30,254a

1990 26,961 2020 29,593a

2000 27,143
SOURCE: U.S. Census Bureau, Statistical Abstract of the United States: 2003 (Washington, D.C.: Govern-
ment Printing Office, 2004), tables 11 and 12. For earlier years, see Statistical Abstract of the United
States: 1988 (Washington, D.C.: Government Printing Office, 1987), table 13. 
a. Projected.



during the remainder of this decade, will continue to stagnate for many
years (see table 2-3).

The college-age population nearly doubled in the 1960s and 1970s, but
it has actually declined since then. A very slight increase in the 1990s is
expected to accelerate a bit in this decade. If the fall 2004 cohort is around
28,227,000 (a linear extrapolation of the 2000–2005 data), a growth of
slightly less than 5 percent (or 0.80 percent a year) is predicted to the year
2010, followed by an actual decline over the following decade. Certainly,
the pool of applicants of traditional age cannot be expected to contribute
much to increased demand in coming years.6

Slower Rise in Higher Education Participation. Historically, stagnation in
the demographic pool of eighteen- to twenty-four-year-old individuals has
been offset in higher education by rising participation, in the form either of
an increase in the proportion of that cohort enrolled in college, or greater
numbers of nontraditional students. As detailed in a coming chapter, there
are some indications that the participation rate is rising much more slowly
than before, perhaps approaching some saturation point. It could be that
some significant proportion of the population simply is not equipped to
perform satisfactorily at higher levels of learning, and we may be nearing
the extent of the educable population.

While a rise in the number of international students could take up 
the slack, a massive increase in higher education investment overseas 
may in time lead to greater numbers of students attending universities in
their home countries or in venues other than the United States. Moreover,
factors such as terrorism and internal security concerns might hold 
down the size of the international student population attending American
universities.

A Slowdown in Third-Party Payment Growth. Over the past several
decades, the proportion of state government funding going for higher
education has declined significantly. In the face of budgetary problems in
the wake of the 2001 recession, many state governments reduced spend-
ing on higher education. Moreover, meteoric growth in spending for
medical care and corrections has forced states either to raise taxes, which
is extremely unpopular politically and potentially damaging economically,
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or to cut spending elsewhere. Some of the well-publicized problems of
universities, such as the repression of free speech, alcohol-induced cam-
pus riots, and excesses of college athletics, almost certainly weaken pub-
lic political support for higher education funding; and, as student loan
obligations reach high levels, resistance to continued expansion of those
programs will likely develop.

Private donations to universities have swelled significantly over time,
but their growth, too, may slow down, in part for reasons discussed above,
but for another one as well: The planned elimination of federal estate taxes
will lower incentives for large bequests to charities. Reductions in marginal
income taxes will also somewhat diminish the tax advantages of university
giving. It is possible, however, that higher rates of economic growth arising
from such tax reductions will offset these effects—adverse from the per-
spective of the universities—at least in part.

Conclusions

The university environment is radically different from that of private busi-
ness. The not-for-profit nature of universities means there is no clear, unam-
biguous means of measuring success. There is not the passion to reduce
costs or increase revenues through product enhancement that the discipline
of the market provides. Unlike in the private sector, where such measures
add to the “bottom line,” employees have little incentive to reduce costs.
There is no obvious bottom line in higher education. Adding to the problem is
the fact that third parties pay most of the bills, reducing the sensitivity of
customers to price. Thus, universities compete less vigorously on price. The
increase in costs and decline in productivity have been further aggravated
by greater government regulation.

The solution to these problems is not simple. A number of factors,
including a declining rate of growth in the high school–college earnings
differential, slowing population growth in the eighteen- to twenty-four-
year-old cohort, and the crowding-out of university appropriations by
other social needs may slow the revenue expansion that permits higher
spending per student. Reducing reliance on third-party payments, mov-
ing toward a more market-driven model of delivering services, providing
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incentives to compete more on the basis of price, and easing government
regulations would also help contain the continuing growth in tuition. The
discussion of these and related options is a subject of the last several
chapters of this book. 
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Productivity Decline and Rent-Seeking

In the first chapter, I suggested that costs to consumers of attending
universities were soaring largely because of demand-induced pressures to
raise tuition, a trend aggravated by the non-market-driven nature of higher
education, as discussed in chapter 2. Higher demand means more students
attending colleges—and paying higher prices to do so. Greatly enhanced
tuition revenues, accompanied by growing governmental support and pri-
vate contributions, give universities more money to spend than ever. What
have they used their additional resources to buy? As the inputs to higher
education have increased, what has happened to the “output,” measured
not only in terms of numbers of students, but also the quality of the edu-
cational experience and the production of knowledge? As money has
flowed into university campuses, has some of it been siphoned off for dis-
proportionately large increases in compensation for members of the uni-
versity community? In the parlance of economics, has the higher education
community been successful at rent-seeking, that is, getting payments
beyond the amount needed to provide goods and services? 

The Rise in Higher Education Spending

Dramatic growth in the real amount of resources devoted to higher education
has occurred relative to the growth in universities’ obligation to educate (as
measured by the number of students) and the economy’s capacity to fund it.
Table 3-1 looks at the growth historically. In the 1929–30 school year—the
year of the Great Crash and the beginning of the Great Depression—the
nation spent one-half billion dollars on current spending for higher educa-
tion, or about one-half of 1 percent of the nation’s output as measured by



GDP. By 2000, the nation was spending in nominal dollars almost five hun-
dred times as much—almost one-quarter of a trillion dollars. Since the statis-
tics for both years ignore capital outlays, the true burden of universities on
the economy is actually greater than indicated. In inflation-adjusted terms,
spending rose almost fiftyfold, or by over 5.7 percent per year—dramatically
faster than the growth in the nation’s output. As a consequence, by 2000,
higher education absorbed nearly five times the proportion of the nation’s
output as it had seventy years earlier. 

That last statistic points to another reality: As higher education absorbs
more of the nation’s resources, the ability to increase that share falls. The
resistance to further expansion grows as higher education crowds out more
and more other forms of expenditure, and, at some point, this leads to pres-
sures to “change the system.” This is precisely what happened with respect
to medical expenses, which rose from their mid-twentieth century level of
perhaps 5 percent of the GDP to around 14 percent or so today. As they
passed the 10 percent range, the calls for change multiplied. President Bill
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TABLE 3-1
SPENDING ON U.S. HIGHER EDUCATION, 1929–2000

School Current Real Spending Real Spending Spending 
Year Spendinga in 2003 $ab per Student ($)b as % of GDP

1929–30 0.507 5.513 5,008 0.52

1939–40 0.675 8.886 5,947 0.70

1949–50 2.246 17.230 6,480 0.80

1959–60 5.601 35.040 9,627 1.08

1969–70 21.043 102.346 12,786 2.09

1979–80 56.914 125.442 10,842 2.12

1989–90 134.656 192.395 14,109 2.38

1999–2000 245.278c 272.103 18,396 2.57

SOURCE: NCES, Digest of Education Statistics: 2002 (Washington, D.C.: Government Printing Office, 2003),
tables 171 and 342; price data from Bureau of Labor Statistics, www.bls.gov/cpi/home.htm; GDP data 
from U.S. Department of Commerce, Bureau of Economic Analysis, Survey of Current Business, August
2002, p. 123..
a. In billions of dollars. 
b. Based on June 2003 seasonally adjusted Consumer Price Index. 
c. Partly estimated; data for private schools are not available; assumes spending growth at those
institutions relative to public schools was at levels prevailing between 1990 and 1995.



Clinton and his wife, Hillary Clinton, proposed a radical new system, and
while that failed legislatively, other efforts to contain costs intensified.
HMOs, PPOs, Medical Savings Accounts, and other institutional innova-
tions gained in prominence, traditional insurance benefits were restricted
by employers, and copayments and deductibles rose. 

It might be argued that higher education costs only one-fifth or so of
what medical care does, so the pressures to contain expenses are unlikely
to mount significantly anytime soon. Yet health care is a lifetime need, and
people are probably willing to pay more for something that might literally
save their lives than for education, which for most people is consumed only
for a few years, even if it does, arguably, provide lifetime financial benefits.

Note that spending per student much more than tripled over the long
time period shown in table 3-1, correcting for inflation. Since 1960, it has
grown at a real rate approaching 1.8 percent a year. For a variety of reasons,
the table probably understates spending growth per student. The Consumer
Price Index probably overstates inflation. Enrollment figures are not on a
full-time-equivalent (FTE) basis, meaning they include part-time as well 
as full-time students (and are not available on an FTE basis, as far as I 
know, over the entire time span indicated). Since the number of part-time,
nontraditional students has become relatively more important over time,
the growth in the numbers of courses taken or hours spent in class has been
less than the enrollment figures seem to indicate, meaning real costs per
student credit-hour have risen more than what is shown in the table. Data
for the periods for which both FTE and total enrollment data are available
confirm this. For example, from the 1970–71 school year to the 1995–96
school year, total enrollment rose 66.2 percent, while FTE enrollment went
up 53.4 percent. Thus, real spending per student during this period rose
about 13 percent, while it rose about 23 percent on the more appropriate
FTE basis. 

Most official statistics on real higher education spending are deflated by
the Higher Education Price Index.1 While that index has a limited legiti-
mate purpose, it is inappropriate for evaluating the changing real burden of
higher education on society. The Higher Education Price Index measures
the costs to universities of the inputs used to produce their services. Those
costs are determined by resource prices which, in turn, are influenced by
university policy decisions. For example, if this index rose sharply over
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time simply because universities paid employees and contractors far more
generously than before, the reported real rise in spending for any given
nominal expenditure would be reduced. Yet the real burden of higher edu-
cation on society—its opportunity cost—is determined by the amount of
other goods society must give up to finance universities. That is most
appropriately determined by a broad-based index, such as the CPI. Since
the Higher Education Index has risen somewhat faster in modern times
than the CPI, the National Center for Education Statistics data on the real
growth in spending often show spending increases 20 percent or more
smaller than indicated by the broader-based index. 

A very good case can be made that the changing real cost of higher edu-
cation should be measured using a very broad price index that measures all
goods and services sold in the economy, not just consumer goods. The use
of the GDP price deflator, the broadest-based index used in calculating the
overall growth of the economy in inflation-adjusted terms, would make the
reported real increases in spending per student significantly greater than
those indicated in table 3-1. Indeed, using both the FTE adjustment and 
the GDP price deflator yields real increases in spending per student for
some time periods double those indicated in the table. Spending per
student has risen very substantially in modern times, growing especially
rapidly since 1980. 

During the 1970s, inflation-adjusted spending per student as measured
in the table actually fell noticeably, an aberration in the otherwise continuous
upward trend. Why? In part, the apparent decline is undoubtedly a statistical
artifact, reflecting the particularly pronounced overstatement of inflation 
by the CPI at that time. In the 1970s significant inflation and enrollment
growth occurred simultaneously. Since, as we have seen, universities are rel-
atively slow and inflexible in reacting to inflation by raising tuition, inflation-
adjusted revenues (and hence spending) lagged behind normal trends.

Note that the real spending growth rate per student, as measured in the
table (which almost certainly understates it) was at about 30 percent in
both the 1980s and 1990s, which translates into an annual compounded
rate of increase of roughly 2.65 percent. Using FTE enrollment data, and
using the GDP price deflator to adjust for inflation, the real per-student
increase over the twenty years is 78.4 percent—an increase of 2.94 percent
a year. Both decades were prosperous, giving rise to greater state and local
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government tax revenues and increasing the ability of governments to be
generous in financing higher education without raising taxes. Also, rising
incomes and a booming stock market increased private contributions to
higher education and enhanced endowment incomes. The effect on real
spending of declining rates of inflation was probably opposite that of the
accelerating rates of the 1970s. This led to a somewhat higher increase in
real spending than otherwise would have been the case.

Where Did the Money Go?

It is very difficult to state with precision how the resources of universities
have been allocated—and reallocated—over time. To cite just one impor-
tant example, faculty members divide their time between instruction
(preparing for and teaching classes, grading examinations, meeting with
students), research (some sponsored, some not), and other activities, often
including some administration (chairing departments, running graduate
programs, organizing lecture series, serving on the faculty governance body
and university committees). Universities are not terribly fastidious, as a
general rule, about trying to sort out the allocation of time among these var-
ious functions, so statistical compilations of categories of expenditures are
necessarily subject to a good deal of error. Moreover, changes over time in
the way activities are classified can lead to further distortions.

With this caveat, let us look at the evidence regarding the changing dis-
tribution of university spending over time. Although private universities lag
considerably in providing data on their expenditures in the same form as
those from public universities, for the period from 1929–30 to 1995–96,
the following general trends are clear for all U.S. higher education: 

First, the proportion of revenues devoted to instruction declined
sharply, from 43.7 percent of all spending in 1929–30 to 30.3 percent by
the mid-1990s. Most of the decline had occurred by the 1960s. 

Second, over the very long run, research expenditures have become rela-
tively more important, although that is not true of outside funded research
(such as government or foundation-supported grants) if the analysis is con-
fined to the past thirty years. However, the teaching-research mix has tilted
more in favor of research over the long run. 
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Third, by any account, the common faculty complaint about excessive
bureaucracy and administration has considerable factual basis: In 1929–30,
8.4 percent of university spending went for “administration and general
expenses,” compared with nearly 14.6 percent two-thirds of a century later.
For every dollar spent on instruction in 1929, nineteen cents was spent on
administration; that figure rose, more or less continuously, to thirty-three
cents in 1959–60, forty-one cents in 1979–80, and forty-eight cents by
1995–96. Relative decline occurred in one other area besides instruction:
Plant operation and maintenance went from over 12 percent of total spend-
ing in 1929–30 to well under 7 percent by the mid-1990s.

Table 3-2 looks at these trends for the period from 1976–77 to
1999–2000. It includes information only for public universities and reports
spending as a percentage of “educational and general expenditures,” a term
that excludes the fairly considerable (often well over 20 percent) univer-
sity spending carried out by hospitals, commercial operations, food and
lodging services, and the like. Note that the same trends mentioned above
hold true for this period: a rather considerable reduction in the relative
importance of instruction and plant operations and maintenance, and a
growing emphasis on research and administration. As noted earlier, more
universities’ funds are allocated for scholarship aid, which universities typ-
ically view as an expenditure item, but which in a real sense involves dis-
counting student fees (reducing revenues). This is further evidence that
universities are more aggressive in practicing price discrimination (charging
individuals differing amounts for the same services) than previously.

Universities usually stress the need to maintain and improve instruction
when they raise tuition or appeal to state legislatures or private donors. The
evidence suggests, however, that that is not primarily where they use any
additional funds obtained. According to National Center for Education
Statistics calculations, real spending per student for instruction at public
universities from 1976–77 to 1999–2000 rose 21 percent; spending for all
other items per student rose 51 percent. Put differently, only twenty-one cents
out of each increased dollar spent per student went for instruction.2 Perhaps that
explains why parents, legislators, and others are becoming more and more
skeptical of requests for greater largess to finance university operations; the
universities have a credibility problem—increased funds are not being used
to fund instruction. 
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Some insights into these trends might be offered by the theory of pub-
lic choice and bureaucracy. Public-choice theorists suggest that, like others,
governmental officials or nonprofit organization employees try to maximize
their satisfaction in life, and they use their power accordingly.3 As incre-
mental resources have become available to universities, administrators have
reallocated more funds to themselves, providing more administrators to
ease their burdens and perhaps raising their own salaries. Faculty members,
who play a significant role in governing some institutions and have consid-
erable control over their time, do what they like best and/or what is most
likely to advance their careers: research. Since research accomplishments are
measurable and visible nationally and internationally, while teaching efforts
are less visible and typically more localized in nature, faculty have demanded
and received lighter teaching loads to allow them to do more research. 

Thus, the redirection of resources away from instruction has resulted 
in significant part from decisions made not by the providers of those
resources, but by those consuming them, in opposition to the “consumer
sovereignty” concept said to dominate the market process governing most
private resource allocation. 

What about the rather sharp decline in spending on buildings and
maintenance as a percent of university funds, which has led to a serious
deterioration of old buildings on some campuses and a generally seedy
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TABLE 3-2
CHANGING ALLOCATION OF PUBLIC UNIVERSITY SPENDING, 1976–2000a

Spending Category 1976–77 (%) 1999–2000 (%)

Instruction 38.99 33.97
Administration 12.99 14.09
Research 18.35 22.36
Student Services 3.69 3.76
Plant Operations 9.11 6.55
Scholarships, Fellowships 4.01 6.35
Otherb 12.86 12.92

SOURCE: NCES, Digest of Education Statistics: 2002 (Washington, D.C.: Government Printing Office,
2003), table 350.
a. “Educational and General Expenditures”; excludes auxiliary, commercial operations, etc. 
b. Libraries, public service, mandatory transfers.



appearance at others? University administrators allocating funds are beset
by all sorts of pressures—from the faculty, from students, and from alumni
(who may want more money spent on intercollegiate athletics). Buildings,
however, cannot talk, cannot pressure administrators into meeting their
needs. It is tempting to defer for another year the replacement of a roof or
air-conditioning unit, or the painting of a building’s facade. This is a good
demonstration of what public-choice scholars call the “shortsightedness
effect.” University administrators, often vying for better jobs at other
schools in an age when institutional loyalty is on the decline, do what they
think their immediate constituencies (more the staff than the consumers)
want in the short run, thinking they will not have to face the long-run con-
sequences of poor maintenance of the physical plant.

The Increase in Personnel

Competitive profit-making businesses strive to reduce costs and improve
the quality of their products. Profit enhancement requires cost reduction or
revenue increases. The key to cost reduction is productivity advance—
getting more output per unit (dollar) of resources used. While measuring
productivity change in higher education is extremely difficult, one very
important element—the amount of resources used—is relatively easy to
measure. By any account, the physical quantity of resources used to sup-
port the higher education enterprise is growing faster than the number of
students educated by it.

Table 3-3 shows that it took about 12.5 percent more personnel to edu-
cate one hundred students in the 1999–2000 year than it did twenty-three
years earlier. For the moment, let us assume that the quality of the finished
product (the college-educated student) has remained unchanged, and that
there has been no substantial change in research output adjusted for enroll-
ments. Under those conditions, we would say that labor productivity in
higher education has fallen by about 12.5 percent in twenty-four years, or
over 0.5 percent per year compounded. By contrast, labor productivity rose
by over 1.6 percent per year in the business sector of the entire economy. 

For a practical demonstration of what these numbers might mean, con-
sider identical twins who go to work in 1976, one for a typical university
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and the other for a typical private business. Suppose they begin with equal
output per hour. By 1999–2000, assuming the twins mirrored the produc-
tivity change of their respective sectors, the one working in the private sec-
tor would be 65 percent more productive per hour than his or her twin.
This, of course, is based on the untested assumption that the “output” of
higher education has risen exactly proportionally with enrollments.

Returning to table 3-3, it is interesting to note that changes in the staff/
student ratio have varied widely with the type of university employee con-
sidered. Over the period shown, the faculty/student ratio rose modestly
(between 8 and 9 percent), while that in the “other professional” category
grew by an astonishing 92 percent.4 “Other professional” workers include
administrators, librarians, laboratory technicians, computer programmers
and technical support personnel, administrative assistants to administrators,
affirmative action officials, nurses, counselors, and a host of others. 

Academics perennially complain about administrators and about the
growing presence of an administrative corps that, in their judgment, gets in
the way of doing their work. Given the expenditure data reported above, it
is not surprising that the category “executive/administrative/managerial”
(part of the “other professional” category in the table) worker did show
fairly considerable growth, going from 1.19 per one hundred students in
1976 to 1.43 twenty-three years later, an increase of over 20 percent. The
administrator/faculty ratio rose, although not dramatically. I suspect, how-
ever, that some of the “other professional” workers had administrative func-
tions as well, so that the true growth in the university bureaucracy may
have been quite large relative to the growth of the student body.

PRODUCTIVITY DECLINE AND RENT-SEEKING  47

TABLE 3-3
FTE UNIVERSITY STAFF PER ONE HUNDRED FTE STUDENTS, 1976–2000

Category 1976–77 1991–92 1999–2000

All Staff 18.52 20.41 20.83
Facultya 7.01 6.96 7.61
Other Professional 3.00 5.17 5.76
Nonprofessional 8.51 8.28 7.45

SOURCE: NCES, Digest of Education Statistics: 2002 (Washington, D.C.: Government Printing Office, 2003),
table 223.
a. Includes instructors and research assistants.



I also suspect that the bulk of the “other professional” workers had lit-
tle to do directly with student learning, and, in many cases, were only
tangentially involved in supporting instruction. What did they do? Many
supported research efforts. The sharp rise in the ratio of this category
relative to enrollments, along with the relatively small change in the
instructional component, adds to earlier data hinting that universities are
becoming less about the dissemination of knowledge and more about the
creation of it, or other activities only minimally related to the intellectual
milieu, such as intercollegiate athletics.

The decline in the ratio of nonprofessional workers (secretaries,
custodians, maintenance workers, and others) to students, on the face of
it, might be a sign of rising productivity of those workers. But three
phenomena suggest that interpretation is probably not correct. First, in
the interest of greater efficiency, universities increasingly contract out
some of their auxiliary support enterprises to private businesses—
food service, for example, and building maintenance are more often
outsourced than a generation ago. To the extent this is happening, the
data on university employees understate the labor inputs into the enter-
prise. Second, it is my impression that there has been some increase in
the proportion of students living off-campus, a trend reinforced by the
rise in for-profit universities, which generally offer very little on-campus
housing or food service. If so, more college students are purchasing
housing and food service from private businesses, and the true growth 
in labor inputs per student in the last generation on typical college
campuses is greater than the data on university employees alone show—
very possibly over 20 percent. Finally, as indicated above, university pol-
itics do not favor putting incremental resources into some of the areas
that are largely operated by nonprofessional human resources, such as
plant and maintenance. 

I have disaggregated the data reported in table 3-3 into public and
private universities. In the interest of not inundating readers with an over-
abundance of statistics, I will simply summarize the findings. First,
private universities are far more labor-intensive than public ones. In the
1999–2000 school year, for example, there were twenty-five full-time-
equivalent employees at private universities for every one hundred
students, compared with 19.23 at public ones. 
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Second, while the faculty/student ratio is about 15 percent higher in the
private schools, the big difference is in “other professional” workers. With
about five of these workers for every one hundred students in public uni-
versities and over 7.7 in the private ones, the differential is well over 50 per-
cent. Similarly, the private universities today use about 30 percent more
nonprofessional workers per one hundred students than the public ones,
probably in part because the private schools are more likely to be residen-
tial institutions with students living on campus. 

The vast difference between public and private schools with respect to
“other professional” workers is intriguing. I would speculate that it largely
relates to the fact that a large proportion of the nation’s top research uni-
versities are private, and they need lots of professional scientists and other
support personnel who do not teach. An earlier generalization is particu-
larly true of these schools: Teaching students is no longer the dominant
activity. 

As more and more resources go for noninstructional purposes, two
questions arise: Does undergraduate instruction increasingly subsidize
graduate instruction and research? And is it really critical to tie intensive
research efforts to institutions that were founded primarily to foster the dis-
semination of knowledge to undergraduates? We will return to these ques-
tions later in the book.

The growth in staffing has been similar at public and private institu-
tions. We have seen that private schools have consistently been more labor-
intensive than public institutions. An even bigger difference exists between
two- and four-year schools. Among public universities, which dominate 
the two-year sector, the two-year schools use much less labor (table 3-4).
Indeed, much of the public-private school staffing differentials are
explained by the fact that a much larger proportion of public school students
attends two-year colleges than private schools. It takes less than half as
many workers to educate one hundred students in the two-year
institutions. In small part, this reflects the somewhat larger faculties of the
four-year schools, but about 89 percent of the differential relates to the
nonfaculty staff component. 

The reason for this, as figure 3-1 shows, is that the “support staff” for
each faculty member is much larger in the four-year institutions. Although
I have no solid data to support the supposition, given the lighter teaching
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loads in the four-year institutions I would surmise that actual class sizes, on
average, are no smaller in the four-year institutions—and, indeed, probably
a bit larger, since the students must be distributed among fewer classes. The
lighter teaching loads in the four-year institutions are typically justified on
research grounds. Thus, virtually the entire personnel differential between
the two types of institutions is explained by noninstructional factors, pre-
sumably largely, though not wholly, research.

Is Productivity Falling in Higher Education?

The increase in labor resources per student, along with increases in other
productive inputs reflected in rising per-student expenditures, is the
denominator in a fraction that determines productivity change in higher
education. Since productivity is determined by output divided by inputs,
any serious attempt to evaluate changing university productivity must
include some assessment of the change in university “output,” or outcomes,
over time. 

Estimating changes in university output is, to put it mildly, extremely
difficult—some might say impossible. Universities do many things, but
their reason for existence is to create knowledge through research and dis-
seminate it through instruction. For the sake of argument, let us assume
that one half of the per-student output of universities is related to instruc-
tion, and one half to research. Let us assume that the average knowledge
acquired by students today can be quantified and is the same as it was
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TABLE 3-4
STAFFING PER ONE HUNDRED STUDENTS, 1999–2000, TWO- AND

FOUR-YEAR PUBLIC SCHOOLS

Category 2-Year Schools 4-Year Schools

Total Staff 11.36 24.39
Faculty 5.43 6.90
Non-Faculty 5.93 17.49
Faculty as % of Total Staff 47.90 28.30
SOURCE: NCES, Digest of Education Statistics: 2002 (Washington, D.C.: Government Printing Office,
2003), table 223.



twenty years ago. Let us assume that total research output doubled over that
period (implying a very high growth rate of 3.6 percent a year), which,
given enrollment growth of 27 percent on an FTE basis implies a growth in
“research output per FTE student” of 57 percent. Adding together the
instructional and research components yields a 28.5 percent (the average of
zero and 57) growth in higher education output per student. 

At the same time, the cost of resources per student, on an FTE basis
adjusting for inflation with the GDP price inflator, rose 78.4 percent. Let us
assume that each physical unit of resources (mostly labor, but some capital)
was 30 percent better-compensated in real terms in 2000 than in 1980.
That would imply an increase in productive inputs of 37.2 percent. The
result? Inputs are rising faster than output (37.2 vs. 28.5 percent), indicat-
ing that total factor productivity (the relation between output and all
resources used in producing that output) declined (6.4 percent).

In my judgment, the above exercise uses assumptions that bias results
in favor of overstating productivity growth (or, in this case, understating
productivity decline). Modest changes in these assumptions can produce
fairly big changes in the results. For example, assume that the instructional
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NONFACULTY STAFF PER FACULTY MEMBER, 1999–2000

SOURCE: NCES, Digest of Education Statistics: 2002 (Washington, D.C.: Government Printing Office,
2003), table 224.



component is 60 percent of the output of all institutions of higher educa-
tion, and the research component is 40 percent (an allocation more consis-
tent with the expenditure data). Then assume that research output 
per FTE student rose only 40 percent, and leave the other assumptions
the same as before. Total factor productivity decline is a fairly sharp 
15.5 percent.

The notion that productivity is falling in education is hardly novel. For
at least a decade, I have gotten good laughs from legislative groups with the
observation that, with the possible exception of prostitution, teaching is the
only profession that has had absolutely no productivity advance in the
2,400 years since Socrates taught the youth of Athens. Caroline Hoxby of
Harvard, looking at primary and secondary education, estimates a produc-
tivity decline there of an astonishing 65 percent over the past three
decades.5 According to distinguished labor economist and sometime–
Cornell University administrator Ronald Ehrenberg, the failure of faculty
productivity to rise over time is fundamental to rising tuition costs.6 If fac-
ulty members on average are producing less output over time, the only way
they can receive real pay increases is to increase the price that consumers of
educational outputs pay. Since real compensation has indeed risen (see
below), there appears to be a good bit of truth to the notion that the rising
real cost of higher education is devoted considerably to increasing com-
pensation to university employees.

Instructional Productivity

Remarkably few data offer insight into the instructional outcomes of higher
education. Part of the problem is that much learning is difficult to quan-
tify, and types of learning change over time. College graduates today, for
instance, are less likely to know anything about Samuel Johnson or Peter
the Great than their counterparts of a generation earlier, but they will know
a lot more about computers and how to use them. There are, however, a
few things we can say about what students learn. A good standardized test
taken by about one-fourth to one-third of all college graduates—almost cer-
tainly above-average students—is the Graduate Record Examination (GRE),
previously mentioned in chapter 1. The GRE has changed relatively little in
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format over time, with an analytical section added in the 1980s. Besides the
general test are tests specific to individual disciplines. If we assume, as oth-
ers do, that the scoring has remained relatively uniform over the years, the
GRE scores shown in table 3-5 can give us some sense of how the aggregate
learning experience for undergraduates has changed since 1965. 

Interpretation of the results in table 3-5 depends a great deal on the period
examined. Looking at the entire period from 1965 to 2000, we see that the
composite GRE general score declined moderately, falling significantly from
1965 to 1980, but recovering most of the decline over the next two decades.7

Not reported, but important, is the fact that the verbal component of the test
showed a significant long-term decline, while the quantitative scores rose.
Arguably, this trend is predictable and even desirable, given the changing
nature of the American economy and skills needed in the workplace. 

It has been argued that the university is becoming more a confederation
of loosely affiliated “tribes” of disciplines (represented by academic depart-
ments and even units within departments) than a coherent whole.8 The fac-
ulty and undergraduate students are less occupied with questions of eternal
common interest (“What are the arguments for constitutional representative
government?” “What constitutes virtuous behavior?”), and more with
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TABLE 3-5
AVERAGE GRADUATE RECORD EXAMINATION SCORES, 1965–2000

Composite
Year Scorea Biology Engineering Literature Psychology

1965 1063 617 618 591 556
1970 1019 603 586 556 532
1975 1001 621b 592b 547b 530b

1980 996 619 590 521 534
1985 1019 619 615 531 541
1990 1048 612 617 523 537
1995 1030 622 596 513 544
2000 1043 629 604c 530 563

SOURCE: NCES, Digest of Education Statistics: 2002 (Washington, D.C.: Government Printing Office,
2003), table 311. 
a. Combined scores of verbal and quantitative components of test. 
b. For 1974. 
c. For 1999.



specialized knowledge applicable to future vocations.9 Given this, one
might expect learning in specialized subject matter to have shown some
improvement over time. The evidence here is decidedly mixed. From 1965
to 2000, scores rose in two of the disciplines (biology and psychology)
included in table 3-5, but fell in two others—literature (down sharply), and
engineering.

If, however, one uses as a frame of reference 1975 or 1980, the results
are more favorable, showing increases in all the tests except literature,
although only modest ones in many cases. The proportion of students tak-
ing the GRE rose from 1965 to 1970 but has remained relatively stable
since, so the issue of the representativeness of the students taking the test
is far less significant than on tests administered for undergraduate admis-
sions, such as the SAT or ACT tests.

Of course, the level of student learning at the end of the undergraduate
experience reflects not only what colleges have taught, but what the stu-
dents learned in their primary and secondary schools as well. Judging by
the large number of students in remedial classes in college, it would appear
that the lack of strong evidence of significant gains in learning at the college
level might be at least in part a function of entering students today being far
less knowledgeable than those entering universities, say, thirty or more
years ago.

To get some sense of the extent to which this is true, I tried to adjust for
the quality of incoming college students by calculating changing SAT com-
posite scores and comparing them with changing GRE scores from four
years later (since students taking the SAT as high school seniors tradition-
ally graduate from college four years later). This is admittedly a crude and
imperfect measure, but, as was mentioned earlier, data on outcomes in edu-
cation are limited.

If we compare students taking the GRE test in 2000 with those who
took it in 1970, we see an improvement in the composite score of twenty-
four points (from 1019 to 1043)—not a lot, but improvement nonethe-
less.10 By contrast, the SAT composite scores four years earlier (1996 and
1966, respectively) fell by a moderately impressive (or perhaps one
should say depressing) forty-six points. This seems to suggest that the
universities were teaching a bit more by the late 1990s than they did three
decades earlier, and doing so with students who were, on average, slightly
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less prepared academically coming into college. That implies a rise in pro-
ductivity.

Several caveats are in order, however. The first, of course, is that these
standardized tests have limitations in measuring learning—they do not
evaluate the artistic and ethical qualities of students, for example, nor
their ability to write or think about major philosophical questions.
Second, each point on a test is assumed to represent the same amount of
learning and knowledge over time. Third, disaggregating the data by
decade shows that scores fell far more on the SAT than the GRE in the
1970s, rose significantly on the GRE in the 1980s but little on the SAT,
and rose a bit on the SAT in the 1990s while falling fifteen points on the
GRE. The pre-1990 data support the thesis that collegiate learning has
increased, but the numbers for the 1990s do not—indeed, they argue the
contrary. The data do not speak to the majority of students who do not
take either test, nor to the dispersion of performance around the average
value. Moreover, high school knowledge is probably not terribly relevant
to some of the specific subject exams, for which virtually all knowledge
is gained in college. If one were to take the average of six subject exams
(the four listed in table 3-5, plus education and chemistry), the mean
value actually fell slightly since the mid-1960s, with scores rising on three
tests and falling on three others.11 It is probably true that in terms of
quantitative skills, students have improved, while they have lost ground
with respect to verbal ones.

Adding up all the evidence from these tests, I would conclude that aver-
age student learning has not changed much since the 1960s. Learning
declined early in that period, while it has risen somewhat since, but not
dramatically. Little in the data suggests that students leave college with a
much different stock of knowledge and skills than their parents did a gen-
eration earlier.

Moreover, it almost certainly takes the average student longer to obtain
the learning that goes with a college degree. Even if “learning per student”
has increased somewhat over the years it takes to get a degree, “learning per
college year” may well be stable or show some decline. The “fifth-year
senior” or even “sixth-year senior” is far more common than decades ago.
Part of the reason may not reflect badly on either students or universities
(for instance, study abroad, more frequently undertaken than in the past,
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sometimes extends the period needed to complete a degree), but part may
reflect problems associated with the rigidity of course requirements, stu-
dents being closed out of required courses, and so forth. The evidence is
very good on this point at the doctoral level. In 1978–79, new recipients of
the doctorate took an average of nine years from receiving their undergrad-
uate degrees to finishing their advanced degrees. By 1999–2000, that figure
had risen by 1.3 years to 10.3 years.12

Research Productivity

While estimating productivity change in teaching is difficult, it borders on
impossible for research. Even the good statistics we have on the inputs into
the research process are of somewhat questionable value owing to a large
amount of informal, university-subsidized faculty research that is not well
quantified. Measuring the output is even more dubious. Much research is
done out of intellectual curiosity, to expand our knowledge of humankind
and its environment, and to understand and offer artistic expression about
various aspects of life in all its meaning. It is done to solve puzzles and chal-
lenge existing interpretations. There is no easily definable, measurable “out-
put” from poems published in little literary magazines, research giving new
insights into the life of Rutherford B. Hayes, or fresh archeological evidence
on the lives of American Indians living hundreds of years ago. 

This is less true of research with some direct or indirect practical (com-
mercial) application, including, arguably, most work done in the natural
and physical sciences. Most good commercial research ultimately leads to
patents. To be sure, the patents result from applied research or development
conducted almost exclusively by private companies, but a good deal of that
builds on university basic research—that is, the quest for new ideas and
discoveries. 

Now let us engage in a highly speculative arithmetic exercise to estimate
productivity in university research that has direct or indirect patent poten-
tial. Assume that the number of patents issued per research dollar is the
same for universities as for nonuniversity researchers (for example, private
companies, nonprofit research institutes, or government laboratories).
Further assume that the average “output” or usefulness of patents issued
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remains stable over time. Under those assumptions, we can calculate the
number of patents issued per billion dollars of sponsored university
research. The resulting computation for 1980 is 871.44 patents; for 2000 it
is 869.31 patents. There essentially is no change in the output of this
research per dollar of resources put into it. Total research output roughly
tripled—but so did the amount of resources used to conduct the research,
adjusting for inflation. One might say that the price of university-derived
patents stayed roughly constant.

With some imagination and reckless faith in the meaning of numbers,
one could build an argument that total factor productivity rose in higher
education from 1980 to 2000. Continuing to use the assumptions devel-
oped above, assume that research output rose by 212.8 percent from 1980
to 2000, based on university-derived patents. Next, assume that instruc-
tional output rose 27.8 percent, equivalent to the growth in FTE students
(implying no change in output per student). Assume teaching absorbed
two-thirds of the academic enterprise in 1980 and three-fifths in 2000, with
research’s share going from one-third to two-fifths. On this basis, one would
calculate that the total “output” of higher education slightly more than dou-
bled, rising 101.8 percent. Total costs in real terms (using now the broad-
based GDP price deflator) rose around 128 percent. 

However, inputs used to “produce” higher education (mostly labor) were
more highly compensated in real terms in 2000. If average compensation per
unit of input rose by 13 percent or more, the total inputs used to produce
education would have risen by less than 101.8 percent, meaning total factor
productivity would have risen over time. If one makes the fairly generous
assumption that real compensation rose 30 percent per unit of input, the 
total factor productivity growth over twenty years was about 15 percent, or 
0.7 percent a year. Even under these extremely tenuous assumptions, pro-
ductivity was rising somewhat less rapidly than in the economy as a whole—
in a relative sense, it was still declining, albeit modestly.13

All of the above arithmetic exercise, however, is based on a series of
assumptions that are questionable. Do patents measure research output?
Does the average patent change value over time? Did research not leading
to patents and creative expression, such as poetry, filmmaking, or research
on Rutherford B. Hayes, grow as fast as patentable research? Did univer-
sity research yield as much “output” per dollar (in the form of patents or
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otherwise) as research conducted elsewhere? Could the rise in the number
of patents be influenced by such institutional factors as changes in laws or
the efficiency of the Patent Office? 

These questions make me very dubious of the exercise. Even if one were
to buy into the view that patents are an adequate proxy for research output
in scientific endeavors, it is extremely unlikely that research in the social
sciences, humanities, fine arts, education, and so forth tripled in the two
decades, as that would imply dramatic increases in output per faculty mem-
ber that, to my knowledge, no one has seriously suggested. 

Indeed, there are grave doubts in my mind that there has been any
meaningful increase in research productivity of the typical rank-and-file
faculty member outside the hard sciences. As the higher education enter-
prise has grown in magnitude, so has the number of scholarly journals,
multiplying in a typical discipline from a few dozen outlets to often several
hundred. Even if faculty members are publishing at the same or a some-
what higher level than thirty years or more ago, a larger proportion of the
journals are obscure, appealing to only a very small number of specialists.
The increase in specialization and the use of arcane methods of communi-
cation (either in words or symbols) have made much scholarship relatively
inaccessible to the bulk of the scholarly public. 

With the rise of the Internet and e-mail, one wonders if the proliferation
of scholarly journals serves any functional purpose that computer-based com-
munication does not provide. Far more people subscribe (free) to EHNet, a
computer-based community of economic historians that shares research
results, than pay for the respected journal Explorations in Economic History. 

Diminishing returns also apply to scholarship. The five-hundredth arti-
cle on King Lear is probably going to add less insight into the human con-
dition, Shakespeare’s meaning, or the historical context of the writing than,
say, the fiftieth article. The emphasis in the humanities and social sciences
on race, class, and gender issues has led to a disproportionate amount of
interest in these topics relative to others.

There is little doubt that total research output has risen over time. It
probably has grown faster than enrollments, given the reallocation to it of
resources within the university community. And there is no question
American universities have contributed importantly to the growth of scien-
tific knowledge. In the four decades of Nobel Prizes given out before the
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end of World War II, Americans received on average less than one such
prize per year, and a small minority of the total number awarded. In the last
quarter of the twentieth century, by contrast, the average number of prizes
exceeded four annually, and roughly two-thirds of all prizes went to
Americans.14 American universities were at the center of this development,
although some scientists were working in nonuniversity settings at the time
of their research or receipt of the prize.15

On the occasion of the awarding of the 2003 Nobel Prizes, a spokes-
person for the Royal Swedish Academy of Sciences, which awards the
prizes, noted, “There’s a brutal predominance for the U.S.” His next obser-
vation, however, was far more debatable: “This shows that the American
investments in their university system are very successful.”16 It is impor-
tant to note that research, however worthwhile, is not costless. And even
though the cost of financing universities rises largely because of nonin-
structional activities such as research, parents and other consumers are
still paying about the same proportion of the total higher education bill
as they did some time ago. The external subsidies for higher education are
being diverted more and more from teaching to research—and to other
things besides.

Overall, it is impossible to say with any precision what has happened
to productivity in American higher education. Under almost any reasonable
set of assumptions, university productivity has fallen relative to the private
sector. It is highly plausible that it has fallen in an absolute sense as well.
The exact conclusion one reaches depends in considerable part on one’s
assessment of the growth in research endeavors. 

But it does seem safe to say that a productivity problem, probably of a
substantial magnitude, exists in higher education. We are using many more
resources than before to deliver our educational product, and it is highly
questionable—indeed, rather doubtful—that the rise in the quality and quan-
tity of our product exceeds the rise in the quantity of resources used to deliver
it. Complicating matters is the fact that universities increasingly do other
things not related to the principal purposes of higher education. They are in
the food and lodging business. They are in the entertainment business, with
sporting events, theaters, recreational facilities, and concerts. They run hos-
pitals and clinics. In short, much of the business of the modern university is
quite tangential to the creation and dissemination of truth and beauty.
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Employee Compensation and Rent-Seeking

Earlier, I mentioned the public-choice insight that public employees try to
maximize their own satisfaction, particularly in situations where institu-
tional goals are ill-defined or where success is difficult to measure. Higher
education is in this category, or at least the dominant nonprofit part of it is.
Maximizing utility or satisfaction often involves salary and benefit enhance-
ment. As funds have flowed into the universities with rising demand for
their services, have faculty and others been able to capture what economists
call “economic rents”—payments beyond those necessary to get them to
provide their services? At the minimum, are workers sharing in the pros-
perity (as measured by rising real total revenues) of universities?

Before offering some evidence, I cannot resist observing that virtually
everyone I have ever talked to seriously about universities during my
forty-five years of involvement with American higher education would
acknowledge that the employees of institutions, particularly the faculty
and senior administration, play an extremely important role in ordering
priorities, including financial ones. While university presidents are prob-
ably more constrained on average than the CEOs of major corporations
in this regard, faculty have tenure—and that emboldens them to be
assertive, often refusing to do what the senior administration truly wants.
According to Ronald Ehrenberg, “Any senior administrator who recom-
mends holding down spending, or even worse cutting spending, risks
incurring the wrath of the faculty. Holding down spending increases may
lead the institution’s faculty salaries to fall behind the salaries of their
peers at other institutions.”17

With this in mind, how has faculty compensation changed over time?
Table 3-6 brings out several trends: 

• Average annual pay for all faculty shows little change after
adjusting for inflation, rising just a bit more than 3 percent over
the thirty-year period. Moreover, pay actually falls a bit for fac-
ulty at all major ranks during that time period, suggesting that
the small rise for all faculty is a consequence of the growing pro-
portion of the professorate in the higher-paying academic ranks,
especially full professors. 
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• After falling sharply in the 1970s, pay has generally risen in real
terms since 1980. 

• Pay for faculty at four-year public institutions has risen consider-
ably relative to two-year faculty, whose pay in absolute real terms,
if the data are to be believed, fell over 10 percent in the period
indicated. 

• Pay in private four-year institutions has risen relative to that in
their public counterparts. In 1970, pay was about 10 percent
higher in the public universities, but that differential has disap-
peared and slightly reversed. 

• Some evidence supports the view that senior faculty pay is ris-
ing relative to junior faculty. The ratio of average full-professor
pay to average instructor pay rose from less than 1.92 in
1970–71 to 2.13 in 1999–2000, reflecting a sharp decline in
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TABLE 3-6
AVERAGE REAL ANNUAL PAY, FACULTY ON NINE-
MONTH CONTRACTS, 1970–2000 (IN DOLLARS)a

Category 1970–71 1974–75 1979–80 1984–85 1989–90 1994–95 1999–2000

All 54,163 51,063 46,553 48,734 53,508 53,514 55,888
Faculty

Prof. 76,528 69,548 61,906 63,613 70,409 70,582 74,410

Associate 57,802 52,777 46,777 47,930 52,520 52,578 54,524
Prof.

Assistant 47,628 43,456 38,086 39,484 43,583 43,622 44,978
Prof.

Instructor 39,887 41,481 30,579 32,380 33,372 33,389 34,928

Public 55,918 53,186 48,735 50,842 56,484 55,982 57,950
4 Year

Public 53,884 48,695 44,549 44,599 47,353 47,387 48,240
2 Year

Private 50,390 49,197 44,306 48,414 53,087 55,578 58,323
4 Year

SOURCE: NCES, Digest of Education Statistics: 2002 (Washington, D.C.: Government Printing Office,
2003), table 235. 
a. Numbers are in 1999–2000 dollars, deflated by the CPI.



real instructor pay over time. The recent phenomenon of paying
$250,000 a year or more to “superstar” faculty is only slightly
hinted at in the data, but my suspicions are that updates will
show continuing growth in the earnings disparity between full
professors and instructors. 

Is Real Faculty Pay Stagnating over Time? The suggestion that real faculty
pay has stagnated over time, reached by comparing 1970 and 1999 salary
levels, is almost certainly invalid for at least three major reasons. First, the
stagnation is entirely the consequence of falling real salaries in the 1970s. In
the twenty-year period 1979–99, real average salaries for all faculty rose
slightly over 20 percent, nearly 1 percent per year. The fall in salaries in the
1970s was almost certainly due to inflation and the well-established fact that
university revenues and, by extension, compensation, tend to be relatively
inflexible and slower to change than is the case in the private sector. 

Second, it is almost universally agreed that the Consumer Price Index has
significantly overstated inflation over time, perhaps by as much as one per-
centage point a year over the period examined.18 Correcting for that makes a
profound difference in calculated changes in real income over time. For the
1985–99 period, simply reducing the annual measured growth in the CPI by
eight-tenths of a percentage point per year, in accordance with several esti-
mates made by professionals, nearly doubles the growth rate in real earnings. 

The third reason the original data over the twenty-nine-year period
understate earnings growth is that fringe benefits not included in base
salary have grown relative to salary. Health insurance benefits have soared
in value, and in many cases retirement contributions have grown as well. In
the calculation below, I assume that fringe benefits went from being 20 per-
cent of salary in 1979–80 to 25 percent twenty years later. That is consis-
tent with trends in the national economy, and probably a very conservative
assumption as it applies to higher education.

Figure 3-2 summarizes my revised findings. While the twenty-nine-
year growth rate in real annual salary per faculty member is barely 3 per-
cent, the twenty-year growth rate in real compensation corrected for biases
in the CPI is over 45 percent. To me, that is the best true measure of the
trend of real remuneration of faculty in recent times. That figure is sub-
stantial, growing at a compounded annual rate of 1.9 percent per year—
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almost precisely equal to the corrected growth in real hourly compensation
for all workers in the private business sector.

Additional Observations on Changing Faculty Compensation.
Although I cannot prove it, there is good reason to believe that the average
total earnings of college professors since 1979 are rising even faster than
indicated above. Since formal teaching obligations have tended downward
over the long run, pay per teaching hour has risen faster than the statistics
above indicate. Also, faculty members derive supplemental earnings, often
very considerable, from consulting, book and patent royalties, summer
teaching, government grants covering summer research, and lectures, to
mention a few things. My sense is that these opportunities on balance have
expanded over the years relative to nine-month university income. Private
companies are more often hiring university scientists as consultants and for
summer work, and an upsurge in litigation has led to a huge increase in the
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need for expert witnesses in legal proceedings. The economic status of col-
lege professors has been enhanced by their freedom to supplement their
incomes in this manner. 

When I see how college professors live today compared with forty or
fifty years ago (I grew up in a university town), not only do I sense that their
economic status has improved enormously in an absolute sense, but prob-
ably a bit in a relative sense as well. A larger proportion of senior professors
live in what are considered the really nice homes (which are nicer than the
upscale houses of a generation or two ago), and assistant professors, who
fought to live on the fringes of the middle class in a sort of shabby
respectability in, say, 1960, are far more likely to have perfectly nice middle-
class housing and two cars of fairly recent vintage, instead of the one rather
old car, as in times past. Part of this reflects general economic growth, and
part reflects the rising workforce participation of faculty spouses, but some
of it, I suspect, is the increasing relative remuneration of faculty compared
with the rest of workers in American society. As a colleague of mine, the dis-
tinguished labor economist Lowell Gallaway, puts it, “Life in the academy
is pretty good these days.” To be sure, there is an “academic underclass” of
adjunct instructors and others who live pretty marginally, but they are still
a relatively small proportion of the academic community (although a grow-
ing one).

Conclusions

However measured, the enterprise of higher education takes immensely
more resources to operate than it did a generation or two ago. Real spend-
ing has risen, even adjusting for substantial enrollment increases, and it 
has grown relative to the nation’s productive capacity. Over time, a larger
proportion of university resources has gone for research and administra-
tion, and less has gone for instruction. Costs have risen far faster in the
research universities than, for example, the two-year colleges that are pre-
dominantly teaching institutions. University staffs have grown faster than
enrollments. 

It is difficult to say with precision what has happened to productivity in
higher education, but by virtually every reasonable scenario it has fallen
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relative to that in the rest of the economy. Under most reasonable assump-
tions, it has fallen even in an absolute sense. Although the evidence is
mixed and depends importantly on the period examined, in general
employees have shared in the vast growth of revenues personally, seeing
their incomes rise significantly in a real sense. It is very likely that the total,
real work-related earnings of faculty on average have risen more than those
of the American people as a whole.

The evidence here shows a trend rarely seen in the private sector—real
earnings of workers (faculty in this case) rising at the same time productiv-
ity growth stagnates. Since increases in real earnings are, in the final analy-
sis, dependent on productivity advance, this may seem surprising. Few
private corporations could survive for long if their widget-makers were
making no more widgets per hour over time but getting pay increases. It
happens in higher education because of rapidly rising third-party payments
and subsidies reflected in higher tuition, bigger grants, greater donations,
and more generous state governmental appropriations. As the disconnec-
tion between the prosperity of the academy and its sluggish productivity
grows, one might envision increased reluctance on the part of providers of
these subsidies to continue their largess. That is a subject for the last part of
this book.
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The New Peculiar Institution

Some scholars and others refer to American slavery as the “peculiar institu-
tion,” in part because of its uniqueness, and the differences between the
nineteenth-century slave economy and culture and the remainder of
American society.1 One could argue that American higher education is the
“peculiar institution” of contemporary times, not as morally invidious nor
quite as contentious as its predecessor, but in many ways equally or more
eccentric. Life within the academy is different from outside. Its inhabitants
often think and act differently than individuals alien to the academic
culture. 

In the rest of society, an hour is a period of 60 minutes’ duration. In
higher education, a class that allegedly meets for an hour actually meets for
around 50 minutes in most cases. A “three-credit-hour” undergraduate
course often meets for 50 minutes three times a week, or a total of 150 min-
utes a week, which in the wider world is equal to two and a half hours.
Similarly, “I went to Stanford for a year” almost certainly translates into
nonacademian English as, “I attended Stanford University for a majority of
the time over a ninth-month period.” You typically pay for having your car
fixed, your lawn mown, or your income taxes done after the services are
received. In higher education, the reverse is usually true: you pay before
you consume.

While many of the peculiarities of the academy are relatively trivial and
quaint, others have more significant implications. In this chapter, I will dis-
cuss three of the more eccentric practices that have economic meaning, in
the process extending the economic analysis of university costs introduced
in previous chapters. The “peculiarities” discussed include price discrimina-
tion, tenure, and cross-subsidization of instruction, intercollegiate athletics,
and food and lodging operations.



Price Discrimination

Most businesses charge all customers the same amount for goods and serv-
ices. However, exceptions are fairly common and are not considered eccen-
tric. Movie theaters often charge children less than adults, bars have “happy
hours” when they sell their liquid refreshments at lower prices, motels and
restaurants give senior citizens discounts, and so on. The most extensive
price discrimination—economist jargon for the practice of charging differ-
ent prices for the same service—is no doubt practiced by the airlines. On
any given flight, there may well be over a dozen different fares paid by pas-
sengers, depending on when or with whom the flight was booked, the age
of the flier (senior citizen and youth discounts exist), or the length of stay
before return.

Colleges and universities practice price discrimination as well, but they
generally disguise it. Instead of overtly having many different tuition rates
for different classes of people, universities typically charge a single rate and
then individually offer customers discounts from it, ranging from zero to
the full amount. Scholarships (and fellowships at the graduate level) are the
major device used to implement this price discrimination.

Before we turn to scholarships, a clarification is in order. State univer-
sities typically charge out-of-state students more than in-state ones, and
sometimes universities have differing tuitions for graduate students and
undergraduate ones, or they vary fees somewhat by college or professional
program. For example, many universities run a regular, on-campus Master
of Business Administration (MBA) program at one fee, and a special week-
end Executive MBA program, very often at an off-campus site, at a higher
fee. Also, some universities in recent years, wanting to raise tuition a lot but
fearing the reaction from parents of current students, have gone to a two-
tier system, whereby new students pay a higher fee than continuing ones,
with the differential disappearing when the continuing students graduate or
otherwise leave. Finally, some universities offer online programs at a differ-
ent fee level than their residential offerings.

But the major form of price discrimination is practiced through schol-
arship and fellowship assistance. Universities are unique in that they can
and do require intimate financial information from potential users of their
services in order to determine by how much they will discriminate. Parents
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of prospective freshmen wanting financial aid are required to submit a state-
ment on a standardized form used by hundreds of institutions that asks,
among other things, about family assets, financial liabilities, income, and
the like. Often, income tax returns are attached to verify information pro-
vided. Price discrimination in the private, for-profit sector is almost entirely
based on group attributes; in the university setting, it is largely based on individ-
ual attributes.

If a private business were to try to require similar information of cus-
tomers, it would likely be referred to the Attorney General or other law
enforcement types for possible prosecution. The mere giving of differential
rebates by the railroads in the late nineteenth century led to the earliest fed-
eral regulatory efforts. Requiring customers to surrender copies of income
tax returns violates the basic concept of a right to privacy. But are universi-
ties condemned for the practice? No—to the contrary, they are praised for
providing greater access to higher education via the scholarships awarded. 

Before discussing in some greater detail the dimensions of price discrim-
ination in American higher education, it is worthwhile to say something
about the practice. Americans, negatively conditioned to the expression
“racial discrimination” and related concepts such as “gender discrimina-
tion,” in general probably view the term “price discrimination” negatively as
well. Actually, economic theory and common sense suggest that price dis-
crimination can be constructive. This is particularly true in businesses,
where the marginal cost of providing one more unit of the good or service
frequently is extremely low, effectively zero. In such cases, offering low
prices to certain classes of customers can lead to more effective utilization
of resources. 

For example, the movie theater might be half-empty if all tickets were
sold at the same price, but by offering discounted tickets to younger persons
(or half-price tickets to Broadway shows the day of the performance), the the-
ater owner enhances revenues and operates at a nearly full house, allowing
lower prices than would otherwise be charged to those paying full price. The
same principle applies with a vengeance to the airlines, which often will offer
last-minute deals on tickets at bargain rates rather than let the seats go empty.
Higher-capacity utilization also lowers capital costs significantly in the long
run. Thus, price discrimination is socially a very desirable practice, and elim-
inating it via public policy would prove very costly to the nation.
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Price discrimination exists because people differ in their responsiveness
to changes in price. In economist jargon, they have different elasticities of
demand. The general principle for a profit-maximizing entrepreneur is to
charge higher prices to customers with low price elasticities, and lower
prices to those with high price elasticities. That way a firm can increase rev-
enues relative to costs, and thus enhance profits.

A simple example should drive the point home. Suppose an airline fly-
ing a 150-seat jet between two cities calculates its total costs per flight at
$30,000, and that cost is the same whether it has 50 or 150 passengers.
Suppose if it charges everybody $250, it can sell 100 tickets, taking in
$25,000 and thus losing $5,000 on the flight. Suppose 60 of those passen-
gers are traveling on business, and 40 are tourists. Now, in an attempt to
end losses, the airline begins to price-discriminate. It prices its tickets for
short-term purchase at $400, and sells 50 seats to business travelers at that
price, taking in $20,000 from that group—$5,000 more than when the fare
was $250. In addition, it now offers a two-week advanced ticket, bought by
tourists for $150. Enticed by the lower price, the number of tourists wish-
ing to buy tickets grows to 80, bringing in $12,000 from them ($2,000
more than before). Total revenues increase to $32,000, the flight is now
profitable, and the plane flies at nearly 87 percent of capacity, rather than at
67 percent as before. The airline might even sell the last 20 seats over the
Internet a few hours before the flight for $100, increasing profits still more.
This is why airlines use differential pricing. The business travelers wanting
to travel on short notice are rather insensitive (although not completely so)
to price; their demand is price-inelastic. The tourists, however, are quite
price-conscious, and their demand is elastic.

For open-admissions universities, following the same principles can
increase both enrollments and revenues, giving the institutions a financial
surplus over what otherwise would be the case and allowing them to hire
more staff, pay their faculty more, build new facilities, and so on. They have
learned this, and have increasingly used price discrimination to do precisely
that. 

Airlines know that sensitivity to price declines as the flight date
approaches, and they use that information to price-discriminate. Universities
cannot use that tactic. Since most students make their decisions on college
several months before enrolling, the last-minute, high-cost admission is not
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a very viable option (although I am a bit surprised some colleges have not
tried it). Instead, colleges use the device of scholarships as the means of get-
ting the information necessary to price-discriminate—namely, family finan-
cial information—drawing on the fact that, other things being equal,
wealthier families will be less price-sensitive than others.

To increase further the demand for services at any given tuition rate,
universities can offer federally subsidized loans. Students and their families
complete forms, such as the Free Application for Federal Student Aid
(FAFSA), conveniently available on the Internet at http://www.fafsa.ed.gov.
They have to provide information from such sources as W-2 forms, income
tax returns, bank statements, and mortgage balance statements. All of this
enables institutions to discriminate both with respect to the price of the uni-
versity (the tuition) and the amount of loans provided to meet that cost.

Another difference exists between universities and other price-
discriminators. The others explicitly price-discriminate by simply having
different prices—adult fares and child fares, for example. Colleges typically
set a single price and discount from that individually, offering literally hun-
dreds of different net tuition rates depending on the income and other
financial circumstances—such as having other kids in college—of students’
families. Having a standard price that is widely discounted (much like
booksellers with bestsellers) fits in with the myth colleges like to purvey
that “everyone is treated the same.” 

To this point, I have discussed needs-based scholarships (tuition-
discounting) at open-admissions universities. Price discrimination is also
important in another context: merit-based scholarships awarded by highly
selective schools. These institutions are predominantly private, but they
also include some of the better state universities, such as the University of
Virginia, the University of Michigan, and the University of California at
Berkeley and Los Angeles. To these schools, maximizing enrollment in itself
is not a goal, although increasing income while maintaining quality is. They
are also deeply into what might be called prestige-maximization, which is
partly achieved by raising the average SAT score and/or high school class
rank of entering students, which, in turn, has a positive effect on the
school’s ranking in the influential U.S. News & World Report annual college
report and elsewhere. Evidence indicates that students generally respond
rather rationally to varying aid offers to maximize the return on what
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Christopher Avery and Caroline M. Hoxby term their “human-capital
investments.”2

Consider two students from high-income families of similar econ-
omic circumstance. One is extremely accomplished, with an SAT com-
posite score of 1540 (out of 1600), and ranks first in her class of two
hundred. The second is also an excellent student, but not so spectacu-
larly so, with an SAT composite score of 1300 and a rank of eighth in his
class of two hundred. Suppose the first student is accepted at Yale,
Columbia, and Northwestern, while the second is admitted at North-
western, the University of North Carolina, and the University of Illinois,
but is rejected by Yale.

All else being equal, the first student might well opt for Yale, since it is
ranked in the top three universities by USN&WR, while Northwestern and
Columbia are “only” near the bottom of the top ten. The second student
likely would opt for Northwestern, easily the best-ranked of the three
schools at which he is accepted, although, in the absence of financial aid,
his parents might grumble a bit about the higher cost of attending that
school relative to public school alternatives.

How might admissions officers at all of these fine schools react, know-
ing they are expected to take in a class that will improve the school’s
USN&WR ranking? While the first of these students is a solid admission at
all three schools, she would be particularly valuable to Columbia or
Northwestern, as she would have a large positive impact on the average
quality of student, as measured by SAT scores and class rank. This is less
true of Yale, which already admits a relatively large number of valedictori-
ans with SAT scores over 1500. Both Columbia and Northwestern likely
will offer her a generous amount of merit-based aid, hoping to win her over
from Yale on the basis of price. (Columbia and Northwestern, incidentally,
almost certainly do not know that Yale has accepted her, but can surmise
based on her performance that she likely would be accepted at one of the
top Ivy League schools.) Northwestern, the only school admitting both stu-
dents, views the second student positively but not enthusiastically. Since his
test scores are below the average for all Northwestern undergraduates, he
might actually hurt the school a bit marginally in terms of the USN&WR
(and other) rankings. So Northwestern might offer this student no grant
assistance (despite the price differential with North Carolina and Illinois),
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but possibly some student loans (to ease the cash-flow problem of paying
the higher tuition and other costs). It very well might offer a huge grant to
the first student, however, essentially lowering her tuition to near zero. In
terms of the earlier analysis, “the elasticity of demand” for Northwestern is
high for the first student (who is inclined to go to Yale anyway), but rela-
tively low for the second (who prefers Northwestern to the alternatives on
quality grounds).

Other considerations affect universities’ pricing decisions. One is race.
Suppose the second student in our example above were African American.
In that case, the chances are excellent that Yale would admit him, since uni-
versities view racial diversity as being crucially important (a subject of later
discussion). The Yale acceptance would make the second student distinctly
less enthusiastic about Northwestern, but the race consideration likely
would make Northwestern distinctly more enthusiastic about him. The stu-
dent’s price-elasticity of demand for Northwestern would be sharply higher
than if he were white, while Northwestern’s “price-elasticity of supply”
would be much lower. In plain English, Northwestern would now vigor-
ously offer a huge scholarship to the student because it desperately wants
him, and because that is the only way it would have a good chance of
getting him. More generally, this means white students, on average, pay
higher tuition to go to college, net of scholarship aid, than black students—
independent of family economic circumstance. In this sense, universities
are definitely “peculiar institutions”; consider the furor if businesses started
offering race-based discounts to customers, on the grounds that they
wanted to diversify their client base!

Universities engage in other forms of price discrimination in the admis-
sions process. Students with athletic talent are especially favored in admis-
sions and receive assistance ranging from deep tuition discounts to complete
payment of all college expenses. While this is most prevalent at the major
football and basketball schools, it is practiced to some degree at virtually
every institution with intercollegiate athletic programs. Since many schools
want the more talented of these athletes to improve their teams’ win-
loss records and national recognition, the student often has several good
choices of institutions; so to the extent permissible under NCAA rules,
schools sometimes compete in part by offering tuition and room and board
discounts. 
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Other Forms of Discrimination in Admissions

Another common but moderately controversial admissions practice is the
tendency for some institutions, especially highly competitive private ones,
to show preference for “legacies”—the children or grandchildren of alumni.
Alums often give money to their alma maters, and otherwise inadequately
qualified students are admitted because the school will directly or indirectly
benefit by larger contributions—in effect, the student will be paying a
tuition supplement. Some argue that this undermines the concept of meri-
tocracy that operates in most university activities and suggest that even the
best of universities will compromise their standards for money.

In a great piece of investigative reporting, Daniel Golden of the Wall Street
Journal uncovered examples of “money talking” and the seeming disregard 
for academic qualifications at America’s premier universities.3 Golden delved
into the records of graduates of the Groton School, one of the nation’s finest
private secondary schools. He noted that Margaret Bass was the only one of
nine Groton applicants from the Class of 1998 to be accepted to Stanford
University, despite a mediocre (by elite university standards) composite SAT
score of 1220—far below the scores of the other eight applicants. Her father,
Robert Bass, was former chair of Stanford’s Board of Trustees, and a contrib-
utor to the institution of $25 million. This is not an unusual occurrence;
nearly one-half of Amherst College’s applicants who are “legacies” are
accepted, compared with only 17 percent of all applicants.4 Henry Park, a
Groton student and son of a Korean immigrant, was denied admission to
several Ivy League schools, despite a spectacular 1560 SAT score and a high
class rank (fourteenth), above that of a majority of the Groton students
accepted by Ivy League schools. By contrast, Lakia Washington, an African
American, ranked sixtieth in the class, had a truly poor (by Ivy League stan-
dards) SAT score of 1110, and was accepted by Columbia. Suki Park, Henry’s
mother, makes an interesting point: “I was naïve. . . . I thought college admis-
sions had something to do with academics.”5

Yet another controversial practice is “early admissions.” Elite liberal arts
colleges and universities often will accept students earlier than normal, pro-
vided they pledge to attend the school accepting them. This allegedly
reduces hassles and worrisome waiting for the student, and helps institu-
tions plan their admissions better. The students who apply under early
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admissions are typically rather well-to-do (and white) applicants, for whom
the competitive offers of other schools with respect to financial aid is a sec-
ondary consideration. Some think early admissions are biased against
minorities and the nonaffluent. Senator Edward Kennedy has even pro-
posed that colleges be required to report the number of their legacy and
early admission applications (somewhat ironically, since he himself was a
legacy admission to Harvard).6

Selective-admissions schools deliberately price tuition below the market-
clearing price ostensibly so they can select students who will perform well.
Yet in reality that principle is breached—a lot—and money, race, athletic
talent, and other nonacademic attributes seem to play a significant role in
admissions. By no means is admission a strictly objective process based
solely on academic potential.7

Tenure 

Imagine the supervisor of an assembly line in a widget factory calling aside
one of her employees who had worked there for six or so years and saying,
“John, we like your work. We are giving you a lifetime employment con-
tract. You cannot be fired, demoted, or have your pay reduced, and we will
put it in writing. If future bosses try to fire you, you can sue them and win.
If you want to work until you are eighty years old, that is up to you.” This
is what happens in American universities when they give tenure to mem-
bers of the faculty.

The most important rationale for tenure is that it protects against
infringements on academic freedom and thus helps promote diverse and
lively discourse on college campuses. As an outspoken faculty member who
has taken a number of stands unpopular in the university community over
the years, I have felt that tenure has enabled me to say and do things I oth-
erwise would not be able to say or do, and that academic freedom has made
our universities, and, by extension, our broader American community, a
better place. Of course, sometimes tenure protects scholars who use their
positions to push particular political agendas and try to thwart others who
hold alternative views. In such cases tenure, rather ironically, may lead to
efforts to restrict academic freedom. It is the unfettered freedom of expression
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that makes universities special places, and the offering of multiple, even
eccentric, views on issues helps students ponder alternative perspectives
and reach educated conclusions about intellectual or policy choices

But tenure comes at a cost, and that cost may be high. I say “may be,”
because nowhere in university accounting systems is the financial impact of
tenure on the institution evaluated, nor are other effects of the practice
assessed. What are the costs? 

First, tenure makes it expensive, if not impossible, to get rid of employees
whose contributions to the institutional mission are declining. It is not rare
for a faculty member to suffer from a progressive, debilitating long-term
mental and/or physical disability and continue to work, despite diminish-
ing effectiveness in the classroom and in his or her research. In the private
sector, the worker would be dismissed, pensioned-off early, given disability
retirement, or somehow otherwise let go.

These things sometimes happen in higher education, but since the
worker has very strong legal protection, the cost of buying out the
employee’s contract can be quite high. Take a sixty-year-old professor, mak-
ing salary and benefits equal to $90,000 a year, who is suffering from the
early stages of Alzheimer’s disease. What if he insists he plans to teach until
the age of seventy? The present value of the stream of future payments to
that faculty member is at least $600,000 (depending on the assumed inter-
est rate and salary increases). Without tenure, the present value of future
obligation to the faculty member might be as low as zero, and probably not
more than one year’s salary and benefits, or $90,000. With tenure, although
chances are good that the university can ease out the sick faculty member
for less than the present cash value of his future earnings, the cost will still
be far greater than if tenure did not exist.8 Most universities are not willing
to make such large cash outlays. As a consequence, students are deprived
of the opportunity to learn from someone who is healthier and more in the
prime of his or her academic life. 

Health problems aside, in a dynamic society, university resources need
to change. Over time, institutions may need to shift faculty positions into
teaching more courses related to information technology, for example, and
fewer in medieval history. Enrollments may tumble in medieval history but
soar in a management information system (MIS) course. When a large
majority of faculty members are tenured, it is difficult to reallocate resources
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from one subject to another. Costs usually considered variable—labor—
become relatively fixed. With untenured faculty, we would give the historian
a year’s notice, dismiss him, and add the MIS person without increasing
labor costs materially on a long-term basis. With tenure, there is a tendency
to keep the immovable medieval historian whose services are tepidly
demanded while adding another person to teach MIS. In this instance,
tenure significantly increases labor costs.

Tenure also makes university administration difficult, less efficient, and
more expensive, and slows needed changes in curriculum and academic
direction. Faculty who cannot be fired for their views tend to be forceful and
sometimes positively uncivil about expressing them. Often they block
changes desired by the administration simply because they feel their personal
interests are imperiled somehow. Humanities faculty, for instance, may be
able to forestall a move to allow students to meet graduation requirements by
studying a computer language instead of a traditional European language. 

Since the faculty must carry out the work of the university, no change in
direction is possible without its cooperation. Having power relative to execu-
tive officers and managers that is unheard of in the private sector (another
unique feature of higher education), they demand participation in all impor-
tant decisions regarding university policy. This requires convening endless
committees, where, in effect, faculty have a near-veto power on decisions (a
situation dramatically less prevalent in institutions where tenure does not
exist). Administrative plans to reallocate resources, change the curriculum,
build new facilities, and a host of other issues are decided only after a rela-
tively long, drawn-out committee-based process, sometimes requiring formal
votes in faculty governance organizations, university committees, and other
such bodies. The more distinguished the institution, the more likely this is the
case. In universities with faculty unions (still very much in minority) much of
this is very formally laid out in the master bargaining agreement. 

Finally, tenure plays a significant role in the “balkanization” of institu-
tions of higher education, diminishing the valuable interdisciplinary dis-
course that is the heart of the reason for having universities instead of
research and teaching institutes narrowly focused on individual disciplines.
Veteran professors and administrators at universities very often lament the
decline in interest in university affairs by younger faculty and the reduction
in interdisciplinary discourse across their campuses.9 Faculty seem loyal to

76 GOING BROKE BY DEGREE



their disciplines, not their universities. They are appallingly ignorant of
advances in other disciplines, often ones closely allied with their own, while
extremely conversant on often obscure advances in their subdisciplines.
Economists, for example, are clueless about what is going on in political sci-
ence, and vice versa. Specialists in public finance economics increasingly
cannot understand what specialists in the economics of industrial organi-
zation are talking about. Generalization and interdisciplinary synthesis are
disdained; narrow technocratic specialization is de rigueur.10

This is not all bad. Scientific specialization has led to important
advances that have raised productivity, increased living standards, and pro-
longed lives, not to mention adding to America’s prestige and the world-
wide perception that ours is the leading nation in the world. But the
community of scholars spends less time discussing issues of common
concern in an intelligent fashion. The economists do not spend much time
talking to the historians. The philosophers and the literature professors
have less interaction than in previous years. The business school faculty and
the rest of the university often look upon each other with contempt. 

Yet business scholarship and business itself can benefit from a histori-
cal perspective, from discussions on what separates right from wrong, from
knowledge of foreign languages. And literature professors could benefit
from some of the pragmatic realism and competitive spirit that the business
faculty often embodies. Instead, we are engaged in a balkanized tribalism
that in the university community reverses the national motto e pluribus
unum—out of many, one—and turns it to, “Out of one comes many.” 

In what way does tenure help bring this about? In order to get tenure
at research universities and, increasingly, good liberal arts colleges, faculty
members must have published significant research in their respective pro-
fessions. The proliferation of faculty over the past several decades has led to
vast numbers trying to write the relatively few articles a year that are of
interest to a general audience within their disciplines. The result is that
most writing is done for publication in highly specialized journals appeal-
ing to narrow audiences. Thus, it is counterproductive for these persons in
their formative years to interact much with those in related disciplines. It is
counterproductive to serve on university committees. It may even be coun-
terproductive to take teaching too seriously. This is bad for students, bad
for scholarship that has broad social meaning, and bad for developing a
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university community that has common meaning. And once faculty get
tenure, they are often set in their ways (often at an age approaching forty,
since the median age of new PhDs in the United States is around 33), so the
situation does not improve with age. 

Life is full of tradeoffs, and that is quite apparent with tenure. It serves
a legitimate purpose, indeed one so important that it may well trump all the
negative factors associated with it. Freedom of expression is vital to the
operation of great universities—when expression is suppressed, they 
lose much of their vitality and their reason to exist. Yet tenure can be a
frightfully costly way of guaranteeing that expression, and some respected
scholars have called for its abolition.11

There are some indications that tenure is on the decline. In 1980–81,
64.8 percent of full-time instructional faculty had tenure, but that fell mar-
ginally to 62.4 percent by 1999–2000.12 Given that the faculty on the
whole got older and moved, on average, to higher ranks, the rank-adjusted
decline is moderately greater, although still well over 90 percent of full pro-
fessors have tenure. Tenured assistant professors and lecturers, once fairly
common, are becoming an endangered species. 

Rapidly growing for-profit schools generally do not award tenure. A larger
proportion of teaching is done by adjunct and part-time faculty, so the pro-
portion of student credit-hours taught by tenured faculty is now probably
well below 50 percent. Universities are finding ways to reduce the implicit
costs associated with tenure. Some would argue that the rise in adjunct and
part-time instructors has come at a qualitative cost. Certainly, that trend in
part reflects an attempt to get around the costs associated with tenure.

Is there a “middle way” between a world where most senior faculty have
tenure and one where they do not? Can there be a reasonable guarantee of
academic freedom that is less costly, using some nontenure arrangement? I am
not really sure, but I will discuss some options in the last part of this book. 

Cross-Subsidization

Universities carry out multiple missions—undergraduate instruction, grad-
uate instruction, contracted research, other research, the feeding and hous-
ing of students, and the fielding of athletic teams, among others. In doing
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so they are not distinctive or “peculiar.” To use a private sector analogy,
General Electric makes turbines, sells appliances, lends money, and oper-
ates a television network. Multiple-task organizations are commonplace.

Private, for-profit companies, however, expect each of their separate
businesses to operate at a profit, or at least not at a sustained loss. If GE
loses money for several years in a row making jet engines, it probably will
exit the business. Stockholders will tire of seeing earnings dragged down,
and other divisions of the company will resent, in effect, having to subsi-
dize the jet engine business. 

Universities, by contrast, will subsidize poorly performing operations
for sustained periods, taking revenues that otherwise would support one
activity and giving them to another that is not sustainable under existing
funding arrangements. Most revenues universities receive are designated for
a particular purpose. Tuition revenues are implicitly earmarked to support
instruction, although seldom is there an explicit commitment that this is
how they will be used. Most federal assistance for research or other purposes
is also earmarked, as are most private gifts. State appropriations often are
less explicitly earmarked, and universities do receive some undesignated
gifts and have endowment monies available to sustain operations that are
otherwise not self-supporting.

Universities engage in cross-subsidization in several areas. Let me men-
tion three typical examples which will be discussed at length below. First,
funds that most people believe are supporting undergraduate instruction
often are, in fact, supporting graduate education and research activities.
Second, at many universities, intercollegiate athletics are subsidized, often
rather substantially, by administrators who rationalize that such subsidies
have long-term payoffs in terms of alumni contributions, greater national
recognition which stimulates the quality of enrollees, and other benefits.
And third, I detect in some of the statistics the possibility that at some uni-
versities, food and dormitory operations are beginning to subsidize other
parts of the institution. 

Instructional Subsidization. It has long been accepted that in universities
there are forms of instruction that need to be subsidized, since there is an
institutional obligation to maintain some teaching and research in areas that
are losing popularity with students, but are still important in maintaining
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our cultural heritage. Thus, some schools maintain classics departments
with modest enrollments whose continuation might not make much sense
on a strict cost-per-student, credit-hour basis. In some areas, instruction is
relatively more expensive than others, either because, as in areas such as
medical or business education, the salaries of professors are high relative 
to other disciplines, or because, as in some sciences and again, medical
education, there is a need for lots of instructional support personnel or
expensive equipment or supplies. In the private, for-profit sector, these dif-
ferential costs are met in large part by charging different prices for services;
in universities, for reasons not entirely understood by me, tuition tends to
be completely or largely uniform across disciplines and colleges.

A bigger issue is the extent, if any, to which undergraduate education
subsidizes graduate studies and research. It is no secret that large research
universities teach freshmen and sophomores rather cheaply. Often, they
attend lectures with several hundred other students, or classes taught by
relatively low-paid, inexperienced graduate “teaching assistants.”
Meanwhile, highly paid senior professors spend generous amounts of time
with advanced graduate students in small seminars, individualized discus-
sion, and the like. 

While this phenomenon is especially prevalent at large state universities,
it is also present to some extent at expensive private schools where students
pay tuition of $25,000 or more per year. I remember how struck I was a num-
ber of years ago when a professional acquaintance who was a senior faculty
member at Stanford University told me he was sending his son to Claremont
McKenna College, where I was teaching at the time, instead of to Stanford,
despite the free tuition he would receive at Stanford for his son. Speaking of
his own institution, he said, “We have neglected our undergraduates for
years,” and, “I want him to get personalized attention and a good liberal arts
education.” Stanford is usually in the top five in the USN&WR rankings of
national research universities, while Claremont McKenna—a very good
school—is currently “only” thirteenth in the national rankings of liberal arts
colleges. While the situation may well have improved for undergraduates at
Stanford since then, the perception that undergraduates are neglected at
research universities remains. 

It is possible to make some rough estimates about the increase in
cross-subsidization over recent decades. Confining our analysis to public
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universities, let us first assume that two-year institutions are only in the busi-
ness of providing undergraduate instruction (a fairly realistic assumption),
and that the increase of about 35 percent in their real spending per student
from 1970–71 to 1999–2000 is thus entirely devoted to improving under-
graduate instruction. Let us further assume that although the four-year insti-
tutions do many things besides teaching undergraduates, their qualitative
effort on behalf of undergraduate learning is expanding at the same rate as the
two-year colleges, or by 35 percent per student. Let us also assume that a 35
percent increase per student in the component of university activities not having
to do with undergraduate education is justifiable to keep the resource allocation
mix the same between undergraduate instruction and other activities. Actual
1999–2000 spending per student in public four-year universities was $1,764
higher than what those assumptions would have required—interestingly, 
an amount very close to the rise in real in-state tuition over that period. In
total, $10.637 billion more was reallocated away from undergraduate instruc-
tion to other activities. Moreover, this was during a period in which tuition
was covering a rising proportion of overall public university revenues. 

Thus, over time, undergraduate student fees are covering more of the
costs of higher education, but undergraduate instruction is absorbing a lesser
proportion of university resources. To be sure, in 1970, the costs of under-
graduate instruction were heavily subsidized, largely by state appropriations,
in public universities. But the data suggest that, at the very minimum, relative
to 1970, the subsidization of undergraduate instruction with monies other
than fees has declined significantly as a proportion of the cost of educating
students. The students are paying more of the cost of educating themselves.

This judgment may actually be an understatement of the phenomenon.
According to the data available on instructional spending per student, as
indicated in the last chapter, only twenty-one cents per dollar of the increased
spending per student in public universities in the period 1976–77 to
1999–2000 went for instruction. Figure 4-1 shows that in-state average
tuition at four-year public universities covered a significantly larger propor-
tion of the amount spent on instruction per full-time-equivalent student at
those institutions in 1999–2000 than it did a quarter of a century ago.

In the first decade of the new century, tuition rates have surged at major
state universities, so data for, say, the 2003–4 school year are almost
certainly going to show in-state tuition covering a majority of the direct
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instructional costs at those universities. At the margin, the rise in tuition
from 1976–77 to 1999–2000 more than covered the total rise in direct
instructional costs—in an absolute sense, nontuition coverage of those
costs declined. Moreover, out-of-state students, whose data were excluded
from the calculations, saw their tuitions increase relatively more. 

Furthermore, graduate students were included in the figures for instruc-
tional cost per student used in the above calculations, and graduate student
instruction is vastly more expensive than that for undergraduates. While in
1999–2000, spending per full-time-equivalent student for instruction was
$8,135 in public universities, my somewhat educated guess is that the addi-
tional cost of educating one more freshman is substantially less, perhaps
$5,000 or a bit more per student. At some public universities, tuition exceeds
that amount. For freshmen and sophomores, tuition often covers the entire
instructional cost, and even a bit of the overhead administrative costs. For
out-of-state students, such fees vastly exceed those marginal instructional
costs for freshmen and sophomores, and probably at least cover them typi-
cally for advanced undergraduates. When other monies, for example, private
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support, are considered, some state universities make a considerable surplus
from educating freshman and sophomore out-of-state students, which is then
used to subsidize other university activities (the education of in-state stu-
dents, graduate education, research, intercollegiate athletics, and so forth).

The movement of resources from undergraduate teaching to graduate
education and research has probably contributed importantly to the emer-
gence of an academic underclass of perpetual graduate students who live off
modest stipends as teaching and research assistants. In the last chapter, I
indicated that the median period it takes to get a PhD is now over ten
years—a scandal. As the former president of Cornell, Frank H. T. Rhodes,
puts it, “I believe that this pattern of ever-longer PhD enrollment is simply
too much.”13 Moreover, there is some evidence that the attrition rate for PhD
candidates exceeds 50 percent. In the core social science disciplines of eco-
nomics, history, and politics, about 60 percent of entering students drop
out, many of them after several years in the pipeline.14

At private universities, the picture is even starker. Instructional costs are
somewhat higher, as those schools often do give their students more per-
sonalized attention. But my guess is that the true marginal cost of educat-
ing a freshman or sophomore at a good private university seldom exceeds
$10,000 a year, and probably not $25,000 for juniors or seniors. Tuition
often vastly exceeds even that higher amount, and students and their fam-
ilies increasingly are asked to subsidize graduate education, research, and
perhaps other activities.

All of this is leading to rising discontent with universities. Much of the
reallocation of resources to research and graduate education is being
directed not by public policymakers or by university trustees, but by the
faculty and administration of the universities themselves. Professors would
rather teach graduate students than undergraduate students, and would
rather write articles than teach a lot. (Of course, that is a broad generaliza-
tion; there are many exceptions.) 

In a recent poll commissioned by the Chronicle of Higher Education, 82
percent of respondents (adults) either agreed or strongly agreed with the
statement, “It is very difficult for a middle-class family to afford a college
education.”15 Similarly overwhelming majorities indicated support for the
view that students incur too much debt to finance college, and that the col-
leges could reduce costs without hurting quality. Moreover, respondents
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even had some suggestions how to cut costs: Two-thirds were opposed to
the institution of tenure, and a similar proportion thought universities
devoted too much attention to athletics. Moreover, only 8 percent of
respondents thought it less than important for colleges to “prepare under-
graduate students for a career”; some 15 percent felt that research was less
than important; and 37 percent did not feel it was important for universi-
ties to “help attract new business to the local region”—a task some state
universities have appointed to themselves. 

All of this suggests that the sharp increase in tuition charges cannot
continue on a sustained basis. People are upset, and they may increasingly
favor alternatives: online instruction, overseas or Canadian universities,
nonuniversity forms of certification (to turn out “Microsoft-certified” com-
puter gurus, for instance), attendance at cheaper community colleges
instead of universities, and so on. 

Intercollegiate Athletics. Intercollegiate athletics typically operates at a
significant cost that must be financed, and often revenues from tickets,
broadcast rights, sale of logos, and the like are not enough to cover it. My
own institution, Ohio University, is an excellent example of a mid-size state
university with some research emphasis whose administration wants to use
sports as a means of attaining greater repute nationally. Faculty grumble
about the costs, but administrators assure us that athletics lure alumni con-
tributions, attract better applicants for admission, provide leadership skills
for hundreds of students, and gain us national respect. Like most faculty
colleagues, I am generally dubious that all of these “positive externalities” of
intercollegiate sports exist; but even if they do, they come at a high cost. 

The intercollegiate athletic budget at Ohio University exceeds $12 mil-
lion a year, but less than one-fourth of that is covered by sports-generated
revenues, meaning the rest of the university provides over $9 million in
subsidy. Moreover, that first figure is probably an understatement, leaving
out such things as depreciation of athletic facilities whose inclusion would
be mandated under private sector accounting rules. The total general fund
budget for the main campus, excluding auxiliary operations and some
restricted grants, is around $309 million. Thus, about three cents of every
dollar spent for general university purposes goes for subsidies to intercolle-
giate sports, an amount equal to about $500 per student. If students were
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asked, “Would you favor lowering tuition by $500 a year, but eliminating
all intercollegiate sports?” my guess is they would overwhelmingly support
the proposition. While Notre Dame, Ohio State, the University of Florida,
and other popular and strong football schools may make money on football
and even break even on intercollegiate athletics, many others are like Ohio
University, aspiring for athletic greatness but never quite making it.

Food and Lodging Operations. During the budget crunches faced by uni-
versities after the brief 2001 recession, many schools raised not only their
tuition substantially, but also their room and board charges, by far more
than the rate of increase in food and lodging prices. It occurred to me that
universities might be using some of the incremental increase in room and
board charges to subsidize other university activities. Historically, most
universities have tried to operate their dorm-related activities on a self-
sustaining basis, not drawing on general university revenues to subsidize
them, but also not expecting these operations to help fund the universities’
other (primarily educational) enterprises.

An examination of room and board charges over time suggests that one
or more of the following is probably occurring: 

• The quality of food and lodging services is rising, and it is rising
relative to similar services furnished by other providers. 

• Because universities are relatively inefficient in providing these
services, prices are rising more than for similar services provided
in the for-profit sector.

• Universities are starting to generate “profits” from these opera-
tions that are now cross-subsidizing other operations.

From 1970–71 to 1999–2000, both the food and beverage and hous-
ing components of the Consumer Price Index more than quadrupled. If the
price of college dormitory room and board had risen at the rate of inflation
of the appropriate components of the CPI, the typical dorm room in all
public institutions of higher education would have cost $1,750 in
1999–2000. The actual charge was $2,440—nearly $700, or 40 percent,
more. Similarly, had the board charge for 1970–71 increased in line with
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the food and beverage inflation rate, the 1999–2000 charge would have
been $2,173—nearly $200 less than the $2,364 actually charged. University
room and board inflation greatly exceeds that predicted by the general increase in
food and housing prices.

It is probably true that students in dorms live in somewhat better con-
ditions and receive better food and more choices than three decades ago.
More dorm rooms are air-conditioned, and more students have some
kitchen facilities, either in a suite in which they live or within the dorm
complex. But such qualitative improvements have occurred with housing
generally, and it seems doubtful to me that a 40 percent increase in dorm
charges in real terms is justified by them. Perhaps the rising costs reflect the
relative inefficiency in this area of universities, which are not subject to the
same market discipline as private entrepreneurs and often have a monop-
oly position in housing (when students are required to live in university
housing). If this is so, it provides a case for privatization of those facilities.
Do universities really need to be in the food and lodging business? 

The data for the past few years provide very strong circumstantial sup-
port for the view that room and board charges are rising far faster than
underlying inflation, and that universities are taking the surplus funds gen-
erated to do other things. This cross-subsidization, it might be argued, is
the equivalent of stealth tuition increases—a backhanded way of getting
more money from students without the adverse publicity associated with
raising tuition.

I calculated rising average room and board charges for all institutions,
private as well as public, comparing charges for academic year 2001–2 with
those of two years earlier, 1999–2000. I then compared the increase in
dorm charges with the increase in the “lodging away from home” compo-
nent of the CPI , and the higher board charges with the increase in the “food
away from home” (largely, restaurant prices) component.

The results, reported in figures 4-2 and 4-3, are pretty startling. Starting
with food, the general inflation rate in the economy was slightly over 5 per-
cent for the two years (as evaluated by the price index for outside-of-the-
home food purchases), compared with over 9 percent within universities.
As significant as that differential is, it pales in comparison with the rise in
room charges. While the outside-of-the-home lodging prices rose less than
5 percent, university dorm charges soared over 11 percent.
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Even if one accepts the argument that universities are improving their
dorms and serving better food, the sharp rise in recent room and board
rates in real terms suggests that some universities are leaning on their aux-
iliary enterprises for some relief from budget pressures that were augmented
by the 2001 recession and the bear market in equities after 2000. It might
be that the food and lodging operations are being forced to pay more for
university overhead expenses. In any case, at the margin, it appears that
some cross-subsidization of other activities is occurring. 

Conclusions

Universities are peculiar in many ways. Unlike other organizations that also
practice price discrimination, universities can and do legally pry into the
most intimate financial information of their clients before deciding how
much to charge each customer. Implicitly, universities charge whites more
than blacks, nonathletes more than athletes, and, sometimes, less able stu-
dents more than more able ones. They have pushed price discrimination to
levels unheard of in the private sector, even in the airline industry, which is
known for its aggressive use of this practice. 

Universities also are nearly unique in offering large portions of their key
staff—the faculty—lifetime employment contracts, a device that effectively
protects academic freedom but imposes an enormous cost on higher edu-
cation and, sometimes, on the quality of education received by students. 

Last, universities take funds intended for one use and reallocate them
to others, engaging in cross-subsidization to a degree relatively rare in other
sectors, with the conspicuous exception of medicine. The external subsidies
of undergraduate education have declined in relative importance as univer-
sities have reallocated funds, sometimes without the knowledge of major
providers of those funds, to favored activities, such as graduate education
and research, and, to a much lesser extent, intercollegiate athletics at some
schools. Given growing concerns about rising costs, the continuance and
expansion of these “peculiar” practices become problematic, as they con-
tribute to the continued rise in the cost of undergraduate education. 

88 GOING BROKE BY DEGREE



PART II

Have Our Universities 
Lost Their Way?





91

5

American Higher Education:
Past and Present 

To this point, this book has focused on the rising costs of higher education
and their causes. In the next few chapters, we put this issue into a broader
context. First, in this chapter, we discuss the growing importance of the
issue, looking at the growth of American universities and some of the
demographic and other trends that have occurred. Then, in chapters 6 and
7, we ask some very basic questions: Why do we need universities? Can the
functions of universities be performed in other ways? Even if universities
are desirable institutions for disseminating and producing knowledge, why
should governments and private third parties subsidize them? 

In short, while the first part of this book dealt with the cost explosion
in higher education, this part deals with the perceived rationale for higher
education itself. It will set the stage for the final part of the book, which
looks at the future of the American university.

American Higher Education Today

In many ways, this is the Golden Age of American higher education.
American universities are widely perceived to be the best in the world, in
marked contrast to our primary and secondary schools. Students flock 
to American universities from many other countries, indeed, in such num-
bers that the presence of foreign students was considered a potentially
serious threat to national security in the aftermath of the September 11,
2001, tragedy. The winners of the most prestigious international scholarly
prizes are predominantly individuals in some way affiliated with American
research universities. 



More than any other major nation, America has achieved the dream of
providing higher education for a large proportion of its population entering
adulthood. Americans devote far more resources to higher education than
any other country in the world, and most persons would agree that this
expenditure has resulted in a rewarding payoff: a highly educated and pro-
ductive population of Americans, and of others who temporarily migrate
here to take advantage of the nation’s great colleges and universities. 

A good deal of objective data supports what might be termed
“American higher educational exceptionalism.” First, the sheer numbers
going to colleges, universities, technical institutes, and other postsecondary
training schools are large by any standard. Table 5-1 shows the growth in
enrollments for years ending in “0” since 1870.1 Enrollments have risen
continuously in absolute numbers since the first reliable estimates of total
enrollments were compiled after 1870. To be sure, the American popula-
tion has grown more than sevenfold since 1870. Correcting for that, how-
ever, enrollments still have increased remarkably. In 1870, barely one out
of every thousand Americans was a college student; since 1980, over fifty
out of every thousand are in college—more than 5 percent of the total
population.

The population-adjusted numbers in table 5-1 show a steady increase
in enrollments until the 1990s, although the rate varied sharply over time.
It was modest in the 1880s, 1900s, and, arguably, the 1950s, for example.
It was relatively large in the 1920s, and especially large in the 1960s and
1970s. The ratio of college students to population rose in decades of big
wars (the 1910s and the 1940s) and economic distress (the 1930s). The
huge surge in the 1960s was, in both an absolute and relative sense, easily
the greatest increase of the century. During that decade, college enrollments
more than doubled, implying annual average growth exceeding 7 percent
per year. Old universities expanded rapidly, and many new schools were
started. It was in many ways the Golden Age of university expansion.

But note the decline in the 1990s. In an absolute sense, enrollments
rose modestly (about 9 percent), but they grew less rapidly than the popu-
lation as a whole for the first time in modern American history. Why? It is
tempting to argue that the decline was the result of rising college costs, the
most important focus of this book. In fact, however, the bulk of the reason
lay elsewhere—with changing demographic trends.
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From 1990 to 2000, the proportion of the American population in 
the eighteen- to twenty-four-year age group declined, reflecting falling births
in the 1970s. This was the sole determinant of the fall in the percentage of
Americans going to college. Table 5-2 shows enrollments for the twentieth
century per one thousand persons ages eighteen to twenty-four, the prime age
group attending college. In 1900, barely 2 percent (less than twenty-three per
thousand population) of the prime college-age population attended college—
by 1990, for the first time, a majority did. The rise in this ratio was continu-
ous, being particularly robust in the 1920s, 1940s, 1960s, and 1980s. The
sharp slowdown in the increase in college participation in the 1990s parti-
ally explains the low absolute growth in enrollments in that decade. (The
other explanation is the dearth of college-age students in this time period.)

This trend has implications for future enrollment growth. Universities
in the postwar era became accustomed to robust enrollment growth—
but the annual percentage growth has declined in every decade after the
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TABLE 5-1
ENROLLMENT IN U.S. HIGHER EDUCATION, 1870–2000

Yeara Enrollment Enrollment per 1,000 Population

1870 52,286 1.32
1880 115,817 2.31
1890 156,756 2.49
1900 237,592 3.12
1910 355,213 3.85
1920 597,880 5.64
1930 1,100,737 8.93
1940 1,494,203 11.31
1950 2,659,021 17.57
1960 3,639,847 20.30
1970 8,004,660 39.39
1980 11,569,899 51.07
1990 13,538,560 54.44
2000 14,791,224 52.56

SOURCE: NCES, Digest of Education Statistics: 2002 (Washington, D.C.: Government Printing Office,
2003), table 171; U.S. Census Bureau, Statistical Abstract of the United States: 2003 (Washington, D.C.:
Government Printing Office, 2004), table 1.
a. School year ending in indicated date.



1960s, falling to below 1 percent in the 1990s. Changing rates of popu-
lation growth play only a small role in this. Enrollment growth before
1990 resulted mainly from increasing participation of the population in
higher education. As the growth in that participation slows, university
enrollment change likely will be determined to a greater extent by
population change, especially among eighteen- to twenty-four-year-olds.
That, in turn, depends not only on birth rates but on immigration, which
now contributes a significant proportion (roughly one-third) of American
population growth. 

In that regard, it is interesting to note that in 2001, the resident pop-
ulation five to nine years of age was actually slightly less than the popula-
tion ages fifteen to nineteen. Thus, the traditionally important pool of 
eighteen- to twenty-four-year-old students one decade from now is not
likely to be any larger than it is at present, unless we have an upsurge in
immigration. If the participation rate of youth in higher education were 
to rise only a very little (as in the 1990s), enrollment gains in the next
decade would be predicted to be very modest or even nonexistent in any
model that emphasized the eighteen- to twenty-four-year age pool as a key
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TABLE 5-2
HIGHER EDUCATION ENROLLMENT PER 1,000 POPULATION

AGES 18 TO 24

Enrollment Per 1,000 Enrollment Per 1,000 
Year Population Ages 18 to 24 Year Population Ages 18 to 24

1900 22.77 1960 225.68
1910 29.99 1970 323.93
1920 46.03 1980 388.38
1930 75.54 1990 506.38
1940 96.07 2000 544.92
1950 170.05

SOURCE: NCES, Digest of Education Statistics: 2002 (Washington, D.C.: Government Printing Office,
2003), table 171; U.S. Census Bureau, Statistical Abstract of the United States: 2003 (Washington, 
D.C.: Government Printing Office, 2004), table 1; Statistical Abstract of the United States: 1988
(Washington, D.C.: Government Printing Office, 1987), table 13; U.S. Census Bureau, Historical
Statistics of the United States, Colonial Times to 1970 (Washington, D.C.: Government Printing Office,
1976), 15.



determinant. Other data on, for example, college enrollments of recent 
high school graduates are roughly compatible consistent with table 5-2.2

Universities wanting to expand their numbers but aware of demo-
graphic realities and the slowing of the growth in college participation may
engage in more extensive marketing efforts in years to come. Their total
enrollments, however, are also affected by three other factors: the degree of
participation in graduate and professional education, the growth in the
importance of “nontraditional” students (outside the eighteen- to twenty-
four-year age group), and international migration to American universities.

Graduate vs. Undergraduate Enrollments. Most universities (as opposed
to liberal arts colleges and two-year institutions) aspire to have bigger and
better graduate and professional programs. The thinking is that such pro-
grams provide prestige, greater grant opportunities, and higher subsidies
from governments than undergraduate programs offer. As the traditional
undergraduate student population base stagnates, graduate education offers
other opportunities for universities to grow in size and reputation. The
same applies to professional schools. Ambitious universities aspire to add
law and medical schools and a variety of other professional postgraduate
programs, as well as PhD programs, to their offerings. Professors clamor to
teach graduate students, as that confers greater prestige, and arguably more
intellectual satisfaction, than instructing undergraduates in basic survey
courses.

With this bias toward advanced instruction, one might expect the pro-
portion of persons seeking advanced degrees to expand significantly over
time. More and more students trying to get an edge on others in job mar-
kets would try to boost their credentials with masters’ or doctoral degrees,
or with advanced professional training. Has this happened? Not really.
While the number of graduate and professional students has risen with
enrollments generally over very long-term horizons, the proportion receiv-
ing graduate or professional training has remained remarkably stable for
several decades. Table 5-3 shows that 86 percent of enrollments were at the
undergraduate level in both the 1969–70 and 1999–2000 school years,
while the proportion of graduate students rose only very slightly, and the
proportion of professional students declined a bit. What is interesting are
not the differences, but rather the stability in the relationship over time.
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One caveat is in order. In the 1990s, the graduate share of enrollment
rose noticeably. Graduate enrollments rose nearly 19 percent over the
decade, compared with 8 percent for undergraduates (and 11 percent for
professional enrollments). Hopes of university administrators for larger
relative graduate enrollments were modestly realized. Whether this was
the beginning of a significant long-term trend, only time will tell. Since
the financial payoff to such graduate degrees as the MBA has grown sub-
stantially over time, it is probable that the relative importance of gradu-
ate education will increase somewhat in the future. 

The Increase in “Nontraditional” Students. Most persons going to col-
lege enter from high school, usually when they are about eighteen years old.
They typically stay in college for four years or so, until the age of twenty-
two or perhaps twenty-three. There have been brief periods in American
history when the proportion of older students in universities was rather
large, notably after World War II, when millions of veterans began or fin-
ished college several years older than traditional students. In the last decade
or two, however, universities have talked about the increasing importance
of nontraditional (generally, older) students. To what extent does this phe-
nomenon exist?

As table 5-4 suggests, from 1975 to 1995 there was an upward trend in
the proportion of college students outside the eighteen- to twenty-four-year
group. The number of students over thirty-five years of age more than
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TABLE 5-3
COMPOSITION OF UNIVERSITY ENROLLMENTS BY

TYPE OF STUDENT, 1970–2000

Yeara Undergraduateb Graduateb Professionalb

1970 86.01 11.93 2.06
1980 85.13 12.38 2.49
1990 86.73 11.24 2.02
2000 85.73 12.22 2.05

SOURCE: NCES, Digest of Education Statistics: 2002 (Washington, D.C.: Government Printing Office, 2003),
table 177; author’s calculations.
a. School year ending in indicated date. 
b. All numbers are percents of all students.



doubled, alone accounting for nearly half of the total enrollment growth in
that period. In 1995, nearly 42 percent of those enrolled in college were
outside the traditional student age group.

In the late 1990s, however, the upsurge in numbers of nontraditional
students came to an abrupt end, and, indeed, enrollments of these students
showed some decline. In the absence of a decline in enrollments of persons
outside the eighteen- to twenty-four-year age group, total enrollments
would have risen 50 percent more from 1995 to 2000 than actually
occurred. The reason is not related to a declining population pool—to the
contrary, the over-thirty-five population grew 24 percent during the 1990s.
The number of college enrollees per one thousand persons over the age of
thirty-five fell from 20.1 to 17.5 over the course of the decade, and even
more in the last half of the decade. 

I am not entirely sure why the stagnation and decline in the older stu-
dent population occurred, but I can offer some educated conjectures. First,
it is entirely possible that the sensitivity of older Americans to the rapidly
rising tuition costs of the 1990s (the price-elasticity of demand) was greater
than among traditional-age students. Why? 
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TABLE 5-4
CHANGING NONTRADITIONAL STUDENT ENROLLMENTS, 1975–2000a

Age 1975 1980 1985 1990 1995 2000

<18 238 218 291 168 165 148

>35 1,183 1,207 1,661 2,318 2,669 2,507

25–34 2,468 2,703 3,063 3,161 3,349 3,207

All ages 10,880 11,387 12,524 13,621 14,715 15,314

Not 18–24 3,899 4,128 5,035 5,667 6,163 5,862

% Not 35.84 36.25 40.20 41.60 41.88 38.28
18–24

∆% Total Not NA 45.17 79.77 57.61 45.33 −42.45
18–24b

SOURCE: U.S. Census Bureau, Statistical Abstract of the United States (Washington, D.C.: Government Print-
ing Office, various years). Tables for various years are found in section 4. Data were originally collected by
the NCES..
a. Enrollments are in thousands. 
b. % of increase in total enrollment over previous 5 years in age groups other than 18 to 24.



For younger Americans, higher education is largely an investment made
to increase their lifetime incomes. This justifies borrowing large amounts to
ease the financial pain of going to college. The earnings differential between
college- and high school-educated individuals widened in the 1990s, justi-
fying the payment of sharply higher tuition for those looking at college as
an enhancer of income. For older Americans then returning to college at,
say, fifty or sixty years of age, higher education was largely a consumption
good—something attained for enjoyment and a sense of fulfillment. It was
harder to justify paying the rising fees to take college courses largely for
personal enrichment, especially in light of the probability that older
Americans received less scholarship aid—that is, discounts from the “sticker”
price. Moreover, for those seeking mainly enjoyment from learning, new or
improved technologies, such as the Internet and cable TV outlets like the
History and Discovery channels, and cheaper international travel, began to
offer options to taking college courses that were increasingly more afford-
able and, arguably, as culturally fulfilling. 

Second, after 1990 there was a surge in the number of workers over
the age of thirty-five, increasing by 30 percent from 1990 to 2000.3 Other
things being equal, workers are less likely to participate in higher educa-
tion than nonworkers. Moreover, the older student phenomenon is
particularly concentrated among women. For example, in 1990, there
were slightly over twice as many women of nontraditional age as men
enrolled in American institutions of higher education. The rise in female
labor force participation was particularly great among middle-aged
women. For example, in 1990, the labor force participation rate (the per-
centage in the labor force) for women ages forty-five to sixty-four was
56.5 percent; by 2000, it had risen sharply to 65.4 percent—at a time
when the pool of women in that age group was also rising rapidly.4

A phenomenon of less quantitative importance but still of some inter-
est was the rather noticeable decline in the number of college students
under the age of eighteen. If the numbers are to be believed, the absolute
number fell nearly 38 percent from 1975 to 2000, despite the enactment
by some states of programs allowing bright high school students to enroll
in universities at relatively modest costs. One part of the explanation was
the sharp increase in popularity of Advanced Placement examinations
and the newer International Baccalaureate examinations, which allow
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students in high school to earn credits toward college graduation. As col-
lege costs continue to soar, the relative importance of substitutes for the
traditional college experience can be expected to continue to grow.

The Globalization of American Universities. American universities are
distinctly more international today than they were even a generation ago.
American students travel abroad in programs sponsored by their own or
other American universities in greater numbers than ever before. A
greater international emphasis is placed on the curriculum in many
schools. And, most relevant to this discussion, the number of foreign stu-
dents attending American universities has risen meteorically in the last
generation. 

There are two dimensions to this last point. The first relates to students
who are citizens of other countries who have temporarily migrated to the
United States for an education; the second involves immigrants to the United
States who attend American universities or have children who attend.

With respect to the first group, the number of nonimmigrant, foreign-
born individuals attending American universities more than tripled in the
past generation, going from less than 180,000 in 1976 to 548,000 in 2001.5

As a percentage of total enrollments, the increase was somewhat less, going
from 1.6 percent in 1976 to about 3.7 percent early in the new century,
although universities with over 10 percent nonimmigrant, foreign-born
enrollees are commonplace. The increase came from all parts of the globe but
was concentrated heavily in Asia, which provided a majority (54 percent) of
the foreign students in 1976 and an even greater proportion (nearly 62 per-
cent) by 2001. Particularly important was rising enrollment from India,
Japan, South Korea, and China (including Taiwan and Hong Kong). 

Interestingly, Mexico, the large neighboring country that provides the
largest number of immigrants to the United States, is a modest source of
foreign students (only 11,000 in 2001—less than 20 percent of those from
Latin America). Another surprise is that, in percentage terms, the biggest
growth in foreign enrollments has been from Europe, which provided only
8 percent of foreign students in 1976, but nearly 15 percent by 2001—this
in a period when the relative importance of Europe in immigration has
declined. The end of the Cold War and the rise in incomes and educational
aspirations in Europe no doubt contributed to this trend.
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The internationalization of the student body has, however, been far
greater than the statistics on nonimmigrant, foreign-born students indicate, as
they do not reflect the large numbers of immigrants and their children
enrolled at American universities. Data from the 2000 Current Population
Survey suggest that, altogether, 1,766,000 foreign-born students attended
American universities—between 11 and 12 percent of the total enrollment. If
one were to include the children of immigrants (who grew up in homes
headed by at least one foreign-born parent), the numbers rise to 3,266,000—
nearly 22 percent of the individuals attending institutions of higher education
in the United States.6 In this sense, American universities have a strong mul-
ticultural dimension, with much international diversity. 

The Feminization of the American University. For generations after the
first institution of higher learning in the United States, Harvard College,
opened in 1636, only male students were admitted to American universi-
ties. While that began to change significantly in the nineteenth century,
even in 1870 fewer than 15 percent of new recipients of bachelors’ degrees
were female.7 Female enrollments rose substantially in the late nineteenth
and early twentieth centuries, but as late as 1955 only 38 percent of enter-
ing freshmen were women.8

While the very long-run trend generally has been for female enroll-
ments to rise disproportionately, there were periods in the twentieth
century when, relative to males, their enrollments fell. Startlingly, the pro-
portion of college students that were female in 1889–90 (35.9 percent), was
the same as seventy years later, in 1959–60. Nonetheless, the modern trend
has been toward increasing dominance of women in college and university
enrollments (see table 5-5). From 1960 to 2000, women went from being
a distinct minority of less than 36 percent of students to being a solid
majority of over 56 percent. As figure 5-1 shows, women have dominated
enrollment growth since 1980. 

Higher education is perceived by its consumers to be both a consumer
good and an investment good. Some also have traditionally viewed college
as a good place to meet a spouse, particularly one who has the means to
provide creature comforts. This “socialization” component of university
education has an obvious consumption component (having fun with one’s
peers), but a financial dimension as well.
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Historically, some women “consumed” college training, indulging in the
pleasures of learning and socialization in a university milieu with males of
similar socioeconomic background. Others had always gone to college,
some to work in occupations viewed in their times as suitable for women
of culture and breeding, such as teaching. Until a generation or so ago,
however, most women did not work, so university training did not have the
same anticipated occupational financial advantages that it provided for
men. This changed as the proportion of women seeking employment rose
and women’s role in the labor force increasingly converged with that of
men. Women’s demand for university training rose sharply. 

More difficult to explain than the growing presence of women at institu-
tions of higher education, however, is why in recent years they have signifi-
cantly outnumbered men in college. In 2000, there were more than five
female students for every four males, and the disparity has widened over
time. Part of the gender gap relates to a female preponderance among stu-
dents of nontraditional age. Among those ages eighteen to twenty-four,
women constituted 54 percent of students—a majority, but a somewhat less
lopsided one than suggested by the aggregate statistics. A growing tendency
for boys to underachieve in high school relative to girls may also contribute
to this trend. 
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TABLE 5-5
PERCENTAGE OF FEMALE STUDENTS, 1870–2000

Percent of Enrollees Percent of Enrollees
Yeara Who Were Female Yeara Who Were Female

1870 21.3 1940 40.2
1880 32.7 1950 30.3
1890 35.9 1960 35.9
1900 35.9 1970 40.7
1910 39.6 1980 50.9
1920 47.3 1990 54.3
1930 43.7 2000 56.1

SOURCE: NCES, Digest of Education Statistics: 2002 (Washington, D.C.: Government Printing Office,
2003), table 171.
a. Fall enrollment for school year ending in indicated date.



However, the “feminization” of the university is particularly pro-
nounced among minority groups, especially African Americans. In 2000,
over 62 percent of black enrollees in higher education were women.9 Young
black men have strikingly low rates of college participation compared to
their black female peers. This is probably related to another social statistic:
The proportion of black men over the age of twenty who are employed is
markedly smaller than for white men, while the proportion of black women
over twenty who are working is actually virtually the same as for white
women.10 The statistics seem to suggest that black women seem to be more
concerned about labor force prospects than black men—at least compared
with whites. The high rate of incarceration among young black males also
reduces the pool of potential college applicants for that group.

Racial Dimensions of Changing Enrollments. One of the most striking
changes in university enrollments over time has been the extraordinary
growth in nonwhite and Hispanic populations. By 2000, well over 30 per-
cent of all college enrollees were either nonwhite or Hispanic—compared
with about 18 percent in 1980. 
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FIGURE 5-1
U.S. HIGHER EDUCATION ENROLLMENT GROWTH BY GENDER, 1980–2000

SOURCE: Author’s calculations. See NCES, Digest of Education Statistics: 2002 (Washington, D.C.: Govern-
ment Printing Office, 2003), table 171.



Table 5-6 shows that while white enrollments grew scarcely at all in the
1980s and 1990s, the enrollment of minority racial and ethnic groups
soared. Black enrollments rose twice as fast as for the population as a whole,
but the truly explosive growth occurred among other groups, especially
Asians (whose enrollment more than tripled), Hispanics, and, to a lesser
extent, American Indians. 

The huge disparities in enrollment growth by race and ethnicity can
largely be explained by differences in the population growth of the various
groups, but there were also marked increases in higher education partici-
pation among nonwhites and Hispanics. However, large differences in par-
ticipation still exist, as suggested by table 5-7, which looks at the number
of higher education enrollees per one thousand members of the group
between eighteen and twenty-four in 2000.

While in general the Hispanic and nonwhite groups have lower rates of
university participation than non-Hispanic whites, it would be very difficult
to argue that nonwhites are denied access to American universities, partic-
ularly given that Asian participation, so measured, is more than 26 percent
higher than for whites. While it is true that black participation is still over
30 percent below that of whites, that is at least partly explainable by lower
high school graduation rates and levels of academic achievement among
blacks. Of particular interest is the very low rate of university participation
of Hispanics—dramatically lower than even for African Americans. Since
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TABLE 5-6
GROWTH IN ENROLLMENTS, BY RACE/ETHNICITY, 1980–81 TO 1999–2000

Racial or Ethnic Group Percent Growth in Enrollment

Non-Hispanic Whites 4.4
Non-Hispanic Blacks 48.2
Hispanic Origin 179.1
Asians 217.6
American Indians 73.2
All Races 22.4

SOURCE: Author’s calculations from U.S. Census Bureau, Statistical Abstract of the United States: 1997
(Washington, D.C.: Government Printing Office, 1998), table 286; Statistical Abstract of the United States:
2003 (Washington, D.C. Government Printing Office, 2004), table 278. 



Hispanics numerically comprise the largest minority (having a more than
20 percent larger population of eighteen- to twenty-four-year-olds than
blacks), their low rate of enrollment is the single most significant issue
regarding minority nonparticipation in university life today.

It is tempting to argue that low rates of participation in higher education
by non-Asian minorities are primarily an effect of lower income levels. While
income no doubt plays some role, its importance can be exaggerated. It is true
that Asians have higher incomes than whites, who in turn have higher
incomes than blacks, and that Asians lead whites, who are ahead of blacks, in
participation. However, the median household income of Hispanics in 2000
was almost precisely 10 percent higher than that of blacks ($33,455 vs.
$30,436), yet blacks had dramatically higher rates of participation than
Hispanics. Moreover, the push by universities to expand minority enroll-
ments has led to discounted prices for attendance in the form of scholarship
aid that is less readily available for whites, reducing the relative economic bar-
rier to entry somewhat. Indeed, there is some evidence that, controlling for
income differences, black participation in general is higher than for whites,
particularly for those of lower socioeconomic backgrounds.11

Two- vs. Four-Year Colleges: Trends. About three out of every eight stu-
dents enrolled in American higher education attend two-year institutions.
These schools offer associate degrees, with a significant part of the training
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TABLE 5-7
HIGHER EDUCATION ENROLLEES PER 1,000 POPULATION, BY GROUP, 2000

Ethnic or Racial Group Enrollment, 1999–2000a

Total Population 545.0
Non-Hispanic Whites 609.8
Blacks 416.0
Hispanics 277.5
Asians 772.2
American Indians 461.3

SOURCE: NCES, Digest of Education Statistics: 2002 (Washington, D.C.: Government Printing Office,
2003), table 206; U.S. Census Bureau, Statistical Abstract of the United States: 2003 (Washington, D.C.:
Government Printing Office, 2004), table 13.
a. Population for group aged 18–24, 2000.



devoted to vocational study in specific skills. They place little or no empha-
sis on research, and faculty have significantly heavier teaching loads than pro-
fessors at the typical four-year institution. Costs per student run one-third to
one-half of what they do at the schools offering degrees at the bachelor’s level
or higher.

The two-year college is a product of the twentieth century. Even in
1950, fewer than 10 percent of students pursuing degrees were in two-year
institutions such as junior colleges.12 Enrollments more than doubled in
the 1950s, but the heyday of the two-year college movement was the 1960s
and 1970s. Enrollment much more than tripled in the 1960s, in part
because of expanding market share—two-year schools increased their share
from less than 13 percent to 21 percent of total college enrollments—with
growth continuing robustly in the 1970s. As table 5-8 suggests, however,
the growth spurt largely dissipated after 1980, and the two-year schools
actually grew less than the four-year institutions in the 1990s.

I suspect these trends reflect the effect of the changing income-elasticity
of demand for higher education over time. In less technical terminology, the
generation after World War II included many Americans with limited educa-
tion and incomes who wanted their children to have more than they had, so
they sent them to relatively inexpensive two-year junior colleges, branches of
four-year universities, and the like. As time passed, incomes rose generally,
and the next generation wanted still more for their own children—a full four-
year college education. In economic terms, a junior college education in the
immediate postwar era was a normal or even a superior good—that is, as
incomes rose, people wanted it more. With rising incomes in the 1970s and
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TABLE 5-8
GROWTH IN ENROLLMENTS, BY DECADES, TWO- AND FOUR-YEAR SCHOOLS,

1970–2000 (PERCENTAGE)

Period 2-Year Institutions 4-Year Institutions All Institutions

1970–80 95.2 20.9 41.0
1980–90 15.8 13.3 14.2
1990–99 6.7 7.2 7.0

SOURCE: NCES, Digest of Education Statistics: 2002 (Washington, D.C.: Government Printing Office,
2003), table 173. 



beyond, a two-year education was increasingly perceived as an inferior good
(one that is less desired and thus consumed less as income rises), reducing
somewhat the demand for it. Adding to this was some growth in the earnings
differential over time between those with two- and four-year degrees.

Type of Institution: Private, Private For-Profit, Public. While 86 to 88
percent or so of elementary and secondary students attend public schools,
the importance of private institutions is far greater at the university level,
with nearly one-fourth of students attending them. Considering that spend-
ing per student tends to be somewhat higher in private universities, an even
larger proportion of higher education expenditures is privately controlled.
Moreover, the best universities, as noted in rankings such as the USN&WR
list, are most likely to be private schools. While many so-called “private”
institutions actually receive a considerable portion of their operating funds
from governments, they are not directly controlled by them. Moreover, an
increasing segment of the market is in the area of for-profit institutions,
owned by corporations or other forms of private enterprise. 

Table 5-9 looks at the private-public university division in the past half-
century. Private institutions dominated higher education in the seven-
teenth, eighteenth, and nineteenth centuries. As late as 1955, nearly half of
all students in higher education attended private schools. It was a common
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TABLE 5-9
THE SHARE OF ENROLLMENTS OF PUBLIC AND PRIVATE

UNIVERSITIES, 1955–99a

Percent Enrolled Percent Enrolled 
Year in Private Schools Year in Private Schools

1955 44.0 1980 21.8
1960 40.9 1985 22.6
1965 34.1 1990 21.5
1970 26.8 1995 22.2
1975 23.6 1999 23.5

SOURCE: NCES, Digest of Education Statistics: 2002 (Washington, D.C.: Government Printing Office,
2003), table 172.
a. Before 1980, data refer to only students in degree programs. 



view in the 1950s and 1960s that public institutions would eventually
dominate American higher education; indeed, many predicted the demise
of the private liberal arts college. And, certainly, the market share of the pri-
vate schools declined sharply during the period of rapidly expanding
enrollments in the 1950s and 1960s. Yet by 1980, the market share of pri-
vate schools had approached a low point. The share has stabilized between
21 and 24 percent ever since.

Indeed, there is some modest but tangible evidence of a trend reversal.
Since 1990, private school enrollments have grown more than those of
public schools, and the private schools have slowly but surely been adding
to their market share. 

These changes may be a sign that public university domination of the
expansion of higher education can no longer be assumed.

The most interesting news, however, is the rapid growth of enroll-
ments at for-profit institutions. Table 5-10 shows the enrollments at for-
profit technical schools and universities in modern times. Some caution
should be used in interpreting these figures, as changing definitions mean
the data are not wholly consistent across years. For one thing, the num-
bers are for accredited schools, and some schools moved to accredited
status during the period. Also, after 1995 schools are defined in terms of
Title IV federal financial aid program participation. Correcting for these
factors, the growth in enrollments is likely closer to a factor of five than
the nearly tenfold growth recorded here. 

In light of the massive subsidies received by public universities through
state, federal, and even some local governmental payments, and the large
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TABLE 5-10
GROWTH IN FOR-PROFIT ENROLLMENT, U.S. HIGHER

EDUCATION, 1976–99

Year Enrollment Year Enrollment

1976 44,362 1990 213,693
1980 111,714 1995 240,363
1985 195,991 1999 430,199

SOURCE: NCES, Digest of Education Statistics: 2002 (Washington, D.C.: Government Printing Office,
2003), table 172.



endowment incomes earned by many nonprofit private institutions, how
can schools compete on a for-profit basis? In later chapters, this issue is
more fully explored; here, suffice it to say that the cost explosion and fall-
ing productivity of universities have given private entrepreneurs an oppor-
tunity to compete that previously did not exist.

Interstate Differences in Participation in Higher Education

The growth in higher education in the United States has not been evenly dis-
tributed throughout the country. As of March 2002, for example, the propor-
tion of the population over age twenty-five with college degrees in Maryland
was twice that in Arkansas or West Virginia.13 Table 5-11 reports interstate
variations in the proportion of the population over age twenty-five with
bachelors’ degrees or higher in 1980 and 2002, and indicates the growth in
higher education participation by state over the two decades. 

In every state, the proportion of adults who were holders of baccalaure-
ate or higher degrees grew over time. The changes were modest in some
states, such as Wyoming, Alaska, Idaho, and West Virginia, while the pro-
portions nearly doubled in others, including Indiana, Kentucky, Maryland,
Missouri, Pennsylvania, and Rhode Island. Over time, there was virtually no
narrowing of interstate differences in the proportions of those with college
educations (the coefficient of variation for the fifty states plus the District of
Columbia falling only slightly, from .2048 to .1959). The evidence does not
support any notion that ease of college access has created a uniform national
involvement of young Americans in university life.

As the table shows, West Virginia and Arkansas, two states with rela-
tively low per-capita incomes, had the lowest proportion of adult college
graduates. The states with the highest proportions were Maryland,
Colorado, Virginia, and Massachusetts, all relatively high-income states.
Is the correlation between college participation and income very strong?
I calculated the zero-order correlation coefficient between per-capita
income in 2001 and the educational attainment data from the March
2002 Current Population Survey. The correlation was a very high +0.79.
Income did seem to matter a great deal. Yet an interesting question is, in
which direction does causality run? Does higher income lead to more people
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TABLE 5-11 
COLLEGE EDUCATIONAL ATTAINMENT, BY STATE, 1980, 2002a (PERCENT)

State 1980 2002 Change, 1980–2002

Alabama 12.2 22.7 10.5
Alaska 21.1 25.6 4.5
Arizona 17.4 26.3 8.9
Arkansas 10.8 18.3 7.5
California 19.6 27.9 8.3
Colorado 23.0 35.7 12.7
Connecticut 20.7 32.6 11.9
Delaware 17.5 29.5 12.0
District of Columbia 27.5 44.4 16.9
Florida 14.9 25.7 10.8
Georgia 14.6 25.0 10.4
Hawaii 20.3 26.8 6.5
Idaho 15.8 20.9 5.1
Illinois 16.2 27.3 11.1
Indiana 12.5 23.7 11.2
Iowa 13.9 23.1 9.2
Kansas 17.0 29.1 12.1
Kentucky 11.1 21.6 10.5
Louisiana 13.9 22.1 8.2
Maine 14.4 23.8 9.4
Maryland 20.4 37.6 17.2
Massachusetts 20.0 34.3 14.3
Michigan 14.3 22.5 8.3
Minnesota 17.4 30.5 13.1
Mississippi 12.3 20.9 8.6
Missouri 13.0 23.1 10.1
Montana 17.5 23.6 6.1
Nebraska 15.5 27.1 11.6
Nevada 14.4 22.1 7.7
New Hampshire 18.2 30.1 11.9
New Jersey 18.3 31.4 13.1
New Mexico 17.6 25.4 7.8
New York 17.9 28.8 10.9
North Carolina 13.2 22.4 9.2
North Dakota 14.8 25.3 10.5
Ohio 13.7 24.5 10.8

(continued on next page)



going to college, or does more people going to college produce higher
incomes? Related to this, does government spending for higher education
explain a significant portion of the differentials observed in table 5-11? And,
where college educational attainment rose a good deal over time, was that
largely a consequence of greater state spending on colleges and universities?
The answers to these questions are discussed in chapter 7.

Another way of looking at the level of university participation by state is
to observe the migration patterns of students. The National Center for
Education Statistics periodically publishes estimated net migration rates for
new high school graduates who become freshmen at colleges and universi-
ties. In the last published survey, in 1998, five states had a significant net 
out-migration of students (significant being defined as 20 percent or more of
residents going to other states to attend college, net of freshmen studying at
colleges in the state). In other words, a significant proportion of their students
studied in other states. These were Connecticut, Maine, New Jersey, Alaska,
and Hawaii. Eight other jurisdictions had the opposite situation—20 percent
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(Table 5-11, continued)

State 1980 2002 Change, 1980–2002

Oklahoma 15.1 20.4 5.3
Oregon 17.9 27.1 9.2
Pennsylvania 13.6 26.1 12.5
Rhode Island 15.4 30.1 14.7
South Carolina 13.4 23.3 9.9
South Dakota 14.0 23.6 9.6
Tennessee 12.6 21.5 8.9
Texas 16.9 26.2 9.3
Utah 19.9 26.8 6.9
Vermont 19.0 30.8 11.8
Virginia 19.1 34.6 15.5
Washington 19.0 28.3 9.3
West Virginia 10.4 15.9 5.5
Wisconsin 14.8 24.7 9.9
Wyoming 17.2 19.6 2.4

SOURCE: U.S. Census Bureau, Statistical Abstract of the United States: 2003 (Washington, D.C.:
Government Printing Office, 2004), table 231; Statistical Abstract of the United States: 1984 (Washington,
D.C.: Government Printing Office, 1983), table 224.
a. Those with bachelor’s degrees or more as % of population aged 25 or more.



or more freshmen in-migration. They were Arizona, Delaware, the District of
Columbia, Massachusetts, North Dakota, Rhode Island, Utah, and Vermont.

At one time, it was argued that northeastern states with a strong private
university tradition but weak public colleges tended to have significant out-
migration, with the cost of good local schools being too high. Today, the
statistics for Connecticut (home to Yale University and other fine private
schools) and New Jersey (home of Princeton) are consistent with that per-
spective. Yet no state has a richer private school tradition than Massachusetts,
home to Harvard and many other great private universities, and yet it has
significant in-migration, as do other New England states with strong private
schools, such as Vermont and Rhode Island. The “private-schools-force-kids-
out-of-the-state” hypothesis appears pretty weak.

American Universities in International Perspective

Americans often boast that we have the best system of higher education in the
world, with “best” reflecting the generally high reputation of our universities,
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TABLE 5-12
UNIVERSITY EDUCATION, POPULATION 25–64 YEARS OLD, 1999

Country % of Population with College Education

United States 27
Australia 18
France 13
Germany 12
Italy 9
Japan 18
Korea (South) 17
Mexico 12
Norway 25
Sweden 13
Switzerland 15
United Kingdom 17

SOURCE: U.S. Census Bureau, Statistical Abstract of the United States: 2002 (Washington, D.C.: Govern-
ment Printing Office, 2003), table 1317. 



as well as the fact that the system provides greater access to college than is the
case in other countries. That latter point is confirmed by international data on
adults’ attainment of university education (table 5-12).

The United States has roughly double the level of university participation
of most of the other countries, with a few exceptions. Norway, for example,
has nearly the same proportion of college-educated people as the United
States. Moreover, since university enrollments have risen sharply in many
other countries only in the past decade or two, it will take time before the
impact is fully felt by the entire twenty-five- to sixty-four-year-old population.
It is likely that American superiority by this measure will decline over time.

Characteristics of American University Students

Earlier we suggested that American college and university students are
disproportionately female, and that 20 percent or more have significant
personal or family ties to other countries, or are outside the traditional
eighteen- to twenty-four-year-old age group. Minorities are underrepre-
sented as a whole, but Asians are an important exception.

The typical college freshman today enters college slightly less educated
than his or her parents, if SAT or ACT tests are accurate representations.
Between 1970 and 2001, the mean composite SAT score fell 29 points, from
1049 to 1020, with the decline entirely on the verbal portion of the test. ACT
scores are a bit harder to evaluate owing to a change in the scoring in 1990,
but it appears that a similar decline has occurred over a generation. The
decline has stopped, and modest increases have been observed since 1990.14

Although students are probably no more accomplished academically and
arguably less so than their parents, they enter college with markedly higher
grades. The typical student entering in 1970 had slightly less than a B aver-
age in high school—probably a grade-point average (GPA) of about 2.95 on
a four-point scale where an A is four points, a B is three points, and so forth.
The entering freshman in 2001 had on average a GPA of around 3.37, dra-
matically higher.15 Grade inflation, combined with a probably smaller stock
of basic knowledge, means that today’s students know a bit less coming into
college—but are evaluated more highly than their parents were. Many long-
time college professors, this one included, would argue that in some real
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sense academic standards have fallen, making the job of imparting a given
level of skills or knowledge more difficult than it was several decades ago. As
the proportion of students going to college rises, by mathematical necessity a
growing percentage will come from the middle or lower echelons of the high
school grade distribution, meaning they are less prepared (in a relative sense)
than the typical student of a generation earlier. 

Today’s typical student comes from a comfortably situated, middle-class
family with a median income of $67,200, about 30 percent higher than the
national median. The percentage differential is just a bit larger than it was
in 1970. The belief that the typical college student would come from a
relatively less well-off financial background as the proportion of high school
graduates entering colleges rose simply has not come to pass—probably
because of the rise in the real cost of going to college. Thus, the notion that,
because of the existence of a massive system of public universities, “anyone
can go to college in America regardless of economic circumstance” is some-
what questionable.

Students today are less idealistic and more indifferent to politics than their
parents—in 1970, 57 percent considered it important to “keep up to date
with political affairs,” compared with 31 percent in 2001. They are also more
politically conservative, according to self-evaluations. However, the trend
toward conservatism occurred largely in the 1970s, and, if anything, students
are now slightly more liberal than they were in 1985. (In 2001, around 
27 percent called themselves “liberal,” 50 percent “middle-of–the-road,” and
19 percent “conservative.”) There is a slight but noticeable trend toward more
liberal views.

Students today are much more highly career- and money-oriented than
their parents were—nearly 74 percent consider it important to be “very
well-off financially,” compared with 36 percent in 1970. This materialistic
orientation may be partly responsible for a shift in college majors over time.
In 1971, over half of bachelors’ degrees—51 percent—were awarded to
students in education, the humanities (English, foreign languages, and phi-
losophy), and the social sciences (excepting psychology). By 2000, the
proportion in those fields had fallen to less than one-fourth (24.5 percent). 

By contrast, in 1971, barely 15 percent of all degrees were in business,
communications, or computer or information science, but by 2000, more
than 28 percent of the degrees were in those fields. The physical sciences
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and mathematics lost market share (from 5.5 to 2.5 percent of all degrees),
while the biological sciences gained slightly (from 4.5 to 5.1 percent).
Another trend shows a significant move toward students majoring in “lib-
eral (general) studies” or “multidisciplinary studies”—from 1.6 percent of
majors in 1971 to 5.1 percent in 2000. Ironically, at the same time that
graduate education and research were becoming more specialized, there
was a modest trend at the undergraduate level to downplay emphasis on
individual disciplines somewhat.

Conclusions

Enrollments at American universities have grown enormously over time,
and participation in higher education is high today, both historically and
relative to other countries. Gender variations in participation have changed,
with females now outnumbering males. Some racial variations exist, but not
all minorities are relatively underrepresented. Interstate variations are sig-
nificant and at least partly related to income differentials. The proportion of
students going to graduate and professional schools is relatively stable,
while two-year institutions witnessed a major upsurge relative to four-year
schools that has been reversed in recent years. 

While a large majority of college students are still between the ages of
eighteen and twenty-four, the “nontraditional student” constituency is
large. The once-forecast public university domination of higher education
has not occurred to the extent many predicted, and traditional public uni-
versities conceivably are at the beginning of an era where they are losing
market share. The almost certain stagnation in the size of the eighteen- to
twenty-four-year-old population in the next decade makes it unlikely that
university enrollments will rise dramatically, particularly since the long-
term rise in the rate of university participation may be slowing down.
Overall, the statistics suggest that American higher education is a vast enter-
prise that has grown rapidly in importance over the past century or more.

114 GOING BROKE BY DEGREE



115

6

Why Do We Need Universities? 
First Principles of Higher Education

Looking at higher education in the United States, we can say, as Charles
Dickens once did, that these are the best of times and the worst of times.1

As mentioned in the last chapter, American higher education is, in many
respects, widely regarded as being the best in the world. In the Chronicle of
Higher Education poll cited earlier, more than 90 percent of respondents
either agreed or strongly agreed with the statement, “Colleges and univer-
sities are one of the most valuable resources to the U.S.”2

Yet, as we have seen, the outlook for universities today is clouded. The
cost of American education is soaring, and productivity is almost certainly
falling. Universities have used public subsidies and philanthropic contribu-
tions to become less efficient, less sensitive to public opinion, maybe even
more arrogant. Their respect in the community is in danger because of eth-
ical lapses and compromised academic values. They have transferred
incomes to themselves in what economists would call successful “rent-
seeking” behavior. Given these problems, we might ask, “Why do we have
universities?”

The Dissemination of Knowledge

Perhaps the most important responsibility of each generation is to pass on
the civilization it inherited to future generations. The language, customs,
history, scientific knowledge, artistic heritage, religious beliefs, and other
attributes of a nation form the nucleus of its culture, and each generation
must preserve that and pass it on to its children if the civilization is going



to survive in some stable form. While families, churches, the media, and
others all play a role in this dissemination of their legacy, a large part of the
responsibility has been taken up for centuries by schools and universities.

Indeed, our society considers this function of higher education to be so
important that it subsidizes it in a variety of ways, while simultaneously tax-
ing other useful activities that provide enjoyment for people—airplane tick-
ets, automobile sales—indeed, almost everything we consume. From the
general public’s perspective, the vital, noble mission of maintaining our 
civilization is the main job, sometimes almost the only important job, of
universities.

The Production of Knowledge

Societies advance by learning to do new things in new ways. Technological
development—one form of creating knowledge—is universally viewed as
important in the process of economic growth. But knowledge-creation 
is much more than making scientific discoveries and generating related
inventions. The stock of creative endeavors of authors, artists, musicians,
playwrights, scientists, and others also expands over time, as they give
expression to our changing lives. While other forms of education are almost
exclusively concerned with disseminating knowledge and ideas, higher
education has also provided an institutional setting for producing them.
Thus, universities engage in research as well as teaching.

In a sense, universities are in the business of both maintaining and
increasing our stock of “cultural capital.” Associated with that mission is the
human capital of the citizenry—the stock of knowledge and skills people
possess. The teaching function of universities allows us to offset the depre-
ciation of our human and cultural capital stock that occurs as each genera-
tion dies off. If teaching covers the depreciation of our intellectual capital,
research is investment in expanding the stock of that capital.

Obviously, the highly diverse community of institutions constituting
the broad category of “higher education” varies widely in the extent to
which its members perform this function of cultural and human capital
formation, and the ways in which they undertake it. Junior colleges and
two-year associate degree institutions are more teaching-oriented than the
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highly research-oriented major universities. The Institute for Advanced
Study at Princeton and the Hoover Institution at Stanford are examples of
largely independent enclaves within academic institutions that have no
students and are involved purely in research. Between these two extremes
along the teaching-research continuum are other institutions, such as
liberal arts colleges and the universities, whose primary teaching function
also allows for the conduct of some research. 

Why Universities?

It is possible to achieve the transmission of our heritage to our progeny and
the expansion of the frontiers of knowledge outside the university setting.
In theory, students could hire individual teacher-entrepreneurs to offer
them instruction in various subjects. Those instructors, in turn, could rent
lecture and office space from local landlords and charge the students
tuition. Indeed, this model was sometimes used at early universities.3

Also, much research has been and continues to be done outside uni-
versity settings. Many early scholars were independent of institutions,
relying on income from wealthy patrons or their own properties, or the roy-
alties or patents from their research. Today, corporations have large research
operations trying to develop commercially lucrative products, such as new
pharmaceuticals or enhanced computer technology. Nonprofit research
institutes exist as well. Why, then, do we need universities? 

Economies of Scale Arguments. The first rationale is that there are
economies of scale, to a point, in academic endeavors. The principle of the
division of labor suggests that it makes more sense to hire professors to
teach what they know about and let others handle administrative chores
like attracting the students, procuring and maintaining the classrooms, and
collecting the fees. 

Moreover, it can be argued that the modern university is a marketplace
of ideas—that the give and take among knowledgeable persons is critical
both to disseminating and to producing knowledge and artistic works. As
John Donne said in another context centuries ago, “No man is an island
entire of himself.”4 Actors need to interact with other actors (Romeo needs
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his Juliet), and historians with other historians. The intellectual stimulus of
talking over lunch with one’s colleagues can foster innovations and stimu-
late scholarship, as do more formal seminars and workshops. The long-
time former president of Cornell, Frank H.T. Rhodes, put it well: “Without
community, knowledge becomes idiosyncratic: the lone learner, studying in
isolation, is vulnerable to narrowness, dogmatism, and untested assump-
tion, and learning misses out on being expansive and informed, contested
by opposing interpretations, leavened by differing experience, and refined
by alternative viewpoints.”5 Arguably, there is a healthy competitive ele-
ment to having “learning communities” as well. Professor A wants to main-
tain his reputation relative to Professor B, who publishes profusely. Thus,
Professor B’s presence stimulates Professor A to spend less time drinking
coffee or beer with colleagues and more time working on new research
endeavors.

Moreover, there is an infrastructure to research that is difficult to pro-
duce except on a large scale—libraries, expensive laboratories, massive
computers, and the like. To be sure, modern technology may be changing
this—the need to “go to the library” is far less in the age of the Internet,
since much of the corpus of human knowledge is now obtainable with a
Google search, by retrieving stored electronic journals, and the like. Yet sci-
entific equipment ranges up to massive nuclear accelerators that cost tens
or hundreds of millions of dollars, and even routine laboratories require at
least hundreds of thousands of dollars in equipment.

If there are economies associated with agglomeration, how far do they
go? If a community of fifty teachers and a thousand students is more effi-
cient and productive than having fifty independent scholars contracting
individually with twenty students each, is it also true that a community of
a thousand teachers and twenty thousand students is more efficient and
productive than the one thousand–student community? Why are universi-
ties of ten thousand professors and two hundred thousand students in a
single location unknown? Where do the economies of scale end?

The answer, of course, may be that the “optimal” size of institution, one
that minimizes the costs per output of any given quality, varies with the
goals of the institution. For example, institutions emphasizing teaching may
reach optimal size at small numbers—say five hundred or a thousand stu-
dents—while research-oriented universities have to reach five, ten, or even
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twenty-five thousand students before “optimality” is achieved. It is also pos-
sible that there are, roughly speaking, constant returns to scale over a wide
range of sizes—the cost of educating a pupil at a given qualitative level
might be roughly the same in institutions of five thousand and twenty thou-
sand students, for example. Tastes differ as well, and smallness is a virtue to
some who crave individual attention, while bigness is a virtue to those
wanting very specialized training, diverse campus cultural activities, such
as concerts and lectures, and so on. Hence, there is a wide variation in insti-
tutional size within higher education.

Higher Education as a Screening Device. Colleges and universities per-
form another function that cannot easily be handled by private teacher-
entrepreneurs selling their services independently. They certify when
students have reached certain levels of competence. They do so, in the first
instance, by the awarding of degrees. A bachelor’s degree, for example,
denotes that a student has successfully completed about four academic
years of full-time coursework at a reasonably demanding and rigorous level.
Other information is sometimes added—the student reached the degree
with honors, for instance, denoting a superior or at least solid level of
performance relative to other students. The student ranked 125th in a class
of 600. The student achieved a cumulative grade-point average of 3.3,
where four represents an A performance, and one represents a D (the low-
est acceptable grade). The student had a “major” in political science, or art
history, or mechanical engineering, which denotes the student studied the
indicated subject a great deal.

In short, colleges and universities convey a good deal of information
about the academic achievement of their students. If, as is the case, aca-
demic achievement correlates well with other attributes—cognitive ability,
maturity, discipline, communication skills, motivation—college records
greatly reduce the uncertainty about the character traits of students for
interested persons (especially prospective employers). Thus, colleges and
universities enormously lower the costs to prospective employers of gain-
ing information about potential employees. 

Moreover, employers learn which universities graduate the “best”
students. They learn early that graduates of Harvard, Northwestern, or
Stanford are likely to be at least a little brighter, a little more knowledgeable,
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and a little more motivated than graduates of, say, the State University of
New York at Buffalo, Baylor University, or San Jose State University. In turn,
graduates of the latter institutions are likely to have on average qualitative
advantages over graduates of local junior colleges or obscure state univer-
sities or liberal arts colleges. Knowledge about institutional qualitative dif-
ferences is easily obtained from ratings provided by the media (the U.S.
News & World Report rankings being particularly well read) and various col-
lege guides.

Alternatives to Universities

While there are some persuasive efficiency arguments in support of univer-
sities fulfilling the teaching and research functions that are important to the
maintenance and expansion of our heritage, it is possible to fulfill those
functions in an efficient fashion through other means—and we often do.
Arguments relating to economies of scale and the importance of higher edu-
cation as a cost-saving screening device for businesses apply to forms of
service delivery other than universities.

The Teaching Function. Businesses provide a good deal of education and
training for employees, much of it specific training related to particular
jobs, but some of it fairly rigorous and advanced teaching of higher-level
skills. I myself, for example, have taught material traditionally covered in
beginning university economics courses to newly employed university
graduates in corporate training facilities, and I am by no means alone.
Indeed, some corporate training programs have become so elaborate (one
example is the General Motors Institute, now Kettering University) that
they have received accreditation and offer degrees. 

Moreover, companies are beginning to engage in credentialing, one of
the strengths of universities. Through examination, one can become
“Oracle-certified” or “Microsoft-certified,” which may be the rough equiv-
alent of having, say, a bachelor of science degree in computer science.
Anecdotal evidence suggests that some individuals are forgoing tradi-
tional university degree programs in computer science in favor of such
company-conferred certifications. More generally, just as Underwriters
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Laboratories certifies the safety of privately manufactured appliances and
related devices, so it would be feasible to have an independent organiza-
tion certify through examination that individuals meet certain threshold
levels of competence in some skills. As university costs rise, this type of
alternative probably will gain more favor. The certified public accountant,
certified financial analyst, and board certifications in many professional
fields provide examples of other nonuniversity-directed credentialing,
although in many cases a college degree is required as part of the certifi-
cation process.

The Research Function. In the research area, universities carry out a
small minority of all activity. Of the approximately $265 billion in
research and development (R & D) spending done in the United States in
2000, only slightly over $30 billion (a little over 11 percent) went toward
university research, compared with more than $197 billion spent by
private business. Interestingly, federal funding of research by for-profit
private sector organizations exceeded that of universities, albeit only
modestly.6

The published data on research spending are broken down into three
categories: basic research, applied research, and development. About 60
percent of total research spending is for development, putting research 
to work in specific applications, in which universities play a trivial role
(about 1 percent of all activity). Confining ourselves to other research (basic
and applied combined), we can say that slightly over 25 percent of total
spending was done by universities, still sizably less than by private indus-
try. With regard to basic research (the quest for new ideas and discoveries),
in 2000 about 43 percent of spending was carried out by universities, 
more than by private industry (about 32 percent), but still a minority of
total spending. That excludes semiautonomous labs, such as Lawrence
Livermore, Argonne, and Lincoln, traditionally run by individual universi-
ties for the federal government. Even including them, however, the pro-
portion of university-controlled basic research was less than 50 percent.
Much (nearly 20 percent) of basic research was done by nonprofit research
institutes other than universities, such as the Battelle Memorial Institute, the
Rand Corporation, and the National Bureau of Economic Research, or by
the federal government.
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Prominent university officials and academics often claim that much-
needed basic research will not be undertaken by private, for-profit compa-
nies. As Derek Bok, former president of Harvard University, recently wrote,
“The most important inquiries in science often involve questions no com-
pany will support because the answers take the form of general laws of
nature that hold no special rewards for the enterprise that funds the
research.”7

However, the proportion of basic research performed by universities is
falling, if official data are to be believed. From 1980 to 1995, that proportion
hovered around 60 percent, falling sharply (to 49 percent) from 1995 to
2000.8 The reason for the decline was a very sharp increase in basic research
performed and very largely financed by private industry. From 1995 to 
2000, private industry spending for basic research rose from $5.4 billion to
$14.2 billion. Apparently, corporations increasingly view it as a commercially
viable form of investment in intellectual property. This undercuts somewhat
the argument that much basic research done by universities would not occur
otherwise because private business has little incentive to do it.

In sum, universities are not the dominant institutional means of carry-
ing out research, even basic research, in the United States. Whatever dom-
inance they may have had has eroded in recent years. Therefore, when
colleges and universities claim that their basic research contributions are
vital for economic progress and human well-being, their argument has
obviously lost some of the cogency it once had.

The conclusions above require a caveat. Spending statistics are based
on grant-funded research, and some research and creative activity goes on
that is indirectly financed by the universities themselves from student
fees, state subsidies, and endowment monies. Indeed, over time, teaching
loads have declined sharply, and the rationale for this is that faculty mem-
bers today do more research than in the past. In the humanities, fine arts,
and possibly social sciences, probably a majority of the activities carried
out to further expansions of human intellectual and artistic horizons are
not funded by grants. Yet even in these fields a lot of the painting and
sculpture, literature, music, philosophic musings, and so forth are done
by independent thinkers and artists outside the university milieu. While
very important, universities are surely not the only and probably not even
the dominant means by which we extend our cultural heritage. 
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Conclusions

Higher education performs the important functions of disseminating
knowledge at the highest levels and extending the boundaries of that
knowledge. University education is becoming costly and vulnerable to new
competition from alternative learning sources. Universities are learning
communities, and the synergies associated with intellectuals working
together, along with some administrative efficiencies, no doubt help explain
their existence. Yet higher levels of learning and research—even basic
research—are carried out in alternative fashions as well, and perhaps uni-
versities sometimes lose sight of this. 

Are universities vital? Perhaps, but the process of learning and discov-
ery existed before they came into being during the late Middle Ages, and it
would continue, albeit perhaps on a smaller level and in a less efficient fash-
ion, if they ceased to exist. As universities become ever more costly, they
would do well to remember that they do not have a monopoly on the cre-
ation and maintenance of our human and cultural capital.
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Universities and Society

In the United States, as in most of the Western capitalist democracies, profit-
seeking entrepreneurs produce most goods and services in a market envi-
ronment. Universities are different. Although there is a small but rapidly
growing for-profit university sector, the mission of higher education in
America overwhelmingly is carried out by nonprofit institutions. Many of
them—state and municipal colleges and universities—are directly subsi-
dized by governments, while the rest depend largely upon contributions
from private donors and government grants to sustain their operations.
While the consumers of higher education pay for part of the cost of the
services they use, typically those payments cover less than half of that cost.
As James Heckman has correctly noted, current subsidies of direct educa-
tion costs at major American public universities are equal to about 80 per-
cent of the total.1

Thus, universities are fundamentally different from most private busi-
nesses. We tax car producers and dealers, soap makers, and hotels, but
we subsidize colleges, universities, and technical institutes. Why? Aren’t
those car dealers, soap makers, and hotels providing goods and services
that we desire? Why are those producers treated less favorably by gov-
ernmental policy than the producers of higher education services?

The Positive Externality Argument and Its Weaknesses

Two major arguments are used to justify the subsidization of higher
education by third parties who are not either direct consumers or pro-
ducers of higher educational services. The first is that the benefits of uni-
versity education accrue only partly to the user of those services. A



student profits, both financially and in other ways, from an education;
otherwise, she or he would not pursue one. But others benefit, too, from
there being more college graduates. An obvious example are the families
of university graduates who share in the financial benefits associated with
a degree. 

But higher education also has “positive externalities” of a broader
nature. Where the public is well-educated, communication and informa-
tion costs are reduced, and productive output may consequently be
increased. Higher levels of literacy mean a deeper understanding by
members of society of our common heritage, something that helps bind
us together and makes us better and more united citizens. Milton
Friedman, no fan of large government, argued more than forty years ago
that public education subsidies are justified, since collective political
decisions are likely to be sounder with a well-educated electorate.2 His
view echoed John Henry Newman, writing and lecturing more than a
century earlier:

If . . . a practical end must be assigned to a University course,
I say it is that of training good members of society. Its art is the
art of social life, and its end is fitness for the world. . . .
University training is the great ordinary means to a great but
ordinary end; it aims at raising the intellectual tone of society,
at cultivating the public mind, at purifying the national taste,
at supplying true principles to popular enthusiasm and fixed
aims to popular inspiration, at giving enlargement and sobri-
ety to the ideas of the age, at facilitating the exercise of politi-
cal power, and refining the intercourse of private life.3

Beyond these rather lofty purposes, it might be argued that the eco-
nomic benefits of a college education accrue to the broader society in
other ways. If a thousand more students go to college than before, the
number of persons unemployed might eventually fall by around twenty
(since unemployment rates are usually about two percentage points 
lower among college graduates), reducing unemployment compensation
costs to employers, perhaps even those who have no contact with the 
new graduates.
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These positive externalities are said to extend to research as well. For
example, if a vaccine that cures an infectious disease is discovered at a
university and many people buy the vaccine, even those who do not buy
it are benefited, as the probability of contracting the disease is reduced as
more and more people are protected from it. It is true that there is some
incentive for for-profit businesses to engage in research to develop the
vaccine. However, economic theory suggests that the resources going into
its discovery probably will be below what is optimal, given that, with the
potential for nonconsuming parties to benefit, profit-making entrepre-
neurs cannot capture all of the financial benefits of their discovery. Based
on this argument, university research is funded in part with governmen-
tal funds and in part with gifts from private donors with the aim of help-
ing society by promoting the development of vaccines and a variety of
other socially beneficial undertakings that otherwise might not get the
research attention they deserve. 

Even some of the college and university activities not directly related to
instruction or research may have positive externalities. Living in Ohio, I
derive enjoyment from Ohio State University’s football program, even
though I am almost never a paying customer. When Ohio State won the
2002 national football championship, I was ecstatic—and I paid nothing
for the pleasure. The subsidized athletic and cultural activities of univer-
sities, such as free or low-cost concerts by music school faculty or inex-
pensive plays put on by drama students, benefit persons otherwise
unconnected with the university milieu. Perhaps that is why surveys of
“best places to live” often give high marks to university and college 
towns.

The externality argument for higher education can, however, be
attacked on at least two grounds. First, it is worth noting that scholars
who are members of the higher education community itself do most of
the touting of its positive externalities. While professors like to suggest
that they are objective observers of reality and truth, in actuality they tend
to articulate positions consistent with their own self-interest. I have
known several prominent free-market academic economists who viru-
lently oppose most forms of government intervention but fight fiercely for
higher state university appropriations, more National Science Foundation
funding, and so forth. Since they directly or indirectly benefit from
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greater funding of universities, they are not disinterested observers, and
they might strain a bit to find positive externalities from universities that
are either minuscule or nonexistent.

It is also possible that some of the positive externalities alleged to exist
in higher education are illusory. Take the unemployment example cited
above. It is true that unemployment rates are lower for college graduates
than for high school graduates. In April 2004, the overall unemployment
rate was 5.6 percent. For those with high school diplomas but no college,
the rate was 5.2 percent, compared with 4.1 percent for those with some
college (or an associate’s degree) and 2.9 percent for those with a bache-
lor’s degree or more.4 Does it follow, however, that increasing the propor-
tion of college graduates in the working-age population will necessarily
reduce unemployment? Is unemployment low among college graduates
because of the learning they did in college, or because of other attributes
of college graduates—for example, their superior innate intelligence, their
greater motivation and self-discipline, their greater dependability? As
noted earlier, higher education is in part a screening device that identifies
individuals with desirable personality characteristics that operate inde-
pendent of specific amounts of learning. 

Moreover, while there may be some legitimate positive externalities 
to higher education, there may be some negative externalities as well,
and, indeed, the negative ones might offset the positive. I asked Milton
Friedman if his position on the positive externalities of higher education
had changed since he wrote Capitalism and Freedom in 1960. He replied:

I have not changed my view that higher education has some
positive externality, but I have become much more aware that
it also has negative externalities. I am much more dubious
than I was when I wrote Capitalism and Freedom that there is
any justification at all for government subsidy of higher edu-
cation. The spread of PC [political correctness] right now
would seem to be a very strong negative externality, and cer-
tainly the 1960s student demonstrations were negative exter-
nalities from higher education. A full analysis along those lines
might lead you to conclude that higher education should be
taxed to offset its negative externalities.5
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Equality of Opportunity Arguments

A second argument for external support of colleges and universities is that
without it, many deserving young persons will be denied access to a univer-
sity education. University education is expensive, partly because of the 
direct cost of providing it, partly because of the income inevitably forgone
when individuals devote many hours weekly to attending class, reading,
writing papers, and the like, instead of to working. America has long had an
egalitarian tradition reflected in the eloquent words of its Declaration of
Independence: “We hold these truths to be self-evident, that all men are
created equal, that they are endowed by their Creator with certain unalien-
able rights, that among these are Life, Liberty and the pursuit of happi-
ness. . . .” One might argue that for all Americans to engage in the “pursuit
of happiness,” they need to have equal economic opportunity, which in turn
requires access to higher education for all and the removal of economic bar-
riers that otherwise would prevent some from obtaining a college education. 

Thus, some expensive private schools say that “no student will be denied
admission because of economic circumstance,” and elaborate scholarship aid
is offered, often supported by private contributions. The same occurs at
public universities, to a lesser extent. The very existence of those public
universities is motivated by the desire to make college affordable to all—by
governmental support of much of the cost of instructing students. There is
almost universal public support for this principle. In the Chronicle of Higher
Education poll, 91 percent of respondents gave an affirmative answer to the
question, “Do you think every high school student who wants a four-year
college education should have the opportunity to gain one?”6 There can be
little doubt historically that, as several tables in chapter 5 document, partic-
ipation in higher education has expanded as financial resources provided by
external parties have increased.

Higher Education as an Investment

In the last chapter, I argued that one might consider higher education a
form of investment in “cultural capital.” Teaching new generations the
values, knowledge, and ideas of previous ones is necessary to keep our
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society’s stock of cultural capital from depreciating as older persons die.
University research is a form of new cultural investment, an expansion of
this stock. 

Our culture might be considered what economists call a “public
good,” one that is jointly consumed by us all. Adding one more person to
the population that enjoys a public good does not increase the “cost” at
the margin of maintaining it, and so consumers can “free ride”—that is,
enjoy the good without paying for it. For this reason, public goods tend
to be produced in too-small quantities when they are privately provided
in a market environment, and governments are necessary to fill the void.
National defense is a good example. Armies and navies would be nonex-
istent or inadequately small without governments to provide for them.
Public goods are typically subsidized or produced by government, and
that, arguably, explains public involvement in education in general, and
higher education in particular. 

By instilling ideas and knowledge in people, we make them poten-
tially more productive. A person who cannot read or write cannot func-
tion as effectively in the workplace as one who can; similarly, a person
who learns accounting at a university is more valuable to a company than
one who lacks those skills. Using a term made famous by economist
Theodore Schultz more than forty years ago, universities are in the busi-
ness of creating “human capital.”7 Many would argue that because of
positive externalities, the social rate of return of higher education is
greater than the private rate of return to the individuals consuming (or
investing in) it.8

In appealing for more government support, state university presidents
sometimes like to argue that high levels of participation in colleges and
universities promote economic growth, and that slow growth in incomes
and wealth reflects inadequate provision of higher education services.
They point out, correctly, that the earnings differential between high
school and college graduates has grown over time, which suggests that
the productivity of college graduates has risen relative to that of others
with lower levels of educational attainment. Moreover, with rising incomes,
society has placed relatively greater value on goods and services produced
in a “human capital-intensive” form. Brains are becoming far more impor-
tant than brawn in generating output and income.
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If the total rate of return on university investment is relatively high
(compared with other uses of resources), areas that invest heavily in uni-
versities might be expected to derive economic advantages. At least some
evidence does seem to support that position. I developed a simple econo-
metric model to try to explain differences among the fifty states and the
District of Columbia in the rate of economic growth over the twenty-
five-year period from 1977 to 2002, with economic growth measured by
personal income per person.

Of course, many other things besides college education affect eco-
nomic growth. In my model, I used two measures of the proportion of
college-educated citizens in the population as variables, along with seven
other factors introduced for control purposes. For example, one such
factor was the level of per-capita income at the beginning of the period
(1977). Introducing that variable allowed me to look at the relationship
between college education and income growth, holding the 1977 income
per-capita levels constant for all fifty states and D.C.9

The results, reported in table 7-1, suggest a fairly strong positive asso-
ciation between economic growth, as measured by real personal income
per capita, and the level of university participation, and, far less convinc-
ingly from a statistical standpoint, with changes in that level of participa-
tion over time. For example, the results suggest that if the proportion of
college graduates in the over-twenty-five population of a given state 
has been 16 percent instead of just 15 percent in 1980, its real per-capita
personal income growth in the 1977–2002 period would have been  over
1.91 percentage points higher (that is, 46.91 percent instead of 45 per-
cent). Since the average state in 1980 had a per-capita income in 2003
dollars of about $17,000, that implies that an increase of one percentage
point in the proportion of adults with college degrees is associated with a
per-capita income growth of about $324—or nearly $1,300 for a family
of four—because of the greater prevalence of university graduates. Taken
literally, this would seem to imply great social benefits from university
education—benefits that might well exceed those accruing to the indi-
viduals receiving the education. 

Applying some simple economic theory and factual evidence, it would
appear that, assuming the regression estimate is correct, only one-fourth to
one-third of the income generated from a rise in college participation
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accrues to the new college graduates themselves. For example, assume that
a 1 percent increase in college participation leads to a 0.75 percent increase
in the labor resources utilized in producing goods and services. That 0.75
percent estimate is based on the fact that, as of 1980, college graduates
earned roughly 75 percent more than high school graduates (less than that
for those with associate degrees, but more than that for those with less than
a high school education).10

Further assume that a 1 percent increase in labor arising from greater
human capital leads to a 0.70 to 0.75 percent increase in output. This is
based on the fact that labor resources command about 70 to 75 percent of
the national income and are compensated, according both to theory and
empirical evidence, on the basis of their marginal productivity. This would
imply that a 1 percent increase in the proportion of adult workers who are
college graduates would lead to an output increase of around 0.55 percent
(0.70 X 0.75 = 0.525; 0.75 X 0.75= 0.5625). Since total output is esti-
mated to have risen 1.915 percent for each 1 percent increase in college
participation, this implies that about 28 percent (0.55 divided by 1.915) of
the output growth associated with a 1 percent rise in college participation
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TABLE 7-1
HIGHER EDUCATION PARTICIPATION AND ECONOMIC GROWTH,

1977–2002

Variable or Statistic Coefficient or Value T-Statistic

Constant −3.777 0.178
% College Grads, 1980 1.915 3.404
Change in % Col. Grads, 1980–2000 1.019 1.665
Income per Capita, 1977 −0.006 3.488
State and Local Tax Burden, 1977 −1.180 0.919
Change in Tax Burden, 1977–99 −2.212 1.655
% in Unions, 1983, 1994 0.210 0.758
Age of State 0.165 4.200
% Days That Sun Shines 0.199 1.278 
% Pop. over 65, 1981 1.912 2.717
Adjusted R-squared 0.722
F-Statistic 15.409

SOURCE: Regression equation generated by author; see text and note 9.



would go to increased labor compensation to the college graduates
themselves, while the other 72 percent would go to other members of
society—comprising the positive economic externalities mentioned earlier.
Since external parties pay roughly that proportion (72 percent) of college
costs, it could be argued that the system works about right.

There are, however, numerous potential problems with that conclusion.
First, observe that the variable measuring the impact of the change (growth)
in college participation from 1980 to 2000 has a much smaller coefficient.
It implies that a 1 percent increase in the proportion of adults in college
from 1980 to 2000 was associated with only a 1.019 percent increase in
economic growth. The result, in fact, is not statistically significant at the 
5 percent level using a one-tailed test (although it nearly is, and is signifi-
cant at the 10 percent level). The smaller coefficient relative to the variable
measuring the impact of the level of 1980 participation is anticipated by
economic theory. The law of diminishing returns says that when you add
an amount of a resource while you hold other resources constant, output
will rise, but by diminishing amounts. That is what is happening here. In a
practical sense, more college participation almost certainly means that a
higher proportion of students with fewer cognitive and motivational skills
are attending college—students who are less likely to benefit from higher
education.

Thus, even if there were very high apparent positive externalities in 1980
from participation in higher education, it does not necessarily follow that
increases in that participation would have the same externalities. In this par-
ticular case, there was also an apparent rise in the internal (or private) ben-
efits of college education, as the college–high school earnings differential
rose after 1980.11 Thus, the calculation of the proportion of the benefits
received from education showed that about 28 percent of them in 1980 went
to the student graduating from college (0.55 divided by 1.91), but that by
2000 that figure approached 70 percent. Much of the measured positive
externalities had been internalized—that is, received by the student.12

Figure 7-1 depicts the trend. The individual benefits of going to college
have risen—but the contributions of additional college students in terms of
overall output growth have declined. The internal benefits have grown rel-
ative to external benefits. If the trend were to continue, the case for exten-
sive third-party support of universities would become considerably weaker
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(although some external support for research efforts might continue to be
justified).

Moreover, it is possible that the positive externalities as measured above
may be overstated because of the implicit assumption that the causation in
the regression runs from college participation to higher income. It is plausi-
ble that the causation is at least as much in the opposite direction: people
with college educations migrate to areas with high economic growth.13

Although they are of only tangential relevance, it is interesting to note
some other factors that seemed to influence economic growth. Growth
was greater in states whose incomes were low to start with—a sign that
states are converging on one another, as predicted by neoclassical eco-
nomic theory (also known today as the “old” growth theory). Older states
(as measured by date of statehood) grew faster than newer ones, a result
contradicting at least one well-known hypothesis.14 For some reason,
when other things are equal, the larger the proportion of elderly living in
a state, the higher the rate of economic growth. Also with other things
being equal, higher taxes meant lower growth, although the results here
were not terribly strong statistically.
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The scenario of falling positive economic externalities following from the
regression is both plausible and somewhat supported empirically, and
indeed is even rather consistent with some recent trends in the financing 
of higher education, such as tuition rising as a percentage of total univer-
sity revenues. But caution should be used in accepting it uncritically.
Alternations in the regression model will no doubt lead to somewhat differ-
ent estimated results which may not be consistent with this outcome.
Sensitivity analysis (trying alternative variables, time periods, and ways of
estimating the equation) is desirable. 

The point here, however, is that a reasonable, simple, straightforward
model does suggest there are, indeed, positive externalities to university edu-
cation, but that they have diminished considerably over time. This is an area
for further research. Moreover, the regression suggests that, other things being
equal, increased taxes were associated with lower rates of growth. It may well
be that some, conceivably all, of the positive growth effects of universities are
offset by the negative incentive effects of the taxes levied to finance them.

That leads to the claim by university presidents at state schools 
that economic growth is enhanced by giving these institutions more
appropriations, presumably, at least in part, on the grounds that more
state assistance leads to smaller increases in tuition, making colleges and
universities more accessible and allowing for greater positive economic
externalities. This view is often cited uncritically but without empirical
support by academics, including economists. Ronald Ehrenberg, for
example, has said, “State governments need to be educated so that they
understand the role that higher education plays in economic develop-
ment and in boosting the incomes of state residents.”15 This notion is a
testable proposition. Does enhanced governmental support to universities
lead to greater student participation in higher education? Does it lead to
higher rates of economic growth?

Using ordinary least squares (OLS) regression techniques, I report in
table 7-2 the results of a simple cross-sectional analysis of variations in
the rate of economic growth among the fifty states and the District of
Columbia, similar to that shown in table 7-1. For a measure of state and
local support of higher education, I took the average of state and local
government higher education spending as a percent of personal income
for two years, one near the beginning (fiscal year 1979–80) and one near
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the end (fiscal year 1999–2000) of the period in question (1977–2002).
State support of higher education varied dramatically, being less than 
1 percent of personal income in three northeastern states (Connecticut,
Massachusetts, and New Jersey) and in the District of Columbia, but
above 2.4 percent in five states (Mississippi, New Mexico, North Dakota,
Utah, and Alaska). I included seven variables used in table 7-1 for con-
trol purposes (to approximate more closely the usual assumption of
“holding everything else constant”). 

The results are startling. A priori, I expected either a statistically sig-
nificant positive relationship between public support of higher education
and economic growth (the conventional wisdom in the academic com-
munity) or no statistically significant relationship whatsoever (the posi-
tive effects of the apparent human capital investment being offset by 
the negative effects of the taxes needed to finance it). The results, how-
ever, are significantly negative (at the 1 percent level)—increases in the
proportion of a state’s income used to support higher education are asso-
ciated with lower rates of economic growth. Moreover, the estimated neg-
ative growth effects, more than being statistically significant, are fairly
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TABLE 7-2
STATE/LOCAL GOVERNMENT SPENDING FOR HIGHER EDUCATION, 

AND ECONOMIC GROWTH, 1977–2002

Variable or Statistic Coefficient or Value T-Statistic

Constant 35.837 1.172
Higher Education Spendinga −11.933 3.570
1977 Income per Capita −0.004 1.957
Taxes as % of Income, 1977 1.402 1.070
Change in Taxes % of Inc., 1977–99 0.091 0.064
% Workers in Unions −0.476 1.582
Age of State 0.164 4.362
% of Days Sun Shines 0.152 0.831
% Pop. over 65, 1981 0.912 1.177
Adjusted R-squared 0.641
F-Statistic 12.170

SOURCE: Author’s regression calculations using U.S. Census Bureau and other government data. 
a. Average of state and local higher education spending as % of personal income, 1980, 2000.



powerful. Calculated at the means, the results suggest an elasticity of
economic growth with respect to public higher education spending of 
−.52. That means that with other factors in the model being held con-
stant, a 10 percent increase in state support of higher education is associ-
ated with a 5.2 percent reduction in the rate of economic growth (that is,
from 40 percent to slightly less than 38 percent). It implies that state
government investment in higher education has a negative rate of return,
and that if economic externalities exist, they are negative.

Such strong results in the direction opposite from conventional wis-
dom need to be verified by more testing. I will do some of that below.
First, however, it is interesting to speculate on how a negative relation-
ship between higher education spending and economic growth might
arise. Particularly puzzling is that the results in table 7-2 seemingly con-
tradict the results in table 7-1 that show a positive relationship between
the proportion of the population with college degrees and economic
growth. 

There are several possible reasons for the contradiction. One, of
course, is that the findings in table 7-2 are a statistical fluke that do not
withstand more intensive econometric scrutiny. I deal with that below,
again concluding that the negative relationship seems fairly robust
statistically. A second possible explanation, strange as it might seem, is
that there is either no association or a negative one between the state and
local effort to finance higher education and the proportion of the adult
population that completes college. 

This explanation is also testable. In table 7-3, I use OLS regression
procedures to explain variations in the average proportion of the popula-
tion over the age of twenty-five in college in the years 1980 and 2000.
The key independent variable is the average percentage of personal
income devoted to state and local governmental funding of higher
education (Government Funding in table 7-3). While the key variable
does have the positive sign that conventional wisdom would predict, the
coefficient is statistically insignificant at conventional confidence levels.
Moreover, even if significant, the estimated relationship is rather weak.
The estimated elasticity of college graduates (as a percentage of the adult
population) with respect to state and local government funding is 0.14. A
10 percent increase in state funding for universities is associated with a
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1.4 percent increase in the proportion of adults with college degrees (that
is, from 20 percent to slightly less than 20.3 percent).

This latter finding suggests that increased state subsidies for universi-
ties at best only marginally increase access, via lower tuition or more
scholarship aid. Arguably, the funds are used to effect qualitative
improvements to the educational experience of those attending college.
Yet other evidence, presented earlier, calls this conclusion into question.
In modern times a large proportion of incremental funds is used for non-
instructional purposes. As we have seen, it is possible, for example, that
incremental funds largely go to support research or auxiliary activities,
such as intercollegiate sports. It is also possible that the funds simply are
redistributed to members of the higher education community in the form
of higher salaries and amenities, or what economists call economic rent
(payments that have no positive incentive effects on economic behavior).
In other words, the incremental funding is a means of redistributing,
income from the taxpayers to the university community. All of these
explanations are disturbing, given the typical state university president’s
assertion that enhanced state support of universities is necessary for
maintaining and improving access for lower-income individuals (table 
7-3 does show a very strong positive correlation between income and
college graduation rates). 
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TABLE 7-3
STATE/LOCAL HIGHER EDUCATION FUNDING AND THE PERCENT

OF COLLEGE GRADUATES

Variable or Statistic Coefficient or Value T-statistic

Constant −14.392 −2.453
Government Funding 1.045 1.447
Av. Real per Capita Income 0.001 6.281
Age of State 0.021 3.037
% Days Sun Shines 0.076 2.529
% Pop. over 65, 1981 0.212 1.461
Adjusted R-squared 0.544
F-Statistic 12.938

SOURCE: Author’s regression using U.S. Census Bureau and other government data.



While the discussion above provides some explanation for the absence
from table 7-2 of the expected positive relationship between economic
growth and higher education spending by state and local governments, it
does not explain the presence of the negative relationship. In order to do
so, first assume that most spending on higher education is, in reality, for
consumption. The touted “human capital formation” claims are, for the
most part, illusory. The positive association between the percentage of col-
lege graduates and economic growth (table 7-1) does not reflect “human
capital investment” provided via university training. Rather, it merely
reflects the fact that states with relatively high proportions of college grad-
uates have populations with relatively high levels of innate intelligence,
positive work habits, desires to achieve economically, and so forth. 

If, in fact, universities are merely informational devices that help
employers find innately able people rather than training grounds that
provide vital skills, the finding in table 7-2 is not terribly surprising,
particularly since the financing of higher education means taking
resources away from the private sector, with its relatively high and rising
productivity subject to the discipline of markets and profit imperatives,
and giving them to the university sector, with its lower and falling pro-
ductivity subject to little market discipline and no profit imperatives. The
redistribution of income from the productive private sector to less-
productive public enterprise, according to this scenario, is the root cause
of the negative relationship between state and local government spending
on higher education and the rate of economic growth.

Additional Testing

The statistical relationships in tables 7-2 and 7-3 are so contrary to con-
ventional wisdom that the burden of proof in demonstrating their verac-
ity is greater than is perhaps customary in scholarly inquiry. I altered the
regression models extensively to see if the observed relationships were
replicated. 

Turning first to the relationship between economic growth and univer-
sity spending, I modified the model in table 7-2 in quite a number of 
ways. One involved, first, dividing the critical variable (higher education
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spending) into two: the level of spending as a percentage of personal
income in 1979–80 (near the beginning of the period) and the change in
that spending level over the next two decades. It was possible that the
negative association observed for the single spending variable might change
with this alternative formulation. To deal with a possible problem of omitted-
variable bias, I added two independent (control) variables that seemed
appropriate. One was the proportion of the population in 1980 (near the
beginning of the period) who were between the ages of eighteen and twenty-
four (the age group for most college students). The other was a variable
measuring energy production near the beginning of the period, since eco-
nomic growth at that time was affected by energy prices—that is to say,
when oil prices were on the rise, oil-producing states had high rates of
income growth. I also simplified the tax variables into a single variable (the
average tax rate for the beginning and end of the period), and eliminated
two control variables that were relatively weak in table 7-2, and whose
exclusion actually raised the model’s explanatory power as measured by the
adjusted coefficient of multiple determination (r-squared).

The modified results, shown in table 7-4, are consistent with those
already reported. Both higher education spending variables have negative
signs, and one is negative at a high level of statistical significance. I then
modified the sample to eliminate Alaska, Hawaii, and the District of
Columbia, jurisdictions often excluded in interstate social science
research because of their special characteristics. Those results, not
reported here, are similar to those in table 7-4, except that the variable
measuring the change in higher education spending over time is negative
at a significance level of 5 percent (and the variable measuring the level
of higher education spending in 1980 is still significant at the 1 percent
level). 

Higher education spending in the tables above was measured in terms
of a percentage of personal income. According to this measure,
Mississippi spent much more than Connecticut. Yet income levels per
capita were nearly twice as high in Connecticut, so on a per-capita basis
Mississippi’s state and local government higher education spending were
not dramatically higher than Connecticut’s. A case can be made for
defining the spending variables in per-capita terms (spending on higher
education per capita in 1980, and the inflation-adjusted change in that
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spending from 1980 to 2000). Estimating the model in table 7-4 with
those changes, using forty-eight observations, I still observe negative
relationships between the higher education spending variables and
economic growth, with the variable measuring the level of per-capita
spending in 1980 being statistically significant at the 1 percent level.
However I defined the model, higher government spending for higher
education is associated with lower, not higher, economic growth.

Likewise, I tried a quite different model to evaluate the earlier asser-
tion that the association between state and local government university
spending and college participation is very weak (although probably pos-
itive). The original statistical measure of college participation used in
table 7-3 was the percentage of college graduates among the population
over age twenty-five. A problem with that measure is that included in the
base are large numbers of older persons clearly not affected by current
funding levels. In other words, there is a long lag between increases in
state funding and its material impact on the statistic chosen to measure
college participation.

To deal with that, I looked at 1999–2000 school year college enroll-
ments (not graduates) as a percentage of the current population ages
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TABLE 7-4
GOVERNMENT HIGHER EDUCATION SPENDING AND

ECONOMIC GROWTH, 1977–2002

Variable or Statistic Coefficient or Value T-Statistic

Constant 44.570 1.760
Higher Ed. Spending, 1980 −13.002 4.431
Change in Higher Ed. Spend., 1980–2000 −6.583 1.533
% 18–24 Years Old, 1981 1.186 0.561
Income Per Capita, 1977 −0.004 2.397
Av. Tax Burden 2.320 1.875
Av. % in Unions, 1973, 1984 −0.705 2.214
Age of State 0.130 4.213
Energy Prod., 1977 −0.232 2.649
Adjusted R-Squared 0.690
F-Statistic 14.925

SOURCE: Author’s regression using U.S. Census Bureau and related government data.



eighteen to twenty-four (ENROLL in the results reported below). I
regressed that against state and local government higher education spend-
ing in fiscal year 2000 as a percentage of personal income (SPENDING in
the equation below), personal income levels per capita (INCOME), and
the percentage of the population over twenty-five with college degrees
(GRADS), since presumably children of college graduates, other things
being equal, are more likely to attend college. With all fifty states and the
District of Columbia in the sample, the results statistically are clearly not
significantly positive, but excluding Alaska, Hawaii, and D.C., they are
very nearly so for SPENDING:

where the numbers in parentheses are t-statistics.
While the results do show the expected positive relationship between

government higher education spending and enrollments, it is extremely
weak. The estimated elasticity of enrollments with respect to spending,
calculated at the means, is only .043. Suppose a state has 54 percent of
its eighteen- to twenty-four-year-old population in college, and it increases
higher education funding by a very large 20 percent. The results here sug-
gest that the proportion of individuals going to college would rise to
about 54.5 percent. Put differently, it takes a 20 percent spending increase
to reduce the proportion of nonattendees by 1 percent. Using a per-capita
spending measure (instead of measuring spending as a percentage of per-
sonal income) yields even less positive results, clearly not statistically
significant at the 5 percent level, and even weaker in terms of the esti-
mated impacts even if one assumes that the observed positive results truly
exist and are not a statistical fluke.

In short, a good deal of model manipulation does not change the
basic conclusion. We clearly reject the claim that state and local spend-
ing on universities promotes economic growth, finding it far more likely
that the reverse is the case. The claims that more funding materially
improves student access to college are, at the very minimum, hugely
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ENROLL = 11.225 + 4.417 SPENDING + 0.001 INCOME + 0.650 GRADS,

(1.021)  (2.011)               (1.593)              (2.083)

adjusted r-squared = .338, F-statistic = 8.993,



exaggerated if these results are valid. If there is any positive association
between government spending and enrollments, it is decidedly very
weak. 

To be sure, I do not expect this to be the last word on the subject.
More sophisticated econometric analysis, using, for example, computable
general equilibrium models or at least multiple-equation regression pro-
cedures, might yield findings more favorable to universities. Other possi-
bilities for research include evaluating different time periods or using time
series as opposed to cross-sectional analysis. Nonetheless, the assertions
that universities exude huge positive economic externalities manifested in
greater community income are just that—assertions—and do not have an
obvious empirical basis. Similarly, the notion that incremental university
funding by state and local governments materially increases the propor-
tion of persons attending universities is also highly suspect. At the very
minimum, more research by truly objective scientists into these questions
is needed.

Government University Support and Economic Growth: 
Case Studies

Many readers without a statistical bent may well be unconvinced (and
bored) by the statistical evidence suggesting an actual negative relationship
between state and local governmental support for higher education and
the rate of growth of per-capita income. Accordingly, some examples dis-
cussed in narrative form of this actually occurring might be interesting.
The approach here is to look at states that are similar in many ways in
terms of their differing experiences with respect to support of higher edu-
cation and economic growth.

North Dakota vs. South Dakota. It would probably be hard to find two
states more similar than the Dakotas—both are low-population-density
farm states with rather harsh climates. Yet over the past generation, South
Dakota has far outdistanced North Dakota by most growth measures—
total personal income growth, growth in income per capita, population
growth (reflecting net migration), and so forth. 

142 GOING BROKE BY DEGREE



Interestingly, even in 1977 North Dakota invested a sharply higher
proportion of its personal income in public higher education than its
neighbor to the south—2.78 vs. 2.03 percent. Over the next two decades,
North Dakota not only maintained but actually increased the share of its
income going for state support of higher education, to 2.88 percent in fis-
cal year 2000—the highest of any state in the Union. By contrast, South
Dakota reduced rather sharply the proportion of its income going for
higher education, from 2.03 to 1.56 percent, going from above to below
the national average. 

Did North Dakota’s high and rising “investment” in higher education
pay off, while South Dakota’s parsimony in subsidizing universities
caused economic problems? Not if the data are to be believed. Per-capita
income in inflation-adjusted terms rose more in South Dakota than North
Dakota. Moreover, other measures confirm the trend. For example, total
real personal income rose nearly 57 percent in South Dakota, compared
with a little over 35 percent in North Dakota. From 1990 to 2002, North
Dakota had a significant net out-migration of native-born Americans,
while South Dakota had in-migration. 

Moreover, the much larger subsidies for higher education in North
Dakota did not even lead to much greater college participation. In the
1999–2000 school year, 55 percent of North Dakotans ages eighteen to
twenty-four were in college—compared with 54 percent in the southern
neighbor spending barely half as much of its income on support for
universities. One reason may have been that because income per person
rose more in South Dakota, the ability of South Dakotans to afford uni-
versity training for their progeny was rising faster. 

To be sure, many other factors no doubt also influenced these trends.
For example, South Dakota did not have an income tax, while North
Dakota did, and research has shown a negative correlation between state
income tax burdens and economic growth. Nonetheless, the experience is
highly consistent with the statistical results showing that state govern-
mental spending for higher education actually discourages growth—and
does little to improve college access.

Illinois vs. Michigan vs. Ohio. The Dakotas are small agricultural states 
with a combined population that is barely one-half that of Chicago. Let us
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compare the three largest Midwestern states, Illinois, Michigan, and Ohio.
All are among the nation’s ten most highly populated states. All have large
industrial centers as well as small but vibrant agricultural sectors. Of the
three, Illinois has for decades been the most affluent, having the highest per-
capita income, but all three have been considered relatively prosperous. 

In 1979–80, Illinois spent on state and local governmental support
for higher education a proportion of its personal income more than one-
third smaller than did Michigan, and about 15 percent less than Ohio.
Over the remainder of the century, Michigan dramatically increased its
already above-average commitment (as measured by the percentage of
personal income devoted to governmental support) to universities, to the
point that it ranked sixth in the nation by that indicator in fiscal year
2000. Illinois, by contrast, only very marginally increased its proportional
support. In 2000, Michigan devoted 2.34 percent of its personal income
to governmental university support, nearly double Illinois’ 1.26 percent.
(The corresponding figure for Ohio was 1.58 percent.) 

Yet the growth experience was precisely in the opposite direction. Illinois
had the highest rate of economic growth. This is particularly surprising, since
both economic theory and the national experience of the period suggest that
lower-income states tended to converge on higher-income ones. Yet by 2002,
Illinois’ advantage in per-capita income compared with Michigan—over 10
percent—was almost precisely double what it was a generation earlier. The
state most committed to higher education—Michigan—had the least growth,
while that with the least commitment, Illinois, had the most; Ohio was in the
middle. Moreover, Illinois’ low public investment in higher education did not
deter students from attending college—in 2000, the ratio of college enrollees
was higher in Illinois than in either of its two large neighbors. Again, it is obvi-
ous that other, noneducational factors are changing as well, but the pattern
still suggests that the notion of state support of universities promoting growth
is exceedingly questionable.

New Hampshire vs. Vermont. New Hampshire and Vermont are neigh-
boring, small New England states, both with a reputation for a bucolic,
semirural ambiance envied by weary urban commuters. Vermont’s
approach to higher education, however, has been dramatically different
than its neighbor’s. In 1979–80, Vermont spent 2.39 percent of its income
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on governmental support of universities, compared with 1.30 percent 
in New Hampshire. Although both states reduced their proportion of
higher education spending in the next two decades, New Hampshire
reduced it more, so the differential actually increased.

New Hampshire’s relative neglect of its state universities, however, did
not cost it in terms of economic growth. New Hampshire, already the
more affluent state, increased its per-capita income advantage over
Vermont from less than 12 percent to over 16 percent. While Vermont
had a modestly larger proportion of its eighteen- to twenty-four-year-old
population going to college at the end of the period than its neighbor,
New Hampshire’s proportion was well above the national average—
despite a significantly lower level of higher educational effort (as meas-
ured by the proportion of personal income spent by state and local gov-
ernments) than was typical nationally. 

Space does not permit detailed further examples. High-university-sup-
port Oregon grew more slowly than neighboring Washington, which was
less supportive of the public universities. The same is true of Kentucky (big
support for its universities) relative to Tennessee, which had higher eco-
nomic growth but much less public subsidization of colleges. Taking the ten
states in the contiguous United States with the lowest economic growth from
1980 to 2000 and comparing them with the ten with the highest growth, I
find that median state and local government spending for higher education
in 1980 was 1.80 percent of personal income in the low-growth states—
more than one-third more than in the high-growth states (1.31 percent).
Moreover, while spending expanded modestly in the high-growth states
(from 1.31 to 1.44 percent of personal income), it exploded in the low-
growth ones (from 1.80 to 2.21 percent). It almost appears as though those
states doing poorly economically accepted the arguments of state university
presidents that with greater higher education investment they could revive
their relative economic fortunes. It did not work. 

Higher Education and the Quality of Life

While the alleged external economic benefits of higher education seem
more illusory than real, that does not necessarily mean there are no

UNIVERSITIES AND SOCIETY  145



positive externalities to universities. As noted earlier, many observers
have commented on the high quality of life in college towns, noting the
cultural and other activities readily available at moderate prices on college
campuses. While concepts like “quality of life” and even “happiness” are
almost impossible to measure, there is one good quality of life indicator
that is quite measurable—net migration. 

When more people move into an area than move out of it (positive
net migration), it is a sign that individuals are “voting with their feet” to
relocate to a place where they feel they will likely be happier. Similarly,
net out-migration from an area suggests that, on balance, people are
finding that jurisdiction less likely to produce a high quality of life than
others. The U.S. Census Bureau estimates net migration by states on an
annual basis. Is there any association between net migration and the
intensity of support for higher education, or the presence of universities
or college graduates? If universities have positive externalities, either eco-
nomic or noneconomic, one would expect a positive association between
the intensity of higher education (however defined) and net migration.

Again, I used ordinary least squares regression to analyze the varia-
tions in net domestic migration among the fifty states and the District of
Columbia over the period 1990 to 1999. Domestic migration excludes
the in-flows of immigrants. I analyzed many variants of models contain-
ing one or the other of two higher education variables: the percentage of
personal income spent by state and local governments on higher educa-
tion in fiscal year 1990, and the percentage of the population age twenty-
five or older with college degrees as of the 1990 census. A host of other
different independent variables were introduced for control purposes,
and I ran a number of regressions with all fifty-one observations, as well
as some with just the forty-eight contiguous states in the sample.

The results were unambiguous. In every single regression estimated,
the relationship between the university variable (based either on spend-
ing or on college graduates) and net domestic migration was negative,
although in no case significantly so. The best way to interpret the results
is to conclude that there was no observed statistical relationship between
the university variable and net domestic migration. Using a broader defi-
nition of migration including new immigrant arrivals does not change the
conclusion. If the presence of college-educated persons provides positive
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externalities to a community, with other things being equal people should
move into a state to take advantage of them. Yet there is absolutely no
evidence that this in fact occurs. 

Conclusions

Most funding of American higher education comes not from the con-
sumers of university services, but from outsiders—governments, founda-
tions, or other private donors. They provide funds to universities because
they believe universities serve society beyond the benefits received by the
students in attendance. There are “positive externalities.” Presumably
economies grow faster because of universities, and some of the incre-
mental income accrues to others besides the consumers of university
services. 

Although some evidence suggests that this is the case, it also suggests
that the marginal benefits of expanding enrollments are falling—as are
positive externalities. More shockingly, the relationship between eco-
nomic growth and governmental support for universities in recent years
is actually negative. The notion that expanding university support is a
good “investment” in the economy is not supported—indeed, the results
would suggest we are already “overinvested” in colleges. 

The notion that increased support of state universities increases access
to college for the financially less fortunate is also highly suspect, with any
improvements in access being very small for any given increment in
spending. That might be an argument in support of an alternative notion
that governmental assistance to higher education is better directed to the
students than to the institutions themselves, a subject for a later chapter.

The initial observation that economic growth tends to be greater
where there are more college graduates does not seem to square with the
evidence that incremental state and local governmental financial support
for the universities is actually harmful economically. Part of the reason for
this is that higher funding does not, in any material way, increase the
number of graduates. As detailed earlier, the money given to colleges
tends to be used largely for things other than instruction—perhaps
research, perhaps greater salaries and perks for employees. The findings
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are also consistent with the view that earnings are higher among college
graduates not because of the skills acquired in school, but because they
have other attributes desirable to employers—motivation, perseverance,
high innate intelligence, and so forth. Colleges are, according to this view,
rather expensive “screening devices” whose presence lowers information
costs to employers, at considerable cost to society.

The empirical evidence presented in this chapter implies that much of
the increase in funding to universities has bought little that is socially
useful. To be sure, that proposition needs further examination, using dif-
ferent data sources and methodologies. Nonetheless, there is much
straightforward evidence that raises questions about the continued
increasing public support of our universities.
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PART III

Solutions

The Future of American 
Higher Education
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8

New Alternatives to Traditional 
Higher Education

When something becomes expensive, people tend to look for substitutes—
alternative products or services that serve the function of the original
good. When oil and petroleum derivatives became expensive in the
1970s, people sought alternative fuel and heating sources, or moved to
energy-saving devices to reduce their demand for oil and gasoline. As the
price of stamps has risen and technology has evolved, so people have
increasingly used e-mail instead of “snail mail” to correspond with one
another. Likewise, as universities become expensive, people can be
expected to look for alternatives—and they are.

In this chapter, I will discuss three major developments that could
radically transform higher education, or at least force traditional univer-
sities to become serious about cost-cutting. The first is the extraordi-
nary growth of for-profit universities, institutions that offer an attractive
service and are disciplined by market forces to be efficient. The second 
is the rise of distance learning, particularly online computerized instruc-
tion. Last, we will briefly discuss a nonuniversity option—private certi-
fication of competence in skills, bypassing traditional higher education 
as the primary means for certifying high-level skills and academic
accomplishments. 

For-Profit Higher Education

The most dynamic dimension in American higher education today is the
proprietary or for-profit sector. For-profit universities are growing by



leaps and bounds, and many of them are extremely profitable. Wall Street
has noticed, and several companies have stock that trade at very high
multiples to earnings, suggesting that market participants believe these
firms have a bright future. I will discuss in some detail the largest of these
companies, Apollo Group, which operates the University of Phoenix
(UOP) and several other institutions and has controlling interest in the
University of Phoenix Online. I will offer more abridged descriptions of
four other companies, and point out differences between these institu-
tions and mainline traditional not-for-profit colleges and universities.

The University of Phoenix—Higher Education’s Financial Success
Story. While Harvard, Yale, Princeton, and a few other schools vie to be
designated America’s best universities in popular rankings, Apollo Group,
owner of the University of Phoenix, is clearly America’s most successful
university in a financial sense. A person investing $10,000 in Apollo com-
mon stock in January 1995 (shortly after the company went public) would
have an investment of over $9.5 million as of February 23, 2004.1 Apollo
has shrewdly exploited opportunities provided by generous student loans
and rapidly rising tuition in not-for-profit institutions to offer an affordable
alternative to traditional universities. As of this writing, the market value of
Apollo Group common stock approximates $13.5 billion; by this criterion,
it is one of the richest American universities, probably second only to
Harvard in market valuation of its assets. Its stock trades at well over fifty
times its earnings, an extremely high price-to-earnings ratio that suggests
market participants are extremely optimistic about rapid, sustained, prof-
itable growth in future years.

The University of Phoenix was founded by Dr. John Sperling in 1981,
becoming a public company thirteen years later. Its current CEO, Todd
Nelson, age forty-four, received over $4.5 million in direct compensation
in 2003, many times the salary of any not-for-profit university president.
Nelson also exercised stock options worth $28.8 million. Company insid-
ers own well over $2 billion in stock. 

As figure 8-1 shows, enrollments at the University of Phoenix are
growing almost exponentially. Enrollment growth of over 20 percent per
year has been accompanied by revenue growth approaching 30 per-
cent and per-share earnings growth exceeding 35 percent. Enrollment in
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degree-granting programs, over two hundred thousand at the end of
2003, is scattered among more than two hundred campuses and learning
centers, a majority having fewer than a thousand students. There is also
a rapidly growing online business, discussed below.

The University of Phoenix, the major business of the Apollo Group,
provides education for working adults in about half the United States,
Puerto Rico, and British Columbia, Canada. Degrees offered include assoc-
iate’s or bachelor’s degrees in business, general studies, criminal justice
administration, human services, health care services, and information
technology. The school also offers a few master’s degree programs in such
fields as education, organizational management, business administration,
nursing, and counseling. The emphasis is on providing vocationally
related training at prices well below those of private, not-for-profit uni-
versities, and often only modestly higher than the tuition at major state
universities. Most students finance their participation through federal
loan and other subsidy programs.

To date, the UOP has not sought to compete directly for traditional
college-age students, although there are early indications that that might be
changing. In addition to the UOP, Apollo runs Western International
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University, an Arizona-based institution; the Institute for Professional
Development, which contracts with private, not-for-profit colleges wishing
to offer adult education programs; and the College for Financial Planning,
which trains people to attain certified financial planner (CFP) certification. 

The Apollo Group is immensely profitable and becoming more so over
time. Figure 8-2 shows that after-tax profits (income) much more than
quintupled from 1998 to 2003. Figure 8-3 shows that pretax profits as a
percentage of revenue have steadily increased, going from slightly less
than 20 percent in 1998 (already an extraordinarily high profit margin in
most businesses) to almost precisely 30 percent in 2003—about as high
as it gets for American business. On a per-student basis, after-tax profits
rose dramatically as well, going from $648 in 1998 to $1,235 in 2002. 

Rising profits reflect two factors: rising revenue per student and some
cost-savings from economies of large scale. It appears that the UOP raises
its tuition annually somewhat less than the not-for-profit universities, but
since it has better cost containment and no productivity reduction over
time, it is able to increase its profit margins—while gradually narrowing
the differential between its tuition and that of state universities. This
suspicion is supported by the fact that revenues per student rose about
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16.5 percent from 1999 to 2003—well below the average tuition increase
in that period, but more than the rise in consumer prices generally.2

The revenue of for-profit universities gets disbursed in a radically dif-
ferent fashion than that of typical not-for-profit institutions. To begin with,
the traditional institution almost always spends somewhere between ninety-
nine cents and a dollar of each one dollar in revenue, and in bad times may
dip into cash reserves and spend a bit more on various expenses incurred
in pursuing its mission. By contrast, Apollo Group spends only seventy
cents out of every dollar—with thirty cents being profit, out of which part
goes for income taxes of about eleven cents per dollar of revenue. Whereas
the typical state university is a recipient of income tax receipts, the for-
profit schools are disbursers (although they benefit mightily from guaran-
teed student loan and related tax-financed programs).

Based just on funds disbursed as “costs and expenses,” we can see that
the two types of universities behave very differently. In 2002, Apollo
Group spent sixty-six cents of each dollar on “instructional costs and
services,” compared with thirty-four cents spent at public universities in
1999–2000. To be sure, the definitions of categories may differ a bit, but
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it is virtually certain that the for-profit universities devote a far larger pro-
portion of their budgets to instruction than the not-for-profits. Although
marketing and selling expenses are vastly greater at the for-profits—
Apollo spent almost 20 percent of its budget on these expenses in 2002,
while I suspect that it is a rare not-for-profit institution that spends more
than 10 percent—they spend nothing on research, and far less than tra-
ditional universities on administration. Less than eight cents of each dol-
lar goes toward administrative costs at for-profits, versus fourteen cents
for the public universities, despite paying senior administrators far higher
salaries. For-profits also spend next to nothing on things such as build-
ings and grounds and libraries. 

The for-profits like the UOP have one mission: to educate students in
a profitable fashion. There are no research aspirations, no athletic teams,
no sense of obligation to provide community services. As detailed in ear-
lier chapters, the traditional universities have diverted resources from
instruction to such undertakings. It is roughly true at some state univer-
sities that state subsidies cover the costs of these “other things,” while
tuition covers the costs of instruction. Thus, schools like the UOP, with-
out direct state subsidies but not needing them for “other things,” can be
rather competitive in a cost sense even with the students paying all the
bills. Since the faculty teaching at the for-profits are largely untenured
and, in a majority of instances, part-time, and since they teach heavier
loads (given the lack of research expectations), the faculty costs per stu-
dent can be reduced from those at traditional universities.

Career Education Corporation. Apollo Group is not the only very successful
postsecondary, for-profit provider of educational services. Some other compa-
nies rival or even surpass Apollo in terms of financial success. Career Edu-
cation Corporation, headquartered in a Chicago suburb, did not exist ten
years ago, and public trading in its stock began only in 1998. A person put-
ting $25,000 in its stock at that time would now have shares worth over
$500,000. Not even traded seven years ago, this company has a market valu-
ation in excess of $5 billion. Revenues are rising faster than for Apollo, and
profit margins are increasing as well. In its 2003 fiscal year, the company
earned about $119 million (after taxes) on sales of nearly $1.2 billion. Pretax
profit margins are around fifteen cents on the dollar—not as high as Apollo,
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but still rather impressive (about a 20 percent rate of return on equity).
Enrollments have been expanding at an impressive rate, rising 63 percent from
January 31, 2003, to January 31, 2004, and reaching 83,200 by the later date. 

Career Education Corporation offers programs at dozens of campuses
for various degrees (through the master’s) and diplomas, but confines
itself primarily to five career-related areas: visual communication and
design technologies, information technology, business studies, culinary
arts, and health education. The company has a growing e-learning divi-
sion, called American InterContinental University-Online. It places a very
strong emphasis on obtaining jobs for its graduates and devotes a good
deal of resources to placement services. Unlike Apollo, Career Education
has a very significant international presence, with campuses in Canada,
France, the United Kingdom, and the United Arab Emirates.

Corinthian Colleges, Inc. Like many for-profit firms, Corinthian Colleges
began as a privately held company. (Several fairly large for-profits still are
privately held.) In the five years since it went public in 1999, its stock price
has risen more than tenfold. Its return of stockholder equity in 2003 well
exceeded 30 percent—at least double that of a typical corporation. Like
those who bought shares in Apollo Group and Career Education
Corporation, someone who became a fairly large investor in this company
early on would be wealthy today. 

Corinthian is growing by leaps and bounds, and in the 2003 Fortune
Magazine rankings of America’s one hundred fastest-growing companies,
it ranked sixth, above such dot.com icons as eBay. In 1998, its last year as
a private company, Corinithian had revenues of $106.5 million and net
income of $1.2 million (1.1 percent of sales). By 2003, sales had nearly
quintupled to $517.31 million, and profits had grown by more than fifty
times, to $65.9 million (more than 12 percent of sales). Pretax profit mar-
gins approximate 20 percent. Market capitalization is $2.7 billion.

In one sense, Corinthian is a smaller version of the University of
Phoenix, opening small “campuses” (usually a single, medium-size build-
ing) in dozens of locations, a large proportion of them in Sun Belt states like
California and Florida. By 2003, over fifty-nine thousand students were
enrolled. Most were in associate degree and diploma programs, suggesting
that Corinthian competes mainly against community colleges.
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Like Career Education Corporation, Corinthian places a large empha-
sis on marketing and on placement. In mid-2002, it had about 140 pro-
fessionals working in its placement service, which is many times the ratio
of placement professionals to students at the traditional university. Even
more unusual by traditional university standards is that it employed 464
admissions representatives, maybe twenty times the typical number for a
fairly large state university. In 2003, its director of admissions (actually
the senior marketing executive) made nearly $1 million for orchestrating
the company’s remarkable growth. 

Students at Corinthian clearly view their enrollment as an investment,
a means to the end of a higher income and a better job. A majority of
Corinthian employees are faculty (compared with one-third or less at the
traditional university). Students who register full-time for a bachelor’s
degree pay a tuition of around $9,000—above that charged to in-state
students at most state universities, but less than that typically charged at
the not-for-profit, private institutions.

DeVry University and Associated Businesses. Incorporated in 1973,
DeVry, Inc. is one of the more mature companies in the for-profit higher
education business. With sales of about $700 million, it is highly profit-
able, although less so than the institutions mentioned above, and slower
growing. DeVry operates career-oriented programs emphasizing technology
across the United States and Canada. In 2002, it merged the various DeVry
Institutes and its Keller Graduate School (emphasizing graduate manage-
ment education) into a single entity, DeVry University. DeVry also operates
the Becker Conviser Professional Review, a well-known firm that prepares
candidates for major postgraduate examinations, such as those for certifi-
cations as CPA (certified public accountant) and CFA (chartered financial
analyst). Thus, it supplements and sharpens the learning experience of stu-
dents who have already attended traditional colleges and universities.

Like Corinthian, DeVry is trying to grow through acquisition. In
March 2003, it bought the company operating the Ross University School
of Medicine and the Ross University School of Veterinary Medicine. Like
most for-profit universities, DeVry has a very strong balance sheet, with
virtually no debt. While traditional university presidents bemoaned rising
cost pressures and inadequate state appropriations or private contribu-
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tions, this for-profit firm, not subsidized in any direct sense, was able to
pay $310 million for its new acquisition.

Strayer Education, Inc. Not all for-profit universities are large national
or international entities. Strayer University (which also owns Education
Loan Processing, Inc.) is a highly successful regional firm with a presence
in the Washington, D.C. area and North Carolina. With revenues in 2003
of $147 million, Strayer is much smaller than the previously mentioned
providers. But it is extremely profitable, making after-tax profits of over
22 percent of sales, and, unlike the other companies, it pays a regular
dividend. A $25,000 investment in Strayer at the time of its going 
public as a company in July 1996 would have increased to over $250,000
by the summer of 2003—not quite as spectacular as the growth in value
of Apollo or Corinthian, but certainly far better than the market per-
formance as a whole. Its $1.1 billion valuation in the market is some
seven times existing sales, an impressive multiple suggesting that
investors view Strayer as a growth stock more akin to the dot.com stocks
before the technology bubble burst than to conventional service industry
stocks.

Strayer is conservatively but aggressively expanding, planning new
ventures in Tennessee and Pennsylvania as it expands beyond its metro-
politan Washington base. Two things impress me about Strayer. First,
although it has large marketing costs like the other for-profits, its instruc-
tional costs seem low in relation to tuition revenue—between 35 and 40
percent. The company keeps them well-contained, perhaps by having
heavy teaching loads, being less extravagant than not-for-profits in pro-
viding fringe benefits, not awarding tenure, and using less expensive 
part-time faculty. Second, Strayer historically has invested some of its
profits in financing the educations of its own students—Education Loan
Processing, Inc., in reality is in the business of lending to Strayer students
who prefer to pay as they go rather than to wait until after graduation.

Distinguishing Characteristics of For-Profit Colleges and Universities.
The five companies discussed above are not the only players in the for-
profit higher education market, but together they probably represent a
large majority of the market valuation of for-profit providers.3 What are
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some common characteristics of these institutions, and how do they dif-
fer from traditional not-for-profit providers?

• To this point, most for-profits have focused on the adult mar-
ket—individuals outside the traditional eighteen- to twenty-
four-year age group that dominates enrollments. They appear
to have been reluctant to compete directly and too vigorously
with the traditional universities, which may explain the rather
muted objections to their presence by the not-for-profits. As
the adult market becomes more saturated, the for-profits 
will either have to expand geographically (that is, to foreign
countries) or start competing more directly for students of 
traditional college-attending age. 

• For-profits have emphasized the vocational aspects of higher
education training much more than traditional schools, with the
exception of some community colleges. They train persons in
specific specialties—computer programming, information tech-
nology, culinary arts, human resource management—and give
short shrift to the basics of a liberal education, such as instruc-
tion in philosophy, history, literature, foreign languages, anthro-
pology, or the basic sciences. 

• For-profits operate in modest but comfortable buildings in
many locations, rather than in one large, centralized campus.
Enrollments are often measured in the hundreds or, at most, a
few thousand, on any given campus. Almost all of their facilities
are directly related to instruction or administration—there are
few, if any, of the recreational facilities, art galleries, concert
halls, research laboratories, or libraries that are features of the
typical university campus. 

• For-profits are purely teaching institutions. Faculty members
typically have heavy teaching loads, no tenure, and few non-
teaching responsibilities. Many of the faculty are part-time, often
individuals with other full-time jobs (sometimes as professors),
or perhaps retired faculty members from other institutions. The
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senior, tenured faculty member with a lot of power is a rarity at
for-profit universities.

• For-profits place far more emphasis than the typical traditional
university on recruiting students and placing graduates in jobs.
They want to attract customers and to have them leave satisfied so
as to attract future customers. They are very much motivated by
market forces, specifically the need to maximize revenues (hence
their large marketing expenses) and minimize costs (hence the
no-frills approach with little noninstructional emphasis).

My wife, a high school guidance counselor, recently received this 
e-mail from a counselor at the University of Phoenix Online:

Dear Potential Student, I wanted to give you some great news!
We are offering a promotion for enrollment into our October
23 and 30 programs!! What that means to you is we will waive
the application fee and buy your books for your first course. (A
value up to $200.00). Classes filled at a record rate in our May
promotion and we expect the same response in October.
Please respond by clicking below to reserve your spot in class
in October and take advantage of this opportunity.4

How many not-for-profit schools offer “May promotions” and free
books if you enroll now?

Finally, and relevant to the previous point, for-profits use technology
for cost containment, making heavy use of computerized instruction and
online services. Often they have a relatively standard curriculum for all
classes in a subject, with readings and work assignments developed at the
headquarters rather than individually by each instructor.

The discussion above is not exhaustive, and it neglects one compo-
nent of for-profit private higher education: Many large companies have
training programs that, in effect, provide the equivalent of college instruc-
tion for some of their students. For example, I have taught basic eco-
nomic principles at one of the nation’s largest banks to students with
backgrounds primarily in the humanities and social sciences. Some
corporations, such as General Motors, even have their own institutions
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offering college-level instruction. The General Motors Institute, begun
around 1920, provided training for GM employees. It has evolved into an
independent institution, Kettering University, which still has close ties to
GM. (It is named after Charles Kettering, a long-time top GM official who
ran GM’s research efforts.)

Also, the above discussion omits the many for-profit companies that
provide vital inputs into learning on each campus, such as textbook pub-
lishers and computer software companies. Even traditional college cam-
puses increasingly rely on for-profit outside contractors for some of their
services, such as food and maintenance. Lastly, do not forget that the raters
of colleges who play an increasingly prominent role in defining some sort
of “bottom line” for many institutions are private, for-profit institutions,
some of which, like The Princeton Review, are publicly traded. 

Distance Learning

For generations, universities have tried to reach beyond their main cam-
puses to serve populations in other areas. State universities in particular
have viewed this as part of their mission, and the Morrill Act of 1862
establishing land-grant universities had as its philosophical foundation the
view that state universities should serve a broad public, not just a small
number of traditional-age college students. In the twentieth century, many
universities developed correspondence programs, through which students
could read materials and complete assignments and even take examina-
tions by mail. Often, extension divisions of universities became fairly large
operations, sometimes largely self-sustaining from the tuition paid by
participants.

In the 1950s, 1960s, and 1970s, distance learning began taking on new
dimensions, with greater use made of television (or occasionally radio).
Interactive television instruction began to take hold in the 1980s, by which
students could communicate in real time with their instructors located
miles (sometimes thousands of miles) away. It was the advent of personal
computers after 1980 and the increasingly widespread popular use of the
Internet in the 1990s, however, that enormously expanded the potential 
of distance learning, as communications costs fell and new technology
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provided powerful and effective instructional aides that could be utilized
over long distances. 

Computer usage among college students has soared. In 1993, only 55 per-
cent of students reported they regularly used computers; eight years later,
the proportion of nonusers had fallen by more than half, and nearly 79 per-
cent were computer users.5 The use of computers and participation in
distance learning, however, are two different things. In the school year end-
ing in 2000—the most recent for which data are available—about 8 percent
of undergraduates took distance-learning courses, with a large majority
(about 60 percent) Internet-based.6 Those numbers exclude traditional
correspondence courses. Enrollment was proportionally larger among non-
traditional adult learners than students of traditional college age. 

Enrollments in online and other distance-learning courses increased
rapidly after 2000, and the number of students enrolled in some form of
online education now probably exceeds 3 million.7 That is about 20 per-
cent of the enrollment of traditional residential schools. Among the institu-
tions enrolling over twenty-five thousand students are the University of
Maryland University College (which claims to be the nation’s leader), SUNY
(State University of New York) Learning Network, Old Dominion
University (including three thousand U.S. Navy personnel in a Ships at Sea
program), and the University of Phoenix Online. 

The statistics suggest that computer-based instruction among college
students at the present is not the consequence of a drive to reduce costs,
but serves rather to supplement and enhance traditional learning tech-
niques. The potential economic benefits of distance learning come from
lowering the number of faculty and reducing the amount of other instruc-
tional inputs needed to educate a given number of students, and from
saving students traveling, food, and lodging expenses. The evidence to date
shows that while distance learning of this sort exists, is growing, and is 
even moderately important, the substitution of capital and technology for
labor in the instructional process at traditional universities is proceeding
very slowly. Indeed, instead of saving money, many universities are arguing
that they need more fee revenue to pay for technology. (Imagine your car
dealer trying to add a “technology fee” to the price of the Chevy you want
to buy, in order to pay for new machines used at General Motors.) They
argue that new technology is a burden on costs, not a relief.
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While it is difficult to get a precise handle on the growth of the online
higher education industry, it is stratospheric in magnitude—and very big
business. For example, the online operations of the University of Phoenix
(UOP) are performed through a separate company, University of Phoenix
Online, which is controlled by Apollo Group. As of this writing, the market
capitalization of the company exceeds $5 billion. In the twenty-seven
months from the end of August 2001 to the end of November 2003, enroll-
ments more than tripled, going from about twenty-nine thousand to around
ninety-one thousand students. This implies an annual enrollment rate
growth of roughly 65 percent! Annual revenues are expected to reach $800
million, and after-tax earnings are now running well in excess of 20 percent
of sales, a truly extraordinary record. The stock price has increased tenfold
since 2000. While other online universities are no doubt less successful
financially, the UOP story reveals that online instruction is popular, prof-
itable, and gaining market share.

Perhaps the greatest pioneer in distance education is Britain’s Open
University, which now has over two hundred thousand students taking
some 150 different courses in many countries besides the United Kingdom.
Using several distance-learning technologies, such as interactive television
and computer instruction, the Open University is growing less frenetically
than UOP Online, but still solidly; enrollments have risen one-third or so
in the past eight years. On several occasions, publications have rated the
quality of the learning experience at the Open University in the top ten of
British universities.

UOP Online and other distance-learning options do not offer the
quality of experience that one would get at, say, Harvard or Princeton.
There is something about personal contact that motivates students and
stimulates the spirit of inquiry and the acquisition of insight into the
world. Like many other professors who have taught for decades, I am
taken aback occasionally by the students who say I importantly changed
their lives by some almost offhand remark I made to them. This experi-
ence is difficult to replicate online. However, e-mail has led to far more
effective and extensive written communication between students and
faculty than previously. Moreover, there is a lot of knowledge that can 
be conveyed efficiently and cheaply online. The better professors can 
reach larger audiences at lower cost. As cost becomes an ever-bigger 
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issue, distance learning will pose a greater threat to the old ways of 
instruction.

Moreover, this threat may be approaching faster and more power-
fully than university presidents think. Anyone who works with interest
compounding knows that numbers can grow quickly from modest to very
large if the growth rate is high, as it is with respect to distance learning.
Suppose the online higher education business is growing from 35 to 40
percent a year, and that this is expected to continue for six more years.
What that means is that in 2010 the online instruction component of
higher education will be eight times as large as it is today. Increases of this
magnitude could force the administrators of traditional universities to make
radical alterations to their operations to meet a truly powerful threat.

Alternative Forms of Certification

There is no question that the certification function of universities is
extremely important in explaining their popularity. As discussed earlier, by
issuing degrees, universities greatly lower the cost to prospective employers
of finding out about the intellectual and academic skills of job candidates.
The earnings differential that college graduates receive may reflect less the
actual learning that occurs in college than the other attributes of college
graduates that are viewed positively by employers (or, in some cases, pro-
fessional or graduate schools).

To be sure, some professions do not believe that a bachelor’s (or mas-
ter’s) degree in a given subject is sufficient certification for employment, and
they have accordingly devised additional tests. The CPA examination is a
good example. Graduates of law, medical, and some other professional
schools similarly must pass examinations to receive licenses to practice in
their professions. But as a general rule, college graduation is a prerequisite
for taking the examinations for licensure, so colleges still play a major role
in the certification process.

But certification can occur through other approaches, and the informa-
tion technology field is paving the way for noncollege-related certifications.
Major companies like Microsoft, Cisco, Oracle, and Novell have their own
certification programs. Students passing examinations can demonstrate

NEW ALTERNATIVES TO TRADITIONAL HIGHER EDUCATION  165



mastery of the technology associated with the relevant computer applica-
tion. Thus, students seek designation as Microsoft-certified systems engin-
eers, Microsoft-certified solutions developers, Microsoft-certified database
administrators, Cisco-certified network associates, Cisco-certified network
professionals, Oracle-certified application developers, Oracle-certified
database administrators, certified Novell administrators, certified Novell
engineers, or literally dozens of others. Armed with these certifications,
prospective employees can go to employers and say, “Look, I can handle
your Oracle and Microsoft applications well”—indeed, clearly with more
competence than a person with a generic bachelor’s degree in computer
science, who may or may not have the very specific skills needed.

As anyone knows who is acquainted with bright high school students
who are clever with computers, the level of formal education needed to
master computer skills is not high, although the skills themselves are of a
fairly high order. The new certification programs in the information tech-
nology industry potentially threaten the near-monopoly of universities in
certifying persons for highly skilled positions.

To be sure, the universities themselves are trying to share in this mar-
ket. Many extension divisions now offer training, often online, designed to
help students pass the requisite examinations. However, they are compet-
ing with a bevy of for-profit private training operations for this business.

If the costs of universities continue to rise, more nonuniversity forms of
certification can be expected to develop, particularly demonstrating the
mastery of reasonably specific occupational skills. Organizations like
Underwriters Laboratories, for example, which certify the safety of equip-
ment, may start certifying the competency of human resources providers.
As Plato said more than two millennia ago, “Necessity is the mother of
invention,” and rising costs combined with the quest for efficiency and
minimal search costs will likely expand the emerging movement toward
nonuniversity-based certification.

Conclusions

As traditional universities continue to raise their prices, reflecting relatively
low and probably declining productivity, they generally have ignored the
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possibility that alternatives to their services exist. Three such alternatives
are for-profit universities, distance learning, and nonuniversity occupa-
tional certification. As the costs of traditional learning grow, people are
searching for substitutes. The spectacular popularity and commercial suc-
cess of for-profit university training and distance learning suggest that the
mainstream market of traditional students may increasingly forgo expensive
onsite training for these newer alternatives.
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9

Evolutionary Change on the Campus:
One Scenario

As indicated in previous chapters, the sharply rising cost of college to its
consumers is not sustainable in the long run. Moreover, a series of factors
suggests that the demand for traditional higher education may begin to grow
at a slower rate or even stop growing altogether, leading, most likely, to
smaller tuition increases and forcing universities to halt the decline in pro-
ductivity that has characterized modern higher education. Indeed, since real
wages in other professional occupations have been rising along with produc-
tivity, college teaching will not remain a comparably well-paid profession
unless university productivity begins increasing as revenue growth slows. In
short, significant changes will be needed.

Change can evolve naturally over time, with only modest governmental
involvement. If government support for higher education grows slowly or not
at all, financial pressures could hasten self-imposed changes within the acad-
emy. If government support grows robustly for awhile, the internally generated
changes will come more slowly and perhaps not at all for a number of years.
But given the rising pressures for more state government spending on com-
peting social services, especially Medicaid, I suspect that sometime in the next
decade there will be some move toward greater change in public universities. 

In this chapter, we will discuss some of the things universities might do to make
themselves somewhat more efficient in the face of rising competitive pressures. 

Reducing Instructional Costs

The instructional component of university budgets has declined in rela-
tive importance over time, but it is still large, amounting to one-half or



more of the total at some community colleges and more than one-quarter
at most universities. The dominant component of “instructional costs” is
faculty salaries. Can economies be made here? There are at least four ways
these costs can be reduced: by increasing the student-faculty ratio; by
ending or modifying tenure; by increasing the use of part-time or adjunct
faculty; and by using more capital-intensive instructional techniques.

Increase the Student-Faculty Ratio. We pay faculty members at major
universities upwards of $100,000 annually on average, including fringe
benefits, to teach four to six courses a year—or, on average, close to
$20,000 a course. The number of hours faculty spend in the classroom is
relatively small—typically less than 200 hours per year at major research
universities, somewhat more (perhaps 250 hours) at medium-quality
schools with some research emphasis, and 300 to even 350 hours at insti-
tutions whose primary mission is teaching. At two-year colleges, teaching
loads can get still a bit heavier, but it is the rare college professor who is
in the classroom for more than 500 hours a year. By contrast, teachers in
primary and secondary schools have two or three times that amount of
classroom contact.

University professors will argue long and hard that lighter teaching
loads are justified because they need to spend a good deal of time keep-
ing up with work done in their fields and working to extend the frontiers
of knowledge through more research. Yet if college professors were to
spend 250 hours a year teaching, another 250 hours preparing for class
and advising students, 500 hours in research (the same as in teaching-
related activities), and 200 hours in service activities such as serving on
committees, they would still be working a total of only 1,200 hours a
year—at least one-third less than the typical full-time employee in other
professions or in the labor force at large.

Of course, faculty work only a nine-month “year” typically, unless
they teach summer school or have summer grant support dedicated to
research. Yet one might ask why college campuses operate on a much-
reduced basis for several months a year. That means that capital costs of
classroom buildings, student laboratories, computer and library facilities,
dormitories, and other facilities are relatively high, as buildings are utilized
far less than comparable facilities in the private sector. Alternatively, if
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faculty members insist that a three-month summer vacation is necessary to
revive and recharge themselves intellectually every year (a somewhat dubi-
ous contention, in this author’s judgment), then it may not be unreasonable
to expect them to work relatively long hours (45 to 50 hours per week)
during the academic year. Working 48 hours a week for thirty-five weeks a
year would mean a total work year of 1,680 hours, allowing at least 400—
possibly 500—hours for teaching, with time available for some research,
advising of students, reading, and the like. This would imply teaching loads
of 12 to 15 hours a week during the standard academic year, instead of the
6- to 9-hour loads that most faculty have today (less at some top institu-
tions, more at some lesser-known schools). 

Faculty would cry mightily that such loads would stifle research and
end their ability to keep up on the literature. It is interesting that at the mid-
dle of the twentieth century, teaching loads more closely approximated
those suggested above, with 9-hour loads prevailing at major research uni-
versities, 12-hour loads at medium-quality state and private schools, and
15-hour teaching assignments common at somewhat lesser-known institu-
tions. Teaching loads fell in the 1950s and 1960s (when faculty were in
high demand), and they have stayed down since. The instructional savings
from heavier teaching loads can be dramatic. Suppose a mid-size univer-
sity teaches 1,500 courses each academic term, with 750 instructors teach-
ing on average two courses each (6 hours per week if the school offers
courses of three semester-hours; remember, an academic “hour” is usually
fifty to fifty-five minutes). Suppose now that the average teaching load is
increased to three courses. The same number of classes can now be taught
with 500 faculty members—one-third less. Very significant savings in
instructional costs are possible from increasing teaching loads.

The same type of savings can come by reducing the number of courses
and increasing the average class size. For example, a liberal arts college that
teaches 200 freshmen each term in ten sections of 20 students each could
move to teaching those students in eight sections averaging 25 students.
Rather than teaching principles of economics to 1,500 students in fifteen
classes averaging 100 students each, teach them in six sections averaging
250 students. 

To be sure, there are costs to either approach. Other things being
equal, students and professors alike prefer small rather than large classes.
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There may be greater learning with a smaller class size, although a mas-
sive literature for primary and secondary education suggests that the
learning advantages to small classes are modest at best.1 Heavier teaching
loads will likely mean reductions in published research. But it can be
argued that the “publish or perish” atmosphere of modern times has led
to a good bit of very marginal research with minimal social value.
Moreover, for many, heavier teaching loads will simply mean that profes-
sors will work harder. While I know many workaholics who spend, say,
250 hours a year teaching, 500 hours preparing for class and advising stu-
dents, 1,000 hours doing research, and 400 hours in committee work and
other university functions, for a total of 2,150 hours a year, I know about
as many who teach 250 hours, spend 250 hours on other instructional
duties, 400 hours doing minimal research, and 100 hours on campus
activities, for a total of 1,000 hours—25 hours a week for forty weeks a
year. Heavier teaching loads for these faculty members would merely cut
into time they now use to play golf, do leisurely reading, or perhaps
engage in lucrative private consulting. 

An interesting case study of the impact of heavier teaching loads is tak-
ing place at Fort Hays University in Hays, Kansas. The university’s longtime
president, Dr. Edward H. Hammond, decided to increase teaching loads
greatly in the face of declining state support following the 2001 recession.2

The typical load was increased to six courses a semester, or 18 hours per
week. Since Fort Hays’ salary levels are also relatively low, its per-class
instructional costs are now dramatically lower than other state schools,
indeed, probably competitive with such for-profits as the University of
Phoenix. To assist further in dealing with his financial problems, President
Hammond vigorously pushed online instructional programs in a province
of China, providing Fort Hays with over a million dollars in additional
annual cash flow.

The heavier teaching loads allowed Dr. Hammond to recommend a
much smaller tuition increase than those implemented at such sister Kan-
sas institutions as the University of Kansas and Kansas State University,
thereby greatly increasing the school’s relative attractiveness to prospective
students. As a consequence, the fall 2003 enrollment went up around 15
percent over the previous year. Also, the large increase in classes taught
allowed a reduction in class size, enhancing the school’s marketing appeal. 
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To be sure, the changes promoted by Edward Hammond have not been
without cost. The faculty, predictably, was up in arms and, indeed, success-
fully formed a union. Kansas, however, is a right-to-work state, which
weakened the union’s potential power. An eighteen-hour teaching load,
even with small classes (most have fewer than twenty students), leaves rel-
atively little time for faculty members to do research, or even keep up on
what others are doing and saying in their disciplines. Yet serious cutting-
edge research has never been present to a high degree at schools like Fort
Hays, and arguably all that Dr. Hammond has done is sharply reduce the
school year leisure time of the instructional staff. 

An unanticipated plus from the Fort Hays move came with regard to
hiring faculty. The higher enrollments and associated additional tuition
revenues allowed Fort Hays to add faculty at a time when other schools
were retrenching. Because of the dismal state of the academic job market in
this environment, Fort Hays was able to acquire some new, relatively high-
quality faculty. Bucking conventional wisdom can pay dividends in acade-
mia, as it does it business.

Use Technology to Reduce Instructional Costs. Most teaching in univer-
sities is done the way Socrates did it 2,400 years ago, but probably not as
well. Professors get up in front of a group of students and talk. To be sure,
the talking might involve using a blackboard, an overhead projector, a
PowerPoint presentation, or even an instructional video, but the professor
still is presiding over a group of students in a room. The system works, and
I think works fairly well, but it is increasingly expensive as real labor costs
rise over time.

As indicated in the previous chapter, the introduction of computers and
television has not lowered the costs of instruction to this point in time. We
have merely superimposed new technology onto the classroom without
altering the system in any fundamental way. Thus, if anything, the new tech-
nology has added to costs. There are two ways, however, that technology can
potentially reduce instructional costs. First, instructors can reach a larger
audience, not limited to a single location. Call this a technology-induced
spatial expansion of teaching. Second, by recording in some fashion the wis-
dom that the instructor wishes to convey, the “lecture” can be repeated many
times—a replication expansion of teaching also induced by technology.
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The major obstacle to this happening has not been technological, nor
the cost of capital needed to use the new techniques. Rather, it has been
staff opposition. Professors would rather teach live to students they can see,
and students would rather see their instructors in the flesh as well. The
latter point is particularly meaningful—if students are willing to pay for
very expensive live instruction compared with far cheaper televised or com-
puterized instruction, then they should be allowed to do so. However, it is
altogether another issue whether such expensive instruction should be
subsidized by third parties.

Staff objections to new technology are overcome in the for-profit sector,
where there is no tenure, and shared governance does not exist. Profit-
sharing and stock options also soften the objections of instructors, and cer-
tainly of administrators, to moving to new technologies. As costs constrain
traditional universities more, they, too, will probably develop incentive sys-
tems to nudge their staffs into participating more enthusiastically in the use
of technologies that raise the student-faculty ratio. 

Change Tenure. As indicated in earlier chapters, tenure imposes real finan-
cial costs on universities, as well as possibly some loss of quality when inad-
equate faculty members continue to work because of it. Tenure reduces the
flexibility of universities to reallocate resources with changing needs. It pro-
motes sometimes obstructionist behavior on the part of faculty who feel
little negative consequence of opposing structural or other changes that
might promote efficiency. The power it gives to faculty forces administra-
tions into governance arrangements that are very expensive in terms of
human resources—it seems that nothing important is done in universities
without a multitude of committee meetings. 

Yet there is absolutely no question that universities exist to promote free
and unfettered inquiry into all sorts of issues. If the freedom to inquire is
stifled, universities lose much of their vitality. The frontiers of knowledge
may expand more slowly, and students may become less expressive, imag-
inative, and resourceful. Academic freedom is very important indeed, and
tenure does most definitely help maintain it.

In reality, there has been some chipping away at the institution of tenure
slowly over time. Schools that do not provide tenure, including, typically,
the for-profit institutions, are growing faster than those that grant it.
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Tenure-granting institutions have increased the proportion of the faculty
who work on a part-time, adjunct basis, or who have nontenure-track 
term appointments, sometimes running three to five years. More recently,
some schools, often under compulsion from state government or regula-
tory authority, have experimented with loosening tenure, notably with post-
tenure review.

While post-tenure review procedures vary, they might involve a sub-
stantial peer evaluation of the performance of tenured faculty members
every five years after the award of tenure. In the case of faculty adjudged
weak and inadequate, the review might identify areas where improvement
is needed, and perhaps even suggest some ways of remedying the problem.
The faculty member in question then has a period of perhaps two years to
deal with the weaknesses. A second evaluation is conducted. If the faculty
member is still found deficient, he or she might be terminated from
employment with one year’s notice or, in a “softer” version, given one fur-
ther year to improve prior to a third evaluation. Often, faced with the
embarrassment of a poor post-tenure review, faculty members choose to
resign or retire.

There are two sorts of criticism of post-tenure review—one along the
lines that it does not go far enough, and the second that it goes too far.
Those complaining about the inability of universities to expeditiously weed
out unproductive or unneeded faculty might argue that post-tenure review
often means taking several years to rid the institution of an unproductive
employee—less than if no review occurred, but a long period nonetheless.
Those concerned with academic freedom will argue that post-tenure review
provides a means of ridding universities of individuals with unpopular
views, or those who are disliked by senior faculty and administrators. Its
existence will make faculty more cautious in what they say, what they
research, and what they write. That impinges upon true, freewheeling aca-
demic debate. 

As a person who has spent a lifetime offending people with my speak-
ing and writings, I am very skeptical about eroding tenure. At the same
time, I think post-tenure review is a reasonable approach to dealing with a
problem. Some safeguards can be introduced, for example, making it ille-
gal to dismiss a faculty member because of his or her subjective views on
issues (although this is a thorny issue, as occasionally a faculty member may

174 GOING BROKE BY DEGREE



take positions, ostensibly on the basis of facts, that are totally at variance
with what factual evidence demonstrates conclusively in the minds of
virtually the entire scholarly community; the denying of the existence of 
the Holocaust is an example). An abusive administration could use post-
tenure review to punish controversial professors, using other alleged defi-
ciencies in the professor’s performance to cover up for the real reason
termination is sought. I think experimentation with the concept (which is
already being used in some states) should indicate whether these fears are
realistic. Given the cost of tenure to universities, more such experimenta-
tion seems warranted.

There are other ways in which the tenure issue could be approached.
Since tenure is a fringe benefit with real if unstated value to the faculty
member, perhaps faculty members should be able to choose whether they
want it included in their “compensation package,” with the administration
placing some value on it. This approach can also be used to deal with other
costly items, such as health insurance. A faculty member would be told that
she is being hired at a salary of, say, $65,000 as an assistant professor of
political science. In addition, she is told she will receive $15,000 in fringe
benefits and is given a menu of options to choose from. She can acquire up
to $15,000 of benefits with no deduction from salary, and more, if she
chooses, with salary deductibility. The menu might include the following
options: university contribution to retirement (other than mandatory 
Social Security contributions), with varying amounts to $5,500 a year; cat-
astrophic health insurance, $3,000 a year; medium-quality health insur-
ance, $5,000 a year; deluxe health insurance, $7,500 a year; distant park-
ing, $500 a year; close-in parking, $1,000 a year; tenure-track protection,
$5,000 a year; life insurance, $1,000 a year.

If the faculty member took the maximum benefit on all items, it would
cost $20,000 annually, and she would have to pay $5,000 from her annual
salary. However, by forgoing tenure protection, she could have maximum
retirement contributions, the best parking, life insurance, and blue-chip
health insurance without deducting anything from her salary. If she has
confidence in her professional achievement but is concerned about other
forms of income security, such as having good retirement and health pro-
tection, she might choose the nontenure-track option. If concerns about
academic freedom and job security are paramount, she might want to take
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the tenure option, but opt for catastrophic health insurance and having to
walk some distance to the office. Universities would then have a tighter
control on fringe benefit costs, and faculty members could elect to have
tenure protection, but only at a price, in recognition of the fact that tenure
confers costs on the university.

Cut and Consolidate Costly Programs. Much of the instructional capac-
ity of universities is underutilized because students are enrolled in classes
with very low head counts, or participate in programs with few majors or
degree candidates. What is popular at one time loses popularity at another.
Some programs started ambitiously during an era of expansion never
achieve much success but are not eliminated because of inertia and lack of
pressure to reduce costs. As those cost pressures mount, the move to slash
programs should increase.

Particularly costly are low-enrollment PhD programs, where senior
faculty members often instruct only a handful of students. Out of institu-
tional hubris and ambition, dozens of mid-size universities began PhD pro-
grams in the 1960s and 1970s of indifferent quality and low enrollments.
While some pruning of them has occurred, much more needs to be done.
This is particularly true in fields where the demand for graduates is low. 
At one point, for example, my adopted state, Ohio, offered eight PhD pro-
grams in history, which is at least five more than desirable on any rational
cost-benefit basis. History PhDs are plentiful and have trouble getting jobs,
particularly ones who graduate from institutions of marginal quality. 

Institutional desire to demonstrate serious research efforts by offering
PhD degrees may well increasingly conflict with the necessity of fund-
ing bread-and-butter undergraduate operations. Some voluntary, albeit
reluctant, dropping of some programs in the future is likely. Institutions
with multiple campuses will try to have individual campuses specialize in
a smaller number of disciplines rather than offer comprehensive instruc-
tion on virtually all campuses. In the midst of a huge cut in state appro-
priations, the University of Wisconsin (UW) raised tuition sharply (up 16
percent at the flagship Madison campus in 2003), but also reduced the
number of programs. For example, it reduced engineering offerings on
some regional campuses, forcing engineering students to attend UW at
Platteville. 
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This is in keeping with a small but growing trend for universities to
offer programs jointly to reduce costly duplication. UW also eliminated its
Land Tenure Center and other smaller research/teaching units. The
University of Colorado eliminated its program in integrated marketing
communications.3 Similar things have happened at campuses across the
country. Faced with real resource reductions, universities have trimmed off
operations perceived to be of marginal importance. That trend may well
continue if cost pressures rise in the long term.

In some cases, universities can effect savings by sharing facilities and
resources. Libraries are expanding their interlibrary loan programs, and in
some states students can use materials from any of a number of universi-
ties. For example, Ohio has the OhioLINK consortium of universities, com-
munity colleges, and small private colleges that share in computerized form
their catalogues of holdings, which are freely available to students at all
institutions in the consortium. Volume purchases have cut costs. Some
institutions forgo purchase of expensive journals or books because they are
available either online or in a short time via mail from the consortium.4

Other Forms of Cost Reduction

The cost reductions discussed thus far have focused primarily on the
instructional mission of the university. Yet a majority of typical university
budgets go for expenses not directly related to the instructional mission.
There are some possibilities for cost savings in these areas as well.

Reduce Bureaucracy and Noninstructional Staff. Universities are about
teaching and research. An efficient university devotes as large a proportion
of its resources as possible to meeting these missions. Faculty members
complain incessantly about the administration of universities and the
growth of administrative bureaucracies that prevent them from doing their
jobs. The statistics introduced in earlier chapters suggest that the adminis-
trative apparatus of universities has grown enormously over time.
Moreover, the financial statements of for-profit universities, while not defin-
itive, strongly suggest that those institutions operate with far smaller
(though better paid) bureaucracies.
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It is interesting to observe that when universities have financial crunches,
they tend to cut into the noninstructional staff, and in times of boom they
tend to expand staff disproportionately to instructional personnel. That sug-
gests that a significant proportion of the administrative apparatus is viewed 
as discretionary—not vital to the mission, but nice to have if funds are avail-
able. As budget growth slows down in real terms, the growth of this discre-
tionary expenditure will likely come under sharper scrutiny. For years, I have
said that in my relatively typical, medium-size state university, I could elimi-
nate two hundred administrative and support positions without harming the
primary academic mission by more than a negligible amount. Faced with a
budget crunch, Ohio University now is doing precisely that. I suspect the
same story can be told at many other institutions as well.

Cutting support staff is easier than reducing faculty personnel, in part
because the former group does not have tenure, while the faculty does to a
considerable extent. Without financial incentives to do so, administrators
are particularly loath to reduce their own ranks, since in some cases that
leads to heavier workloads for themselves. This is an argument for making
state or federal subsidies to institutions of higher education inverse to the
proportion of the noninstructional staff to the total. State legislatures, gov-
ernors, and state higher education governing boards might experiment with
providing incentives for universities to reduce the size of their noninstruc-
tional staffs. For example, they might stipulate that 90 percent of subsidies
must be used to pay salaries of faculty members who actively teach and do
research, forcing universities to use tuition and alumni contributions to
finance administrative functions. My hunch is that this would lead to some
serious cost-cutting in these areas. 

Similarly, the federal government could state that it will pay overhead
on research grants equal to 40 percent of research personnel costs—period.
Universities that claim to have higher overhead costs would then be given
incentives to reduce them. (In a perfect world, the chore of nudging the
administration to move in this direction would fall to the university board
of trustees, but those individuals typically are part-time volunteers heavily
under the influence of the administration—a topic for further discussion
below.) 

Just as it makes sense to “empower” faculty members to choose from
those fringe benefits that most appeal to them—including tenure—subject
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to a resource constraint, perhaps it is prudent also to provide administra-
tive incentives to conserve costs, somewhat the way stock options do in the
private sector. Give performance bonuses to administrators who lower their
costs per student, perhaps adjusted for inflation. This might stem the pres-
sure to perpetually demand more resources from the administration. 

Incentives for reducing costs could be extended to incentives for
improving outcomes or achieving mission objectives, although this is
difficult to do owing to the measurement problems inherent in a nonprofit
environment. Nonetheless, if an institution’s average ranking in three
national surveys (perhaps U.S. News & World Report, Princeton Review, and
Kiplinger’s) rises, a bonus would be given that would vary with the extent of
the improvement. Similarly, the trustees would reduce or withhold salary
increases in years in which the composite ranking fell. There are all sorts of
practical problems with such incentive plans, but as budget pressures grow,
the importance of sensitizing staff to cost and efficiency concerns may lead
to their internal adoption.

Contracting Out and Privatization of Services. Universities know a good
deal about instruction and research but are less adept at preparing food,
maintaining lodging facilities, generating heat or electricity, cleaning and
maintaining facilities, and running motor pools. Yet many of them do all of
these things, and more. It has become more common over the last genera-
tion to contract out some of these activities, and I suspect that trend will
continue. On average, private, for-profit contractors who specialize in a
given function can perform it more cheaply than a university lacking
expertise in that area.

Beyond auxiliary functions, it is arguably a good idea for universities to
consider contracting out some instructional activities. Wal-Mart flourishes in
part by leasing some of its space to outside specialty firms, such as photo-
graphy studios and labs. Perhaps universities should do the same thing, con-
tracting with, say, Berlitz (a private language instruction company) to teach
elementary courses in modern languages. Certainly, the nonselective state
universities and community colleges might consider contracting out their
remedial instruction programs to private firms like Sylvan Learning Centers. 

Beyond contracting out, universities might actually sell their nonin-
structional assets, redeploying the resources to activities more central to
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their missions. During the recent budget crunch, I urged legislators in my
adopted state of Ohio to consider forcing state universities to sell their
dormitories, which on average would be more efficiently run by private
providers. To be sure, care would have to be taken to maintain the archi-
tectural integrity of campuses in which private facilities are intertwined
with university-owned buildings, but in principle the idea is a good one,
and cash-hungry schools will probably consider such options more in the
future.

Reform Intercollegiate Athletics. The problem with intercollegiate sports
is as much ethical and academic as it is financial. Some schools that have
financially self-sustaining athletic programs have nonetheless tarnished
their reputations by their unscrupulous pursuit of victory on the football
field or basketball court at any cost. Nonetheless, schools facing financial
crunches will look to athletics as a possible area for reform. As mentioned
earlier, some schools with high athletic ambitions but small gate receipts or
television revenues are spending 2 or 3 percent of their institutional budg-
ets on subsidizing sports, especially football. On the other hand, at least one
Division I school made at least $27.5 million on athletics in 2001.5

University presidents, knowing that reform and cost containment are
highly desirable, are reluctant to act for several reasons. First, a school that
unilaterally initiates cutbacks in spending will be massacred athletically.
Thus, some interuniversity efforts are required. Second, the presidents fear
the wrath of the alumni, key legislators, and other important “friends of the
university.” Third, most presidents do not like to do battle with their own
staffs, particularly popular coaches and athletic directors.

Groups like the Knight Commission have made some sensible sugges-
tions for change, but they have been largely ignored.6 I believe that the sce-
nario for true regime change in big-time intercollegiate athletics would have
to go something like this: Several Ivy League presidents, including those 
at Harvard, Yale, and Princeton, often regarded as the three best universi-
ties in America for undergraduate education, would convince all the other
Ivy League presidents to quietly invite the presidents of a number of key
non–Ivy League universities to join them in a meeting on athletic reform. 
No coaches, athletic directors, or press would be invited. Indeed, the hope
would be to keep the meeting secret initially.
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To alter drastically the behavior of an athletic conference, at least two
and preferably three schools would have to make near-nonnegotiable
demands for a change in the rules of the game. Moreover, at least three
highly visible athletic conferences would have to make fundamental changes
to their rules to provide the political clout to change national standards, as
set by the National Collegiate Athletic Association (NCAA).

Suppose that the Ivy League presidents invited the presidents of
Northwestern University, the University of Michigan, and the University
of Illinois from the Big Ten Conference; the presidents of Duke, Wake
Forest, and the University of Virginia from the Atlantic Coast Conference;
the presidents of Stanford University, the University of California at
Berkeley, the University of California at Los Angeles, and the University
of Southern California from the Pacific-10 (Pac-10) Conference; and the
presidents of Vanderbilt University, the University of Georgia, and the
University of Florida from the Southeast Conference. They also invited
the president of the University of Notre Dame, a perennial independent
football power and, along with Georgetown, the most prestigious of the
Catholic schools.

These schools are all academically strong, and they constitute a major-
ity of the top twenty-five universities in the USN&WR national research
university rankings. They are also, for the most part, significant athletic
powers, some of them very much so. They constitute a significant part of
five athletic conferences. This group of twenty-two presidents would issue
a statement saying they plan to recommend to their trustees that their insti-
tutions engage in intercollegiate athletics only under a new set of rules.
What would those rules be?

First, lower significantly the scope and intensity of major sports by
sharply reducing permissible team size and season length. Division I-A
football teams carry well over 100 men on their rosters (far more than
National Football League professional teams), yet only eleven play at any
one time. Even allowing for offensive and defensive teams, a few specialists
(such as kickers), and a small reserve for injuries, a team could exist with
thirty members. Allowing a backup individual for every position would
double that number to sixty. Therefore, permit only sixty on a team. Limit
the season to ten games, including bowl games (teams now routinely play
twelve games, and often thirteen). Prohibit games during final examination
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periods. Reduce practice time and preseason preparation and forbid
mandatory weight and conditioning sessions except as part of regular prac-
tices. Place similar limits on seasons for other sports as well, for instance,
limiting baseball to a forty-game season (some teams now play over seventy
games). 

Second, make athletes students first again. Prohibit “red-shirting”—the
practice of having a freshman student sit out a year of eligibility. Perhaps even
limit eligibility to three years, prohibiting freshmen from playing on varsity
teams and permitting only some intra-university or junior varsity-freshmen
sporting events—a practice common in the mid-twentieth century. 

Third, limit total institutional subsidies for intercollegiate athletics to,
say, 1 percent of the university budget (carefully and uniformly defined),
and total spending to 2 percent. At my university, this would force a reallo-
cation from athletics to other (presumably academic) activities of well
over five million dollars annually, and I suspect that a similar story applies
at dozens of other institutions. If the subsidy reduction were used to
lower tuition, at my institution the level for in-state students would fall
about 4 percent—not an inconsequential amount. To be sure, football
coaching staffs might dwindle to three or four coaches per squad, but that
number works well in high school football and can in college as well.

Fourth, insist that national television revenues be shared equally for the
most part among participants in Division I-A sports, removing financial
incentives to engage in unscrupulous activities. Set aside a small portion
(say, 5 percent) of NCAA football and basketball television revenues to set
up a completely independent Intercollegiate Athletics Rules Compliance
Bureau, with which athletic directors and coaches would be forbidden to
communicate except when asked to as part of a formal investigation. This
group would enforce the rules, especially the financial limits.

Fifth, enact very tough and enforceable sanctions for rule violations.
Serious infractions should involve suspension from intercollegiate play 
in the sport for at least a year (not merely prohibition of postseason 
play). Key officials should be banned from college sports for long periods
(possibly life) for egregious violations. One might even make serious vio-
lations criminal under state law, although I am concerned about the
excessive governmental regulatory apparatus that might be associated with
such a provision.
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Sixth, integrate the athletic department into the rest of the university—
for example, making it compete in budget allocations with other units,
rather than having it exist as an independent, autonomous entity. Gordon
Gee, Chancellor at Vanderbilt (and former president of Brown and Ohio
State), is doing just that. As Gee put it, “There is a wrong culture in athlet-
ics, and I’m declaring war on it.” He also revealed that fellow presidents of
Southeast Conference schools encouraged him to do it, saying, “‘If you
succeed we’ll follow.’ There is not a great deal of courage out there.”7

This six-point program would allow active and viable intercollegiate
athletic programs to continue, admittedly on a far less grandiose scale than
at present. The primacy of academics over athletics would be reestablished.
Costs would be reduced, along with such morale-reducing occurrences as
coaches making perhaps ten times as much money as university presidents
or world-renowned senior faculty members. Yet the spirit of competition,
the leadership-building potential for participants, and an outlet for some
alumni enthusiasm would be preserved. The plan is a decent compromise
between eliminating college athletics altogether, which probably is simply
not politically feasible, and maintaining the status quo, which is both
expensive and debilitating to the major missions of universities.

The key to reform is united action. Individual university presidents who
promote changes like those cited above will be eaten alive by alumni,
trustees, and legislators who are sports fanatics. As Gordon Gee remarked
regarding his reform of athletics at Vanderbilt, “If I did this at Ohio State 
I’d be pumping gas.”8 Yet if enough schools with lots of prestige both
academically and athletically appeal for reform collectively, the momentum
for it happening will be there. If the playing field is level, fierce athletic
competition can ensue, even if at a less commercial and professional 
level than before. My guess is that total revenues received from collegiate
athletics would decline somewhat, but not as dramatically as one might
think. Watching college football on television would still be fun, and com-
mercially lucrative. Moreover, costs would typically fall substantially, so on
balance the move would be financially beneficial to most universities.

The proposal above does not solve all problems of intercollegiate sports.
Incentives to cheat and break the rules would still exist. Athletes would still
be exploited financially, although probably less than at the present (and
fewer of the fruits of exploitation would likely be transferred to coaches and
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others running athletic programs). Still, both the financial and academic
problems associated with the commercialization of college athletics would
be sharply reduced.

End Formal Affirmative Action Programs. Affirmative action is not just
an economic issue, but it has strong financial implications. First, the
enforcement and administrative costs of diversity programs often run into
seven digits at major institutions. At my rather typical state institution, with
its $300 million or so basic budget, we could easily reduce expenses by 
$1 million without completely eliminating affirmative action simply by
doing away with fifteen or so “diversity coordinators,” “minority recruit-
ment specialists,” or other positions that exist to ensure a politically correct
racial and ethnic mix to the student body or even the curriculum. Academic
quality would not suffer. Indeed, it would probably improve, as academic
decisions would more likely be based on merit; and a bureaucracy that gets
in the way of faculty doing their jobs would be eliminated. The financial
savings with a total elimination of affirmative action efforts would be still
greater. 

Would universities, however, revert to practices of two generations ago,
denying admission to nonwhite students on the basis of color, or women
on the basis of gender? It is extremely farfetched to think so, in my judg-
ment, partly because of changing attitudes in American society, and also
because of the voluminous rhetoric of university presidents extolling the
virtues of diversity. Moving toward colorblind admissions, hiring, and con-
tracting would also be consistent with the original vision of proponents of
civil rights in the 1950s, namely that minorities wanted not special treat-
ment, but merely a level playing field where people were judged not by “the
color of their skin but by the content of their character.”9

To the extent that the elimination of affirmative action police in univer-
sity communities leads to a reduction in minority admissions, it might well
also lead to improved retention rates and a decline in the highly inefficient
practice of admitting marginally qualified students who then fail to make
the academic grade. This is highly wasteful of resources and costly, finan-
cially and psychologically, to the student who does not make it. Thus such
a move would probably promote greater productivity in the university com-
munity, broadly defined.
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Improving Productivity: The Output Side Matters as Well

To this point, this chapter has focused on cost savings. Yet productivity and
efficiency involve relating outcomes or performance to costs and resources.
If the “output” of universities can be increased, say by improving the learn-
ing of students or the volume of meaningful research, productivity rises
even if costs remain unchanged. Some productivity-enhancing reforms
involve enhancing the numerator—outcomes—in the calculation of pro-
ductivity (output divided by inputs) as much as the reduction in the
denominator—cost of resources.

Academic Retention. The point about the dropout rate of minorities
favored by affirmative action can be extended to a broader context. Dropout
rates are high among students generally at NCAA Division I schools (defined
as the percentage who fail to receive a bachelor’s degree within six years).
The NCAA with some justification can say that the athletic dropout rate is
not that extraordinary.10 The question is, can anything be done to reduce the
waste in resources that arises from any students failing to graduate? And
what about the particularly high dropout rates in graduate studies, where
marginal instructional costs are high?

Some college dropouts will occur under almost any circumstance, and
are not reducible by policy changes. Family financial circumstances change;
students become seriously ill. Yet some of the high dropout rate may be the
result of existing university policies. Some students are accepted despite
warning signs that they will not succeed (such as low ACT or SAT scores or
mediocre high school grades) because universities increasingly apply
nonacademic criteria to their admissions decisions. Race and gender are not
the only such criteria considered. Other things being equal, students who
handle a ball well are accepted more often than those who cannot. Students
who work in after-school volunteer programs are often preferred to those
who read books and go to museums—even though the latter, slightly more
“nerdy,” students may have a greater probability of academic success. 

Many students are frustrated because of the huge number of closeouts
from required classes, which sometimes necessitates their taking another
year or two to complete college in order to meet highly detailed require-
ments in their majors—perhaps too detailed for persons seeking a general
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undergraduate education. Since some universities receive state subsidies
based on the number of students attending class, keeping them around for
five or six years is actually fairly remunerative. Certainly, the incentives to
graduate students in four years are fairly weak. 

I am a bit surprised that state governments do not simply stop paying
subsidies for students for more than four full-time-equivalent academic
years. While a case can be made for public support of a basic undergradu-
ate education, students who take lots of courses beyond those necessary to
obtain their degrees are arguably somewhat frivolously using public
resources. In the case of doctoral degrees, more than four years of public
support is similarly indefensible. Too often universities put lots of mar-
ginal requirements on these adult learners, who often are supporting fami-
lies. Dissertation advisers send students off on marginally interesting
tangents that take months upon months of the students’ time. No one has
any incentive to force students to work in a disciplined fashion over a very
well-defined, limited time span. 

State governments probably should impose that discipline externally by
tying funding to “productivity,” which means graduating doctoral students
(outputs) after a limited number of years in school. As funding pressures
grow, I expect mandates of these kinds will be increasingly common. 

Indeed, as some schools have successfully demonstrated, a record of
getting students through a given degree program in a finite and reasonable
period of time enhances the popularity of that program. Universities can
improve their recruitment of students by forcing some discipline on faculty
to teach the required courses for majors (rather than whatever the faculty
member wants to teach), to pressure students to finish projects on time, 
and to move the students out of the program within a reasonable time
period (four years for a BA degree, perhaps four to five years for a PhD).
Administrations interested in efficiency should reward units that achieve
these objectives, and punish those that do not.

An excellent way to get students to graduate in a reasonable period of
time is to reduce the periods of leisure and idleness that characterize uni-
versity campuses. Most campuses are nearly deserted for around four
months a year, and at many schools Friday classes are a rarity. Aside from
leading to a gross underutilization of capital resources such as classrooms
and laboratories, this promotes the idleness and party atmosphere that are
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becoming increasingly serious problems at even reasonably high-quality
institutions.

State governments may start to reformulate their funding formulas to
provide incentives for both students and faculty to work harder in summer
months, to have Friday classes, and the like. Special scholarships for sum-
mer school attendance, for example, would greatly increase the year-round
utilization of human- and physical-capital facilities.

Issues of Academic Quality, Standards, and Scholarly Openness.
Traditional universities and liberal arts colleges differentiate themselves
from community colleges, online universities, and for-profit schools by
claiming to offer a different, superior product. They project the image that
their standards are higher and their learning more intense; that they are the
training grounds for the “best and the brightest.” Yet as the costs of these
schools rise relative to the alternatives, more individuals might decide to
forgo some prestige and rigor, reasoning that “a degree is a degree.” 

More than ever, universities must present themselves not just as places
that feed information to students, but as learning communities where ideas
are manufactured and disseminated in an exhilarating fashion and standards
are high. Fighting grade inflation and attempts to stifle freedom of expres-
sion are highly desirable pursuits in terms of meeting the traditional goals of
higher education, and I suspect they are good marketing tools as well. 

Accordingly, I expect we should see some pressure on the part of uni-
versity administrations (at times prodded by boards of trustees or even state
legislatures) to reverse the decline in the use of the grading system as an
evaluative device and to stifle heavy-handed attempts to enforce politically
correct expression through speech codes and other erosions of academic
freedom. 

Change University Governance. Some observers of universities believe a
good deal of their inefficiency arises from the very awkward and expensive
ways in which decisions are made. Three groups are important in decision-
making at most universities: the governing board (most often, a board of
trustees), the administration, and the faculty. At state universities, the
governor/legislature/state governing board often plays a major role; at pri-
vate universities, prominent (wealthy) alumni are often key players.
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Turning first to the traditional self-contained university with a single
major campus, inefficiency, low productivity, and resistance to change
among the employed university community can be overcome by leadership
from boards of trustees. A good board will take its oversight function seri-
ously, nudge administrations into cutting costs, and put brakes on expen-
sive efforts at university self-aggrandizement. Such a board would use its
business expertise to prod the institution into following more business-like,
market-disciplined modes of behavior. It would insist that technology
enhancements be cost-reducing and administrators be rewarded for nonin-
structional staff reductions, would put pressure on staff to get rid of expen-
sive small graduate programs, and so forth.

There are two problems in attaining this ideal. First, most trustees are
part-time, busy persons who are easily co-opted by the university adminis-
tration. They hear one side of every debate (typically), they are wined and
dined by the president and his or her close advisers, and they have little
time to study the broader issues of higher education as outlined in books
such as this one. Moreover, they have few independent resources to verify
the information provided them. Truly independent auditors or inspector
generals who report directly to the trustees provide one solution to this
problem, but not an inexpensive one. Second, while the need for some
oversight is desirable, there is sometimes a tendency for trustees to become
too involved, interfering in day-to-day decision-making about which they
have little training. Finding the right mix between being ineffectual
“stooges” of the administration and being overbearing tyrants who disrupt
orderly governance is easier said than done.

At the other end of the hierarchy, the faculty, especially at prestigious
universities, believe they are the heart of the university and should run it.
Yet they are extremely self-interested observers who tend to resist needed
change, particularly when it would change their comfortable ways of doing
their jobs. It is particularly undesirable for faculty to play a significant role
in decision-making that is not purely academic, such as deciding whether
to construct building A or B or raise tuition by 4 or 6 percent. On the other
hand, it seems appropriate to give faculty members a significant say, per-
haps a dominant one, on purely academic issues such as deciding on the
content of required general education courses or whether to hire Professor
A or Professor B. Even there, however, the administration needs to be able
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to veto moves that are clearly dictated purely by self-interest instead of
objective evaluation of the educational merits of the issue.

State universities typically face a significant amount of “governing” from
above, either from a broader university system administration and govern-
ing board (as in the case of the University of California, the state university
system in California, or the State University of New York), from the legisla-
ture and governor in the form of mandates, or from a board of regents or
other coordinating board with a similar name. Decision-making from 
the state capital or other distant location more often than not tends to be 
self-defeating, in my judgment robbing the local universities of the flexibil-
ity to deal with problems in the manner best befitting the unique institu-
tional environment. At the same time, some coordinating decisions made
by boards of regents or political leaders, such as forcing reductions in
graduate programs, probably have had some positive impact although I
prefer giving the institutions some flexibility as to how they reduce costs.
Moreover, competition between, say, PhD programs, often condemned as
“wasteful duplication,” in some cases spurs excellence, as the programs
compete for better students, offer better instruction, and so on.

In general, I am dubious that changing organizational and governance
arrangements can have dramatic impacts on universities, whose behavior is
largely constrained by the nonmarket, nonprofit environment in which
they operate. Having said that, however, my sense is that decentralization
on balance is usually preferable to decisions about university operations
mandated by distant politicians or bureaucracies.

The British Experience. The United States is not unique in facing financ-
ing problems in higher education. Britain is undergoing a significant over-
haul of its system of higher education in the face of cost strains and other
issues. For example, the huge rise in higher education participation that
came to the United States after World War II—possibly earlier—arrived in
Britain after 1980. In the past two decades, total funding for higher educa-
tion has risen sharply, but per-student spending in real terms has actually
fallen as the enrollment explosion has strained university budgets.

Responding to these financial pressures and facing potential revenue
shortfalls of billions of dollars over the next few years, the British central
government, which controls higher education to a vastly greater extent than
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is the case in the United States, has ordered substantial changes, in large
part influenced by the ideas of Nicholas Barr, a professor at the London
School of Economics.11 Among other things, student fees, now very low,
will nearly triple. Faculty salaries will be based on a performance-based
rewards system, enrollments will increase, and teaching loads will rise at
nonresearch-oriented institutions, while expectations for research output
will virtually vanish.

Perhaps the most controversial part of the plan is to introduce govern-
ment loans to students to finance education. The notion of students having
to finance their own educations is repellent to many in the Labour Party
majority that constitutes the current (Blair) government, whose leadership
ironically is proposing the changes. The Blair government’s very existence
was threatened in early 2004 over this issue. Unlike loans in the United
States, the United Kingdom loan repayments will be scaled to income after
graduation—graduates who are financially more successful will repay
more. 

Conclusions

Faced with the likely necessity of curbing tuition growth in coming years,
universities will have to end the productivity decline that has characterized
modern higher education and take other steps to prevent students from
seeking alternative ways of learning and certifying themselves as vocation-
ally competent. While market forces do not operate as vigorously in the
nonprofit university sector as in private business, universities are not
immune from market forces and financial pressures. 

Accordingly, with the passage of time, universities can be expected to
take steps to reduce costs and make themselves more efficient. The late
twentieth-century reduction in teaching loads may not only end but may
be reversed. Tenure will come under intensified attack. Academic programs
that have low enrollments or provide training for which there is little social
demand will come under greater scrutiny. Technology will finally be used
more to reduce labor costs, not merely “enrich” instruction. More universi-
ties’ services will be contracted out to private, for-profit specialists who can
provide them more cheaply; conceivably, that approach might even be
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applied to some forms of instruction. The scandal in big-time college
athletics possibly will be dealt with, either legislatively or, preferably, by
concerted action by some of the nation’s academic leaders. As cost pressures
mount, manifestations of political correctness, such as the abundance of
diversity coordinators and others enforcing a racially, gender-correct mix-
ture of students and faculty, may be partially or wholly abandoned on cost
grounds. Universities may experiment with different ways of making staff
accountable, including increased participation by trustees in univer-
sity governance. Slowly, painfully, and controversially, universities will take
some steps to make themselves more affordable.
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An Alternative Scenario: 
Systemic Reform

The pace and pattern of change in higher education may move faster than
likely from the largely internally generated incremental reforms suggested
in chapter 9. A good case can be made for largely removing public subsi-
dies for higher education, making institutions mostly private. Absent that,
an alternative approach may be to channel more aid directly to students 
in the form of scholarships (vouchers), reducing institutional subsidies. 
This likely would stimulate competition, make universities hesitate more
about raising tuition, and refocus emphasis on serving undergraduates.
Tying vouchers to student performance could improve learning and reduce
problems of retention. An alternative approach would be to enact more
regulations and tax reforms designed to alter university behavior. Examples
include putting price controls on tuition, taxing tuition, tying subsidy
support to efficiency gains, and mandating higher teaching loads or an end
to tenure. I present arguments suggesting that the market-based approach
is preferable to the regulatory one in dealing with the cost explosion in
higher education.

A Tale of Two Paradigms

In the last chapter, I suggested that rising tuition would lead to greater
resistance from the consumers of higher education, and that state legisla-
tors, private donors, and others might reduce the rate of increase in their
largess. All of this would lead to universities gradually and reluctantly
reforming themselves. Universities would become more cost-conscious and



efficient, but their basic nature and missions would remain fundamentally
unchanged. There would be some battles along the way—faculty might, for
instance, try to fight changes by unionizing—but ultimately the economics
would force some change. The availability of alternatives to current deliv-
ery systems, such as for-profit schools, online education, and private certi-
fication programs, would make students more price-sensitive, and spur
some meaningful changes in the ways universities do business.

Under this first scenario, change would be directed in large part
internally—the decisions would come from within the academy. A second
possibility is change directed from outside, by those who provide the third-
party funding presently financing a large majority of the typical, traditional,
four-year university’s budget. 

To this point, the response of governments to the rising cost of educa-
tion has been largely to throw more money at the problem. Recall the
vicious circle. Tuition charges rise, so the public complains loudly. The fed-
eral government increases guaranteed student loans and other programs 
to help students finance the rising cost of attending college, while state
governments increase subsidies to universities. More financial aid increases
the demand for higher education, enabling universities to raise prices
further. With no profit-based “bottom line,” universities try to maximize
their income or their prestige—the latter often pursued by spending more
money to improve their standings in the USN&WR or other ratings. The
universities then increase spending more, necessitating still further tuition
increases.

Yet as the ratio of the cost of higher education to people’s incomes and
wealth continues to grow, governmental authorities may start realizing that
the previous “solutions” are not working because nothing is being done to
deal with the root cause of the problem. They might start trying other
things, perhaps throwing less, not more, money to the universities, forcing
them into quicker internal reforms than would otherwise have occurred.
The fund reductions to universities following the 2001 recession may have
been a harbinger of things to come. 

Government might go further than merely reducing funds, directing
certain changes (perhaps by mandates, perhaps by providing financial
incentives) from outside the academy. The people paying most of the bills
(the general taxpaying public) may become more assertive. The probability
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of this happening is enhanced by taxpayers’ reluctance to pay higher taxes
at the same time that other needs—particularly in the area of health care,
but also with respect to primary and secondary education, corrections, and
so forth—are crowding out the funds available to higher education.

Externally directed reform could take two fundamentally different
forms. One approach would be for state governments, probably working
through coordinating boards such as boards of regents, to mandate certain
cost savings, or at least to make spending reductions more attractive to
schools by tying subsidy payments to progress in implementing certain
cost-saving practices. This would be a step toward greater centralization of
higher education resource allocation. The second approach would be to go
in the opposite direction, increasingly directing funds not to universities,
but to students themselves. This could have interesting implications for the
various activities undertaken on American college campuses, including
research. Indeed, it could ultimately lead to the privatization of state uni-
versities. We will discuss this option first.

Before proceeding, however, it should be noted that there are all types
of institutions of higher education, and many motives for attending or
funding them. The coming changes in higher education will probably affect
some types of colleges and universities more dramatically than others. For
example, I would expect the most prestigious private universities to be less
severely affected than, say, the medium-quality state institutions. The elite
schools have six or eight applicants for every opening, and as income rises
over time, the demand to buy prestige (in the form of attendance at a top
university) is probably highly income-elastic. As families become more
affluent, they want to direct disproportionately more of their incremental
income toward buying access to financial success and good social standing
for their progeny. 

Therefore, the demand for higher education will rise faster for the
schools in, say, the top twenty-five in the USN&WR rankings than for oth-
ers. Thus, the Harvards and Stanfords of the world will be able to raise their
tuition more than other schools and maintain their positions of leadership.
For such schools, the online institution or local for-profit university center
is not a serious competing substitute. High ($50,000 or even $100,000)
tuition will not deter applicants—or at least not enough to keep these
schools from fielding classes of relatively well-qualified students. Just as
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people spend far more lavishly than they did even a couple of decades 
ago on large houses, luxury cars, club memberships, and other con-
spicuous forms of luxury, so they will spend more on colleges. Harvard, 
Yale, Princeton, and other elite institutions offer what economists call a
“superior good.” 

That is less true of, say, Slippery Rock University, a medium-quality
institution that accepts most applicants and faces perhaps serious erosion
in their numbers if costs rise too much. In an increasingly affluent society,
the demand for Slippery Rock (and other secondary state institutions) may
be income-inelastic, or even have a negative income elasticity—as people
grow wealthier, they want to avoid the Slippery Rocks and send their kids
to schools perceived to be of better quality. Already, there are some signs
that that has happened with community colleges—they are perceived as
“inferior goods,” much as bus transportation is an “inferior good” while pri-
vate jet travel is a “superior good.” Harvard is the private-jet equivalent in
higher education; the local community college may be the bus transporta-
tion, and the mainline state universities are somewhere in between, as are
most private liberal arts colleges below the top ranks.

The Optimal Solution: Defund Higher Education. Recall from the dis-
cussion in the early chapters that there is actually very little evidence that
governmental subsidization of higher education is beneficial. Even the most
favorable evidence suggests that many previously observed positive exter-
nalities of higher education have become internalized as the earnings dif-
ferential between high school and college graduates has risen. The big
beneficiaries of universities are the students themselves. The correlation
between university funding and economic growth is negative; govern-
mental funding does very little to increase student access; people tend to
migrate out of states with a tradition of strong governmental support of
schools. College students are woefully ignorant of basic cultural facts that
might justify some subsidies on the grounds that they promote production
of the intellectual glue that binds us together as a culture, a nation, and a
civilization. Universities today may well have greater negative than positive
externalities. This provides a strong case simply to defund universities by
gradually withdrawing state subsidies, and, in the reauthorization of the
federal Higher Education Act, to end most federal grants as well.
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The Second-Best Solution: Reduce Public Support. Although defunding
is a worthy goal of reformers, and despite growing concern about some
excesses of higher education, a complete withdrawal of governments from
university life is unlikely to occur in the near future. The benefits of subsidies
are concentrated among the university community and their costs dis-
bursed among the taxpaying public. Public-choice theory tells us that
under such conditions, the special interests—in this case public universi-
ties with strong lobbies—are likely to emerge triumphant. Therefore, reform
of higher education is likely to take some “second-best” approach. That
second-best approach likely will involve a transitional period (which may
be quite long), where public financial support of higher education declines.
What is the second-best approach that will enhance the general welfare
most—or inhibit it least?

The First Paradigm: 
Scholarships (Voucherization) and Privatization

As any university president will tell you, institutions of higher education
spend every dollar they receive. The “marginal propensity to consume” out
of income is one. In years of rapidly rising revenues, schools usually squir-
rel a little money away in reserve accounts, and they spend it in years of
fiscal austerity; but little in incremental funds goes to contain costs to
customers or enhance endowments (unless explicitly earmarked by
donors). Under one set of assumptions, by directly reducing the inflow of
funds to college campuses, governments can reduce their spending growth.
An alternative approach would be to mandate certain outcomes directly,
constraining the freedom of universities to manage as they see fit.

By strictly controlling third-party funding, governments can almost
certainly force a reduction in the rate of growth in tuition and per-capita
real spending, and in the process nudge universities into taking some of the
cost-containment measures discussed in chapter 9. At the same time, they
might wish to try to deal with universities’ seeming neglect of under-
graduate instruction. One promising approach, first suggested by Milton
Friedman over forty years ago, would be to move funding away from the
producers (the universities themselves) and toward the consumers, giving
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students vouchers redeemable toward tuition at state universities and, per-
haps, all other institutions, public or private.1 In the fullest extension of this
approach, “state universities” as such would be abolished, and all of higher
education (with a few minor exceptions perhaps, such as the service acad-
emies) would be privatized.

To illustrate how this might work, let us use a simple example—one too
simple to be completely realistic, but realistic enough to drive a point home.
Looking for the moment at funding just of state colleges and universities,
let us assume that a mid-size state has three types of public institutions of
higher education: one moderately prestigious flagship public research
university, somewhat selective in its admissions; several somewhat smaller
but fairly comprehensive state universities less oriented toward research;
and a series of community colleges. This nicely describes states like Wash-
ington, Colorado, and Tennessee. Let us assume that, currently, the flagship
state university spends $20,000 for each of its thirty-five thousand full-
time-equivalent students, or a total of $700 million. This figure excludes
break-even commercial operations, such as dormitories and dining halls,
and research grants, mostly federally funded (which might easily represent
an additional $200 million or more). Let us assume that $6,000 of that
$20,000 per-student expenditure (30 percent) comes from tuition and
related charges, $9,000 (45 percent) comes from state subsidies, and $5,000
(25 percent) comes from other sources, such as endowment incomes, dona-
tions, and royalty payments.

Let us assume the other universities collectively spend $16,000 per stu-
dent (excluding commercial operations and funded research) on seventy
thousand students, or $1.12 billion, with $6,000 per student funded by
tuition, $6,000 by state subsidies, and $4,000 from other income, such as
grants or gifts. Finally, let us assume that community colleges spend $9,000
for each of forty-five thousand students ($405 million total), of which
$3,500 comes from tuition, $4,500 from state subsidies, and $1,000 from
other income. All told, one hundred and fifty thousand students are attend-
ing universities that receive $937.5 million in state funding, or an average
of $6,250 per full-time-equivalent student. 

Let us also assume that federal student loan and scholarship programs
remain at current levels of funding on a per-student basis, correcting for
general inflation. Let us now take all subsidy monies currently given to
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universities directly and give them to students in the form of vouchers—
$9,000 vouchers at the flagship university, $6,000 for the other universities,
and $4,500 for the community colleges—and allow the universities to raise
their tuition by any amount, with the presumption that most will raise them
by the amount of revenue lost from the end of subsidies (that is, the amount
of the voucher).

Initially, the impact on students and universities of this change would
be almost close to zero, as total university funding would remain unchanged,
along with the out-of-pocket costs to consumers of university services.
Over time, however, the value of student vouchers would rise only with 
the rate of inflation, and student loan aid likewise would be frozen in 
real enrollment-adjusted terms. Thus, universities could not increase their real 
per-student spending except by raising costs to the consumers themselves or get-
ting larger gifts from donors or grants for research. Paying tuition at five-digit
levels and providing a majority of university funding, students would
become more price-sensitive—and their money would be far more critical
than before. The notion of “consumer sovereignty” would come to higher
education. Universities would be far less cavalier than at present about clos-
ing students out of classes, offering classes taught by graduate students
barely literate in English, and continuing other dubious practices common
at the present.

Would tuition rates continue to rise faster than inflation? It is impossi-
ble to say with certainty, but with the incremental burden falling directly on
students and their taxpaying parents and their sensitivity to price increas-
ing, my hunch is that institutions would become constrained in their ability
to raise tuition by much more than the inflation rate. While it is possible
that universities might act in an implicit or explicit cartel fashion to try to
increase fees faster, I suspect the probability of this tactic being successful is
not high.

Moreover, the voucher plan could be modified to incorporate other
dimensions of public policy regarding higher education, such as issues of
access. Even with a $9,000 voucher, attendance at the $15,000-tuition flag-
ship state university is very expensive for low-income families. Currently,
discounting in the form of scholarships is practiced to ease that problem. If
desired, as a condition of winning political support from some constituen-
cies skeptical of vouchers at the K–12 level, the size of vouchers could be
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means-tested. For example, the value of the voucher for attending the flag-
ship university, while averaging $9,000, could be varied from $3,000 to
$15,000, depending on family economic circumstance.2

Political considerations aside, it might be argued that giving large
subsidy payments to provide income-enhancing educations to the children
of affluent professional or managerial workers is a dubious use of public
funds in any case. Given how questionable positive externalities in higher
education have earlier been shown to be, the case for providing subsidies 
at all is already somewhat suspect. However, the income differential associ-
ated with college training may justify subsidies of those disadvantaged by
economic circumstance on the grounds of income redistribution and 
equity. The “progressive voucher” approach, pursued aggressively, would
improve access of low-income individuals to college, yet be revenue-
neutral to the colleges themselves. It would essentially end the need for
state universities to give need-based scholarships and presumably reduce
tuition-discounting, making the financing of higher education more trans-
parent and uniform.

The voucher approach also would sharply reduce the perception that
state governing bodies (such as boards of regents) need to regulate the uni-
versity system. Since the universities would not be receiving state money of
any kind directly, the oversight previously provided by governments could
be more efficiently provided by the marketplace: If a university were to
behave abysmally, it would pay the price, as budgets suffered from declin-
ing enrollments. This “site-based management” approach encouraged by
vouchers has been found in other levels of education to work better on
average than centrally directed decision-making.3

The idea of vouchers for higher education is, of course, not a new one.
The GI Bill, first approved in 1944, gave money to students, not institu-
tions, and allowed them to go wherever they wanted—public or private
school, religiously oriented or nonsectarian. Similarly, federal loans and
grants, such as Pell Grants, are directed toward students, not institutions.
Some states have scholarship programs of modest size already in place. 

Moving state funding from institutions to students (with $2400
vouchers) is actually happening, beginning in 2005, in Colorado. In that
state, strict constitutional spending limits under the Taxpayer Bill of Rights
(TABOR) have constrained total state university spending, including the
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part funded by tuition. Since vouchers will be directed to students, that
spending possibly will not count against the constitutional limits on spend-
ing by state agencies.  These conditions led presidents of major Colorado
universities to support the voucher approach successfully.4

Vouchers are no panacea, however, and detractors cite problems 
that might develop. An increased sensitivity of universities to the con-
cerns of their primary instructional customers—students and their 
parents—could lead to a neglect of the research function. America’s
primacy in university research, which has led to U.S. domination of the 
Nobel Prize awards and acknowledged world leadership in basic research,
could decline. 

There is no reason, however, that research should suffer, at least not
initially. If voucher size is related to existing state subsidy levels, the vouch-
ers will incorporate the higher per-student funding levels associated with
high levels of research intensity. For example, instructional costs per stu-
dent are higher in large universities not because of smaller class size, but
because professors have lighter teaching loads, usually reflecting the fact
that they are doing more research. Subsidy levels currently reflect this, so
implicitly taxpayers are financing in part the research activities of the lead-
ing research universities. Moreover, a large portion of research is independ-
ently funded by government agencies like the National Institutes of Health,
and by private businesses. That funding would not be affected by the
change in the state subsidy-tuition system. 

In a conversation with me, former Secretary of Education William
Bennett, a strong proponent of vouchers at the K–12 level, raised a second
objection, which he succinctly summed up with a question: “What would
happen to the Classics Department?”5 By that, Bennett meant that areas of
low enrollment but considerable importance to our heritage as a civilization
would be neglected and suffer a loss of funds, as universities, in their quest
for efficiency and to provide students with what they want, reallocated
funds away from the humanities. This is a valid issue.

From a strictly empirical point of view, a decline in the humanities 
has already occurred to a considerable extent without vouchers. Under 
the status quo, that erosion is likely to continue. Already, universities
internally allocate resources in large part according to student interest. 
Also, the implicit assumption that classics education (and education in
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other disciplines in the humanities and social sciences, like philosophy and
history) will disappear because of its unpopularity is dubious at best. First
of all, many universities have moderately flourishing departments in these
areas. For example, at the moment of this writing, my university’s classics
department (which recently also took in world religions, presumably for
administrative efficiency reasons given the small number of faculty in each
discipline), has over 180 students in Latin and Greek classes, plus more
than 200 others in world religion courses. Excellent instructors are teach-
ing a respectable number of students in classics at a cost per student not
radically out of line with other disciplines (particularly given the modest
salary levels for instructors in this area). I suspect my university is far from
unique. My guess is that voucherization would do little to classics educa-
tion (or that of allied humanities) that is not happening already.

When I posed Bennett’s question to the father of the voucher approach,
Milton Friedman, he replied: 

I think we can say that if the market won’t support a classics
department, I have very little doubt that private beneficence
would do so. Private philanthropy supports art institutes, ballet,
opera. Why should it not be capable of supporting a classics
department if there are many people who feel the way Bill
Bennett does?6

As usual, Professor Friedman’s logic is impeccable.

Transitional Issues with Voucherization. Although a quick conversion to
full voucherization could be done without immediate radical changes in the
overall budgets of affected universities, concern about such a significant
shift would probably lead individuals to resist it unless it were phased in
less abruptly. A five- or ten-year phase-in, for example, would give univer-
sities and people some time to adjust, acknowledging the fact that many
university costs are fixed in the short run (in part because of tenure).

Suppose we were to phase in vouchers over ten years, holding state
support per student constant in real terms over that entire period. Suppose
we were to take a typical mid-size university receiving $6,000 in subsidies
per student and begin the program immediately, assuming 2 percent
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inflation. If we removed the subsidy and converted it to vouchers in a 
linear fashion over ten years, each year $600 less per student in direct sub-
sidy payments would be provided to the university. This year, the direct
subsidy would be $5,400, and the students would receive a voucher worth
$600. Next year, the direct subsidy would be $4,800, and the students
would receive $1,320 (giving the inflation adjustment entirely to the stu-
dent). In the third year, the direct subsidy payments to the university would
be $4,200, while the student voucher would be $2,042. 

By this stage, the university would already be far more tuition- (and
voucher-) driven in terms of revenues than it was before the program began.
Some would persist in complaining that the funding formula threatened 
the existence of the institution (largely because of forced efficiencies arising
from a stagnation in total real per-student funding levels). But the com-
plaints would be somewhat reduced by the certainty implicit in such a
phased-in approach that still-critical state subsidy funding, though dimin-
ishing, would continue. 

Ultimate Privatization. In a world where no subsidies are paid by state
governments to universities for instructional costs, to what extent are uni-
versities “public” or “state” in nature? Only in a very limited way. The “state”
universities benefit in that only they are eligible to receive students’ vouch-
ers, giving them an advantage over other institutions.

The question then arises, why not let students go anywhere they want
to college? Why should public policy favor students attending univer-
sity X, which is “public,” over those going to university Y, which is “pri-
vate”? Would not fairness and equity allow all students, not merely those
attending historically state-funded schools, to receive funding from the
state? Would not the government better serve the welfare of the citizenry by
creating a level playing field, allowing students to exercise unlimited free
choice in institutions attended, including, perhaps, institutions located out
of state?

State universities would fiercely fight a system of vouchers usable at any
institution, arguing that private schools have large endowments that sub-
stitute for state institutional subsidies. Yet that argument, while generally
true, is trumped, in my judgment, by the fact that universities exist to serve
the welfare of the citizenry, and that welfare would be ill-served if the choice
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of where to attend college were distorted by the state’s subsidizing atten-
dance at some institutions and not others. 

Again, a transitional scheme could be devised that gradually opens up
vouchers for universal use, allowing universities that are presently state
institutions to adjust to the impact of subsidy-broadening. For example, if
$6,000 vouchers were provided to attendees at four-year state universities,
over a period of five years vouchers could be extended to all institutions,
with those for private schools equaling 20 percent of those of public
universities in the first year, 40 percent in the second year, and so forth.
Also, during a transitional period, the state would continue to provide
capital improvement funds for traditional state institutions, but not pri-
vate schools.

Under such a scheme, within a few years the “public” and “private” dis-
tinction would become meaningless. To ease their angst over the inclusion
of private schools, the public universities should be freed of close oversight;
indeed, coordinating or governing boards over multiple institutions, such
as boards of regents, should be dissolved. The reduction in regulation in
some states would be of great value to these institutions, particularly where
the state-level governing board exercises close control, such as in the
California state university system. Within a decade or so of implementing a
voucher approach, we truly could privatize state universities and allow
students an unlimited choice of institutions.

The cost of extending vouchers to private school participants would
vary sharply by state, as the level of private school participation would vary
greatly—it would be high in eastern states with a strong private university
tradition, perhaps, and lower in areas with few private schools. If the fund-
ing of private schools were gradually introduced, the incremental annual
cost of funding would not be onerous, and inflation-adjusted subsidies
would probably rise no more than at present (since the assumption is that
vouchers per student would be kept constant in real terms). 

Making vouchers progressive would address another objection to their
use, namely that the idea itself is highly regressive, taking funds from the
general taxpaying public and giving them to generally affluent kids attend-
ing private schools. Under progressive vouchers, the highly affluent stu-
dents would receive relatively little (perhaps even zero), and those most
economically disadvantaged would receive much more. By providing those
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from lower socioeconomic backgrounds with currently unavailable public
assistance to attend first-rate private schools, the goal of greater educational
access and economic opportunity would be served.

One further objection, raised by some engaged in the voucher debate at
the primary and secondary education level, is that private school participa-
tion in voucher programs potentially will compromise the advantages 
that the “private” status provides. State governments will increase their reg-
ulatory grasp over private universities, which might also raise costs. For
example, a university might be required to agree to pay “prevailing wages”
on construction projects as a condition for participation in the voucher pro-
gram. Certainly, that would be a disadvantageous outcome.

The experience with the GI Bill and other scholarship programs admin-
istered previously by the federal government suggests that fears here are
overblown. In any case, a good argument can be made that the obvious
advantages to students of greater university access and choice outweigh this
rather theoretical disadvantage.7

The Second Paradigm:
Other Regulatory and Financial Options

The switch of public financial support from the producer to the consumer
of education services might appear too radical for some, even if it is imple-
mented over a significant transitional period. An alternative approach is for
state governments to impose new rules or regulations on universities
designed to reduce spending, or provide financial incentives for them to
engage in cost-cutting. Such an approach has a danger of leading to exces-
sive bureaucratic interference in university affairs, reducing the entrepre-
neurial initiative of individual institutions and creating distortions in the
allocation of resources. However, it is likely to prove popular with politi-
cians wishing to show they are “doing something” about the rising costs of
attending college.

Price Controls. An approach used in some states, including my own, is 
for either the legislature or a statewide governing board to set tuition levels
for all institutions (strong version), or place caps on the size of tuition
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increases decided upon by each institution (weaker version). To be mean-
ingful, the permitted tuition levels are lower than what universities them-
selves would have established on their own.

As with any kind of price control, this approach has its problems. Rigid
control of tuition levels might lead universities to deny access to some
students, as the mandated fee will be below the market-clearing one. Price
controls universally create shortages, and higher education is no exception.
Alternatively, universities will try to circumvent the fee limits either by
reducing the quality of the offerings or by charging fees for activities cur-
rently provided “free,” such as use of recreational facilities. The assessing of
“technology fees” has grown exponentially in recent years, in part to cir-
cumvent limits on tuition growth. 

Another way to evade tuition caps is to charge instructional fees at the
individual college level on top of the basic university fee. Where uniform
fees are established for all campuses of a large university (such as the
University of California), or for various independent universities in a multi-
institutional system, market forces are not allowed to work efficiently. The
high-demand school will be forced to turn many students away (more than
it perhaps wants to), while the low-demand schools may well have below-
optimal (from their perspective) enrollments. Individual institutions should
be encouraged to engage in price competition, not be prohibited from it.

Tax Tuition. In an e-mail to this author discussed in an earlier chapter,
Milton Friedman mused that instead of subsidizing instruction at universi-
ties, the government perhaps, on net, should tax them.8 An approach I find
preferable to tuition price controls is for state governments to reduce sub-
sidies to universities that raise their tuition levels a lot, lowering the revenue
gain from such increases but not prohibiting them. Suppose university X
charges $6,000 in in-state tuition. Suppose the state imposes a tax, payable
by the university, of 50 percent of any tuition increase in excess of, say the
annual increase over the past 12 months in the Consumer Price Index for
All Urban Consumers (Consumer Price Index-U, or CPI-U, the Bureau of
Labor Statistics index most often used to gauge inflation in the United
States). Suppose the CPI-U rises 2 percent. University X could raise its
tuition by $120 (2 percent) without paying a tax. If it chose to raise it by
$300, however, it would have to pay the state a payment equal to $90 per
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student (one-half of $300 minus $120). Since universities typically increase
student financial aid by 10 or 20 percent or more of incremental tuition, the
tuition tax would sharply limit revenue gains from raising tuition. 

A variant on the model above would be to increase subsidies to univer-
sities that raise tuition less than the rise in the CPI-U (or whatever the base
chosen). If university X in the above example froze tuition at the previous
year’s level, for example, it would receive 50 percent of the permissible
($120) tuition increase per student in added state assistance. For most state
universities, to freeze tuition (or come close to that) would require some
cost reduction from normal practice. The subsidy/tax could have some pos-
itive impact on cost containment, albeit in a somewhat bureaucratic, one-
size-fits-all approach imposed from above.

End State-Subsidized Prepaid Tuition Plans. A significant number of
states have created plans that allow individuals to buy tuition credits in
advance. Each credit pays for, say, one semester of tuition at any university
in the state. These plans issue an open invitation to universities to raise
tuition, and to engage in all sorts of chicanery in doing so. Students with
ample prepurchased credits have a perfectly inelastic demand for univer-
sity education with respect to price. The tuition is irrelevant to the student,
since the state has guaranteed it will cover the cost for a given time period.
When the proportion of students with such plans is large, universities have
enormous incentives to raise tuition substantially. In 2003, Miami Uni-
versity, a highly selective Ohio school, announced that it was eliminating
the tuition differential between in- and out-of-state students, raising the fee
for in-state students from the current $7,600 to the out-of-state rate (cur-
rently $16,324), and giving generous scholarships to in-state students. It is
my suspicion that the reason for this is that Miami plans to bill students on
the state’s prepaid tuition credit plan the full fee, thus enhancing its rev-
enues without hurting students.9

Change Tax Benefits. A whole host of tax benefits has contributed to 
the sharp increase in tuition costs at both public and private institutions.
Tuition tax credits administered federally and in some states have lowered
the tax liability of families sending children to college, increasing demand
for university education and raising tuition. One way to put the brakes on
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surging tuition would be to reverse the process, reducing or eliminating
such tax benefits and making families far more sensitive to price in college
selection.

States or the federal government could use the threat of tax credit elim-
ination as a way of moderating tuition increases, forcing universities into
some of the cost-containment measures discussed in the previous chapter.
One approach would be to restrict eligibility for tax credit relief to students
attending those universities that have raised tuition less than X percent over
the previous year, or perhaps over the previous three years (or both).
Universities would have powerful incentives to make the list of eligible
institutions.

An alternative (or additional) tax-related approach involves tax deduc-
tions for charitable contributions. Why should individuals giving money to
universities that are sharply increasing their prices pay lower taxes than oth-
erwise financially identical individuals who make no such contributions, or
who make contributions to schools whose commitment to affordability 
is demonstrated by modest tuition increases over time? To be sure, some
university contributions go to finance non-instructional missions, such as
worthy research efforts like finding cures for cancer, or college sports, so
tying tax deductibility solely to policies relating to instruction is a ques-
tionable strategy (although an out-and-out prohibition on tax deductions
for contributions to support college athletics might be justifiable by itself,
given the often scandalous commercialization of intercollegiate athletics).

As universities build ever-more luxurious facilities to lure students and
provide tax-free enjoyments for university staff, the case for subsidizing
those activities through favorable tax treatments becomes highly suspect.
Why should a person giving funds for a fancy recreational center, stadium
loges, or a student union building at an expensive university get a tax
deduction? Why is this use of funds favored over giving money to build a
new clubhouse at an upscale country club? 

Subsidy Reduction or Realignment. As the federal and state governments
face growing financial pressures arising from the inefficient health care
delivery system and demographic changes (such as an aging population, or,
in some states, rapidly growing young immigrant communities), the temp-
tation on the part of states is to reduce the rate of growth in university
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subsidy support. Previously I argued that the case for support is intellectu-
ally and empirically rather weak. Therefore, I would not be surprised if state
support for higher education grows fairly tepidly over the next decade or
so, and possibly even falls on a real per-student basis. 

This development would, in turn, increase the desire on the part of uni-
versity administrations to raise fees even more. In the long run, however, as
tuition rises relative to income levels, the price-elasticity of demand for tra-
ditional higher education will almost certainly also rise, particularly in the
face of proliferating substitutes, such as private certification, for-profit
schools, and online learning. As customers become more price-conscious,
universities will, reluctantly to be sure, be forced into cost-saving reforms
such as those suggested in the previous chapter. 

Consumers already are showing a rising sensitivity to price as tuition
goes higher. For example, in fall 2003, Ohio’s institutions of higher educa-
tion, like those around the country, raised tuition far more than typically.10

The increases were greatest at the four-year residential universities. As a
consequence, enrollment at the main campuses of those institutions was
barely changed from the previous year (up 0.5 percent), while enrollment
at the low-cost community colleges and university branch campuses
increased proportionally seven times as much (over 3.6 percent).11 As the
absolute and relative price differential between the high-cost and low-cost
alternatives grew, more students picked the low-cost option. 

In some states, the government gives largely lump-sum grants to the
universities, while in many others the subsidy is determined by a formula,
often somewhat elaborate. By tinkering with the formula, state govern-
ments can force some changes in the way universities do business. For
example, if there is a general perception that the push for research has gone
too far and is yielding low marginal returns on the investment, a state could
sharply lower subsidies per doctoral student while raising them for under-
graduates, putting some pressure on schools to get rid of expensive, low-
demand graduate education and give more attention to undergraduates. 

Mandated Cost Reductions. Rather than try to effect change by altering
revenue streams in a way that they hope will lead to more cost-conscious
behavior, states might directly mandate certain forms of cost reductions.
They might, for example,
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• Forbid the granting of tenure, or require rigorous post-tenure
review. 

• Mandate minimum teaching loads for all faculty members, or a
stated average teaching load, allowing some flexibility for indi-
vidual faculty members. 

• Limit administrative staff, insisting, for example, that the
number of support staff not exceed the number of full-time-
equivalent faculty members. 

• Forbid the continuance of doctoral programs with fewer than
five full-time resident students, or ones that graduate fewer than
five students over a five-year period. 

• Limit university subsidies to intercollegiate athletics, including
private donations, to 2 percent of the instructional budget, with
severe financial penalties for violating the rule. 

• Limit overseas travel of university administrators, or the pur-
chase of luxury cars, university aircraft, or posh SUVs, even with
privately provided funds. 

To ease the pain of complying with such rules, special compensation
increases for those institutions that successfully implement them might be
provided as a carrot to go along with the stick of state regulations.

I would not be surprised to see moves along these lines implemented
as angry legislators seek to “do something” about rising tuition costs. And,
no doubt, some of the mandates suggested would be cost-reducing and
maybe even desirable on other grounds. At the same time, however, I view
this as a distinctly less-desirable, second-best approach to reinventing
college education. 

Why? Top-down mandates fail to take into account particular condi-
tions and traditions of institutions, and thus often prove counterproductive.
If the legislature mandates that all professors shall teach two courses per
term, Professor X, an eminent scholar hired as a research scholar with an
expectation that he will teach one course every other year, might leave 
on the grounds that the mandate violates the conditions of his employ-
ment contract. State-imposed mandates are often inconsistent with the
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imperatives of the academic marketplace. If the legislature states that “aver-
age teaching loads shall equal nine credit-hours per week,” universities will
do interesting things in defining what an “hour” is, for example, giving four
credit-hours for a class that meets three hours per week. (Actually, the three
hours is more likely three fifty-minute lectures, or two and a half hours,
according to the nonacademic definition of “hours.”) The small school with
twelve-hour teaching loads might actually lower its loads, using the law as 
an excuse. When all is said and done, probably little teaching time would
be gained, but there would be lots of energy and resources expended in
interpreting, fulfilling, and/or evading the mandate.

It would be far better to foster cost-consciousness in less rigid ways.
Providing vouchers, for example, would give consumers greater clout in
resource allocation, thereby stimulating greater competition for students. If
mandates are to be imposed, it should at least be done in a manner that
allows some institutional flexibility in meeting their intent. 

Conclusions

An excellent case can be made simply to defund public support of higher
education. The evidence of net positive externalities—or spillover effects—
is very limited. Political reality, however, makes this an unlikely option in
the near future. 

There are two politically realistic approaches to public policy designed
to reform higher education. The first emphasizes decentralized decision-
making and allowing market forces to nudge university participants into
voluntarily taking those actions consistent with institutional objectives that
would reduce costs. The second emphasizes centralized mandates,
enforced presumably by an arm of the state government, such as a board of
regents or equivalent group. University autonomy and freedom of action
would be more severely circumscribed than at present in an attempt to stem
the decline of productivity.

A very strong case can be made for granting more higher education
subsidies directly to students, gradually reducing and perhaps eliminat-
ing altogether general institutional subsidies. If done comprehensively,
“state” universities as we know them today would disappear. Support to
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individuals via vouchers could be altered to take into account differential
socioeconomic status, if desired. Inasmuch as the evidence that universities
on balance have positive externalities deserving public support is increas-
ingly suspect, part of the reform effort should be to reduce the continued
growth in aggregate governmental support. 

As they do in nearly every other human endeavor, entrepreneurship
and individual initiative can promote progress in higher education.
University entrepreneurship is best served by allowing administrators
considerable freedom of action. While state governments can set the
parameters for decision-making by their financial decisions, they will stifle
creativity and endanger the ability of institutions to carry out their distinct
missions if they impose one-size-fits-all mandates from on high. By con-
trast, accountability and discipline are better fostered using a market
approach, increasing competition, and giving the customers—students and
their parents—more clout. Accordingly, it is hoped that greater attention
will be given to moving toward a voucher approach to funding higher
education, ultimately opening vouchers for use at both private and public
schools—a move that ultimately might render the distinction between the
two types of institutions largely meaningless.
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The Future of the American University

The functions of universities are eternal—the passage of knowledge from
one generation to another and the creation of new knowledge are at the
heart of what universities do, and those functions will always continue. Yet
this book began with the observation that universities are not the only insti-
tutions available to perform those functions, and it demonstrated that
several new substitutes for traditional forms of higher education already
provide competition for conventional universities, which have become
costly, inefficient, and complacent. 

The heart of economic theory is the theory of relative prices, which says
that if the price of something rises relative to the price of other (substitute)
goods, people will want to buy less of it—and more of the substitutes. The
price of a conventional college education has risen sharply, however meas-
ured, and already there is a sharp increase in the use of substitutes, such as
for-profit schools. 

In some mathematical sense, the high rate of tuition growth at the tra-
ditional universities is unsustainable in the long run; at some point, tuition
will absorb a huge proportion of lifetime family income. Consequently,
without major reform of traditional universities, students will flee them for
the new substitutes—for-profit institutions, computerized instruction
beamed into the home, certification programs offered by private companies
or organizations, and the like. This book devoted two chapters to dis-
cussing ways that universities, bowing to this imperative, will fight back by
cutting costs, either voluntarily or under coercion from the governments
that provide a large proportion of their funding.

Many problems of modern American universities relate to their being
highly subsidized, sheltered institutions that have been too immune to
pressures from the market to be efficient in a financial sense. Some would



argue they have not even been very accountable in terms of faithfully serv-
ing their main educational missions. Supporters assert, with some justifica-
tion, that “we have the best universities in the world,” and that there is far
more to universities than providing schooling for undergraduate students.
We lead the world in cutting-edge research, and universities sometimes
play other positive roles in the communities they serve. 

Still, at the margin, the evidence is far less positive. Costs are rising
sharply with little evidence that educational quality is increasing. Much
“research” is highly marginal, serving little utilitarian purpose and not even
spreading humanistic ideals. The corruption of college athletics, the occa-
sional scandals over college admissions, the growing politicalization of the
academy, lax standards, the construction of extremely luxurious facilities,
and excessive student party-going threaten public trust in our institutions
of higher education, along with the immense subsidies that allow universi-
ties to operate as they do.

The existence of universities as ivory towers somewhat insulated from
the pressures of modern societies is both one of their strengths and their
greatest weakness. One dilemma relates to universities’ legitimate role as
refuges for unpopular ideas and heretical thoughts. Conventional wisdom
should not be allowed to intimidate dissenters or completely monopolize
the public discourse, since out of unconventional ideas often comes
progress. As President Lee Bollinger of Columbia University recently put it,
“With all the pressures toward the closing of our minds that come with con-
flict in the public arena, it’s not a bad idea to have special communities like
universities distinctly dedicated to the open intellect.”1

Yet the assumption that universities promote “the open intellect” is
increasingly questionable in American academic life. One commentator
responding to Bollinger declared that “American academia is a forum for
destructive political and social propaganda, for conventional wisdom, for
mindless adherence to dogma in the name of, ironically, open-mindedness.”2

Another commented, “There is a distinct lack of academic freedom and a
pervasive effort to squelch unpopular theory, research and opinion on the
American campus.”3

Yet “open-mindedness” is the key to progress and the evolution of a
prosperous, civilized society. The rise of Christianity two millennia ago and
of the modern scientific method half a millennium ago are examples of how
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unconventional thoughts became important, positive factors in the evolv-
ing lives of the population. Universities can and often do play con-
structive roles in effecting social and technological change. How can this
dissent, these unconventional ideas, be protected while still allowing
market forces, with their tendency to provide needed financial discipline,
to play a constructive role in making universities affordable and accessi-
ble to the citizenry? In several chapters of this book, we wrestled with
some specifics related to this broader question, asking, for example, how
universities can obtain the advantages of faculty tenure without all of the
current costs.

As I see it, the “root causes” of the tuition price explosion in univer-
sities are fourfold. They are: 

• The impact of third-party payments. Third-party payments have
reduced the sensitivity of the consumers of higher education to
its costs. This is precisely the same thing that happened in med-
ical care, with similar results. The third parties here, of course,
are governments providing subsidies, loans, and the like, but
also private philanthropists giving money. It is a simple fact of
human nature that when someone else is paying a large portion
of the bills, consumers pay less attention to price. 

• Price discrimination. Universities have taken increasing advan-
tage of the fact that upper-income individuals are less price-
sensitive than those with more modest means, boosting the
price differential charged to students from more affluent families
through the device of scholarships. 

• Cross-subsidization. By diverting resources from instruction to
other purposes, universities have increased their need for higher
tuition to cover the costs of instruction. 

• Lack of financial discipline. The absence of any important incen-
tives for universities to reduce costs and achieve efficiency has
arisen from the lack of a bottom line of profits. In private enter-
prise, the quest for profits leads firms to offer rewards to
managers and employees who follow a strategy of minimizing
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costs for goods or services of any given quality. In the public sec-
tor, without a clearly defined measure of success, there is a lot of
“rent-seeking,”—using public funds to enrich individuals. This
lack of financial discipline is implicit in a nonprofit environment
where markets are only allowed to work to a limited extent. 

As tuition increases begin to lead even the affluent to revolt, universities
are going to have to change their ways to some extent. The pressures on gov-
ernments to fund other activities have grown in recent years. Most notable are
the health care obligations that will continue to grow over time with an aging
population, and an inefficient health care delivery system. As push comes to
shove, politicians will be faced with the choice of raising taxes, cutting health
care benefits, slashing aid to public schools, or reducing higher education
support. The health of the elderly and the education of younger children
have, to this point at least, proved to be the politically more pressing needs,
so the higher education share of state budgets has actually declined modestly
in recent decades. For example, in fiscal year 1980, higher education
accounted for 9.23 percent of the direct general expenditures of state and
local governments, declining to 9.01 percent by fiscal year 2001.4

This decline accelerated in the aftermath of the 2001 recession. For
example, in 2003–4, Colorado reduced state appropriations by double-
digit percentages, allowing large tuition increases; the University of
Colorado estimated only about one-tenth of its expenditures would be
covered by state appropriations. These conditions helped in the May 2004
adoption of Governor Bill Owen’s proposed voucher system, which will 
also include three private colleges. Moreover, the upsurge in private sup-
port for universities that began in the late 1990s is not permanently sus-
tainable, given that the stock market boom that led to a spectacular increase
in personal wealth is not likely to be replicated on a sustained, substantial
basis at any time in the near future. Thus, the past rate of growth in third-
party payments, both public and private, is slowing.

Universities bemoan this reduction in relative support from third par-
ties, especially the government. Yet the theoretical justification for the sup-
port is weak and declining over time. As Milton Friedman indicated, there
are negative as well as positive externalities to higher education.
Externalities are hard to measure, but the statistically significant negative
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correlation between university funding and economic growth in the United
States suggests that, at the very minimum, state funding should be reduced,
if not eliminated. 

Rationalizing Public Policy: Piecemeal Approaches

Even in the absence of any governmental action, inevitably some changes
will come to higher education that will slow down the productivity decline
and introduce some needed reforms. Government subsidization has made
people less sensitive to cost considerations than they otherwise would be,
but not totally insensitive. At some stage, more and more Americans are
going to “just say no” to higher university costs.

Yet this process is likely to be accelerated by governmental interventions
of various kinds at both the federal and state levels. Political entrepreneurs are
going to want to score points with the public by “doing something” about the
cost explosion in higher education. Already there are signs that this is occur-
ring, with moves at both the federal and state levels designed to discourage
universities from raising tuition charges as much as they have in the past.
Alternatively, other politicians, including President George W. Bush, are pro-
posing to deal with the tuition explosion with increases in such things as
student loans and tuition tax credits.

These moves are no more than a second-best approach to solving the
problem, and they may actually worsen the existing situation. Take, for
example, the expansion of federal student loan programs and increased tax
credits for college tuition expenses. These moves increase third-party pay-
ments, a root cause of the problem. They increase the demand for higher
education at existing price levels, providing incentives for universities to
raise their tuition further and increasing economic rents (payments made
with nothing provided in return). As Congress debates reauthorization of the
Higher Education Act, I hope that it does not simply adopt a large election-
year increase in appropriations that would worsen the problem. While
there is great merit in giving assistance directly to students (the federal
approach) as opposed to institutions (the main state governmental
approach), doing both simultaneously is a recipe for inefficiency and infla-
tion, both of which have been produced in abundance in recent decades. 
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While other steps that might be taken still do not deal with root causes,
they are less egregiously wrongheaded than expanding student assistance.
Some might even be modestly beneficial. For example, the notion of “tax-
ing” universities for tuition increases above a certain level actually serves
to reduce the net subsidies provided universities by government—on 
the whole a good thing. If I were a state legislator, I might well support
such legislation. Legislation removing subsidies for extremely expensive
doctoral programs might fall into the same category, although on balance
I think it is highly preferable to allow individual institutions flexibility 
in how they distribute reduced subsidies. For example, a doctoral pro-
gram at some middling-quality state university may be small and rather
costly—but it may also be the best program of its kind in the country, and
the jewel in the university’s crown. In such a case, the university might
well want to reduce other less costly, but qualitatively less-distinguished,
programs if faced with reduced state subsidies. It is reasonable to allow it
to do so. 

Generalized edicts on spending or subsidy reductions issued from state
capitals or Washington fail to take into account the individual circum-
stances of institutions, and implicitly assume, wrongly in my judgment,
that the people in the state or national capital know better how to reduce
costs than those intimately familiar with university operations. To be sure,
the individual university presidents do not want to make cuts, but they will
do so if forced by financial circumstance. The reduction in state support
after the 2001 recession brought about numerous instances in which state
universities “bit the bullet” and cut whole programs—but ones that they felt
were marginal to their missions.

I would predict that there will be increased efforts by legislators to man-
date certain practices at state-supported universities. The two leading pos-
sibilities are legislation abolishing tenure and efforts to increase the teach-
ing loads of faculty. As indicated earlier, I am highly ambivalent about
tenure. It can be an extremely costly device that robs universities of the abil-
ity to reallocate resources in a timely fashion. Tenured professors use their
power to block new initiatives and to maintain costly, outmoded programs.
Its role in higher education certainly needs to change. Yet tenure is a rela-
tively effective means of protecting free speech and expression—which is
critical to a vibrant academic community. 
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My own preference is to make tenure optional for individual faculty
members, something that can be “purchased” from a fixed sum provided
faculty as part of the fringe benefit compensation package. Faculty members
wanting tenure would be charged an amount equal to the estimated cost that
this contractual arrangement imposes on the institution, and would have
either to take less of other fringe benefits, such as costly health insurance, or
accept an implicitly lower salary. Out-and-out legislative abolition of tenure is
a crude, one-size-fits-all approach to the problem. The costs of tenure need
to be realized and made explicit. But prohibiting one type of contractual
arrangement between universities and their employees is not the answer.5 It
would be particularly ironic in this age of five- and sometimes ten-year con-
tracts for college athletic coaches and even presidents to prohibit faculty
members from having contracts of, say, more than one year in duration. 

Mandating minimum teaching loads is a similarly crude way of trying
to increase allocation of resources toward instruction. Blanket-minimum
teaching loads for all faculty members is a truly bad idea, as some faculty
are much stronger in research than in teaching. Legislative mandates of this
sort would lead to well-known scholars deserting state universities where
such restrictions exist, as those mandates are inconsistent with market con-
ditions for superstar faculty. 

Not nearly as bad are restrictions placed at the institutional level mandat-
ing some minimum average teaching load for all faculty members. Again,
however, my preference would be to give institutions flexibility on resource
usage. For example, a university wishing to expand faculty participation in
online instruction should be able to give its faculty fewer classroom contact
hours in return for some online instructional participation. New technologies
are leading to more nonclassroom types of instruction, and laws mandating
teaching loads very possibly could retard the development of promising new
cost-reducing approaches that are instructionally effective, substituting rela-
tively cheap capital for expensive labor resources.

Rationalizing Public Policy: More Systemic Reform

In short, I do not see a great deal of promise in piecemeal efforts on the part
of legislators at either the state or federal level to reform higher education.
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However, a much more compelling case can be made for more fundamen-
tal reforms, moving in the direction of privatization and reducing the neg-
ative effects of third-party payments.

Returning to first principles, there is no particular justification for mas-
sive government subsidies of higher education unless it can be shown that
there are net positive externalities. At the most, it could be argued that in
order to promote goals of equal economic opportunity, some subsidies for
lower-income children might be appropriate. Claims of vast positive exter-
nalities of higher education are just that—claims, usually articulated by
scholars who benefit from governmental support of their institutions. 

While it is hard to measure externalities, the little empirical evidence I
was able to analyze is more consistent with the position that universities, on
net, have negative externalities—economic growth is less in states with
large state subsidies of higher education, for example, and, with other
things being equal, people tend to “vote with their feet,” moving out of
high-subsidy states. To the extent this evidence is reliable, there is actually,
as Milton Friedman suggests, a better argument for taxing rather than sub-
sidizing higher education.

A more cautious position would be to say that, on balance, the hypoth-
esis that there are net positive externalities to higher education is not sup-
ported by the evidence. That conclusion would suggest that governments
should be neutral toward higher education—neither promoting nor dis-
couraging it through tax and regulatory policies. That, however, is current
governmental policy toward, say, used car dealers. It would suggest that
optimal policy would be for governments to disentangle themselves from
assisting in the financing of instruction. With respect to private donations,
the case for charitable tax deductions would largely vanish as well. 

There are two caveats: First, universities perform some research activ-
ities that conceivably could be worth subsidizing independent of the
instructional functions of those institutions. Second, it is empirically a
fact that there are large earnings differentials associated with higher
education attainment, and thus a case can be made for providing some
subsidization of students for whom access to higher education would oth-
erwise be difficult. This, however, would have to be done in a way where
the spending truly improved access significantly, and that is not the case
at the present.
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Even these caveats, however, may not be particularly valid. For exam-
ple, in the absence of government, there is a high likelihood that charitable
contributions would fund more research that might have long-term positive
externalities. Private research efforts have risen sharply in recent years.
Research institutes, both privately owned, like the Battelle Memorial
Institute and the American Enterprise Institute, and government-funded,
like the National Institutes of Health and the Rand Corporation, can and do
support efforts to expand the frontiers of knowledge. There is some evi-
dence that when public assistance payments are reduced, a significant
minority of the slack is picked up by private contributions.6 It is very likely
the same thing would happen with respect to financial assistance to lower-
income students wishing to attend college.

Thus a strong case can be made for government gradually (or perhaps
even less gradually) withdrawing from financing higher education alto-
gether. Since people plan financially on having government support for
college funding, it probably would be prudent to withdraw funding over an
extended time period, say ten or even fifteen years. To make such a move
palatable politically, a governor could call for a phase-out of state subsidies
over a ten-year period, with the funds saved used to finance reductions in
taxes, such as the personal income tax. State budgetary data indicate that
elimination of higher education funding would allow reductions of income
taxes on the order of 30 percent or more in many states—hardly an inconse-
quential amount. Since there is an abundant scholarly literature suggesting
that a negative relationship exists between state and local taxes and economic
growth, such a proposal would stimulate economic growth as well.7

Already, there are some early moves in the direction of privatization.
The University of Virginia’s graduate business and law schools no longer
receive state subsidies and will formally end their funding association with
the Commonwealth of Virginia within the year. Thus, in a sense, the
University of Virginia is being partly privatized, a little at a time. The idea
of full privatization has been mentioned. In South Carolina, Governor Mark
Sanford recently proposed that state colleges be given the option of freedom
from oversight by a strengthened higher education commission, in return
for an end to government funding.8

Notwithstanding the above, the out-and-out elimination of support for
higher education will probably not be politically feasible in the near term,
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despite the manifestly strong arguments for it and the possibility of dan-
gling tax relief before voters as a reason to support it. Universities and their
friends have strong lobbies, while the lobby to end government support for
higher education, even with lower taxes, is likely to be small indeed.

Move to Student-Centered Funding. Following Colorado’s move to
shifting public funding from providers to consumers, however, may well
have far more appeal, and is a start in the direction of privatization.
Vouchers are proving relatively popular at the primary and secondary
level, although even here the political forces supporting the status quo
have thwarted most attempts to introduce them. However, the tradition
of vouchers is fairly well established at the university level. The GI Bill
implemented after World War II led to a massive increase in university
enrollments—and it was, in effect, similar to a voucher program, since
individual students controlled the disbursement of federal payments to
institutions based upon their choice of university. Many states have schol-
arship programs that give scholarships to citizens usable at any institu-
tion in the state. Moreover, unlike government primary and secondary
schools, public universities already charge tuition, and vouchers are
merely another form of scholarships. Indeed, given the antipathy of some
toward the word “vouchers,” politically it probably is more desirable to
speak of expanding state scholarship programs.

The elimination of university subsidies and replacement of them with
expanded student scholarships would have many advantages over the exist-
ing system. First, it would make universities more responsive to their pri-
mary customers, the students. Funding, at least for state universities, would
be tuition-driven, and schools would have to be popular, in high demand,
to increase their revenues. Universities that treated their undergraduates
with contempt and gave them third-rate instruction would suffer relative to
institutions that genuinely put a good deal of emphasis on meeting stu-
dents’ needs. Institutions that engaged in unreasonable practices, such as
attempting to censor some sorts of speech, or forcing students to take polit-
ically correct but unpopular courses, or massively subsidizing intercolle-
giate athletics at the expense of instruction, or allowing students to engage
in rioting, could face some significant negative financial ramifications as
enrollments declined in the wake of adverse publicity. 
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Second, the transition to scholarship funding can be an opportunity to
end, and even reverse, the growth in real third-party payments per student
that is a major cause of the tuition cost explosion. Indeed, the legislation
creating scholarships might very well state that they will stay the same in
nominal dollars over time, or be increased only at the rate of inflation, as
measured by the CPI-U. 

Third, over time, the inequity created by providing state assistance to
some students (those attending public schools) but not others (those
attending private schools) could be eliminated.

My suspicion, based on some casual empiricism, is that vouchers would
lead to significant increases in the productivity of universities. I taught for a
couple of years at a remarkable institution that incorporated many of the
attributes of a voucher approach, namely the Economics Institute (EI) at the
University of Colorado, sponsored by the American Economics Association.
The EI provided intensive training in English and some introduction to grad-
uate work in economics to foreign students planning to enter graduate pro-
grams at American universities. Run for decades by an energetic academic
entrepreneur, Professor Wyn Owen, the EI was tuition-driven financially, with
virtually no direct government support. Whenever enrollments fell because
of a crisis in some region of the world, the Institute instantly adjusted its staff
size and teaching loads accordingly. (There was no tenure.) Administration
was lean and mean. Faculty members who did a mediocre job were not
rehired, but those who excelled were well compensated. The Institute bought
its own facilities out of cash flow and offered first-rate instruction, with some
lectures provided by faculty from top schools, such as Yale and Stanford. I
believe the pressure of having to please students (and their scholarship spon-
sors) was a key to the EI’s being high quality, cost effective, and successful.9

As successful as the EI was, however, it ultimately went into decline,
partly, no doubt, as a consequence of managerial mistakes, but also as a
result of something it could not control or compensate for: the impact of
the September 11, 2001, terrorist attacks. Sharp restrictions on the issuance
of visas, a problem for many institutions, had a devastating impact on the
EI. Like other market-driven institutions, the EI prospered and suffered
with changing conditions, and it is being closed down. 

As indicated earlier, the move toward a scholarship-based funding sys-
tem almost certainly would have to be accomplished over a period of years,
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hopefully not exceeding ten and preferably closer to five. To me, the best
approach would be to lower the absolute dollar-per-student subsidy in a
straight-line fashion over a number of years, reducing uncertainty to
university administrators about the transition process. Other variants, how-
ever, are feasible.

The voucher-scholarship approach can and probably should be mod-
ified in a way that ought to appeal to groups at opposite ends of the polit-
ical spectrum. A “progressive” voucher approach would vary the amount
of student grants inversely with income. For example, a student from a
very low-income household might receive a voucher for $12,000, while
a student from a very wealthy family would be excluded from eligibility,
or receive a voucher of, say, $3,000. This approach would be very appeal-
ing to liberals worried about equal educational and economic opportunity,
since students from low-income homes would receive greater guaranteed
support than is currently the case while having access to high-quality
private institutions. Libertarians and some conservatives might like the
approach because it would reduce or even eliminate subsidy support for
a significant subset of the population (say the 25 to 50 percent most afflu-
ent college students), reducing the role of government in higher educa-
tion and potentially reducing total expenditures, and allowing for lower
taxes than otherwise would be the case. This is a way of moving closer to
the ideal public policy, which is essentially defunding public education.

A five- to ten-year transition to scholarship funding could gradually
increase the costs to children of higher-income families of attending state
universities. Universities would raise their tuition significantly during the
period in which subsidies were being withdrawn, but there would be no
dramatic immediate increase in fees.

The Ultimate Reform—Privatization of Higher Education. A move to
scholarships is a large step toward privatizing higher education. This could
involve converting schools to private, not-for-profit institutions. Private
schools have some advantages over public. Their boards of trustees are
usually selected on the basis of dedication to the university, not political
considerations. A host of state regulations that govern public agencies
would be ended. Universities would be rid of the costs of lobbying legisla-
tures for funds.10
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An even more radical reform would combine a move toward vouchers
with the conversion of universities to for-profit institutions. Universities
could be sold to for-profit companies (like Apollo Group, owner of the Uni-
versity of Phoenix), with the proceeds—net of university debt obligations—
going toward taxpayer relief or endowing part of the future voucher
obligations of government. An alternative would be to give a significant
proportion of the shares to university employees, providing them with
incentive to engage in cost-reducing strategies designed to make the insti-
tution more profitable in the new market setting. Faculty would be more
willing to teach more students, for example, if they thought it could lead to
an increase in their wealth. The gift to faculty and administrators of a sig-
nificant portion of the educational enterprise would be an inducement to
accept the loss of job security that might come with privatization. The expe-
rience of existing for-profit institutions suggests that the market capitaliza-
tion of universities converted to a for-profit basis might be several hundred
thousand dollars per employee, meaning a gift of part of the universities to
the employees would significantly increase their net worth, a powerful
inducement to favor the change. The conversion would also almost cer-
tainly lead to dramatic increases in efficiency, but because it is so radical, it
is unlikely to be adopted anytime soon. Elsewhere, I have outlined in detail
such a proposal for primary and secondary schools.11

Performance-Based Vouchers (Scholarships). The case for subsidization
declines sharply as students perform abysmally. Why should hard-working,
middle-class taxpayers subsidize the college costs of students from high-
income backgrounds who “goof off” in college and perform poorly aca-
demically? Private donors and universities that give scholarships usually
attempt to remedy this state of affairs by setting conditions that must be met
for a scholarship to be maintained. Typically, for example, a student has to
have a cumulative grade-point average of at least 3.0 (a B average) for the
individual to renew the grant. State governments could impose similar per-
formance standards as a condition for receipt of aid. 

One minor problem is that students need the scholarship assistance
before they take courses, but their performance is not known until after the
courses have been completed. This dilemma could be resolved by legally
defining the scholarships as “loans,” with the written understanding that
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the loan would be completely forgiven if the student performed satisfact-
orily. Students failing to do so would be required to repay the loan, ideally
with interest. Indeed, to provide incentive to do well in college, the amount
of loan forgiveness could be positively related to student performance. For
example, students graduating with a GPA of 2.5 or under might have to
repay their loan completely, with 2 percent of the loan forgiven for each
hundredth of a point that the GPA exceeds 2.5. Under that formula, only
students graduating with a GPA of 3.0 or more would receive the full
scholarship.

Many students study too little in college because the subsidy received
from the state is independent of their level of performance. Tying students’
cost of education to academic achievement more directly would place them
under much great financial pressure to perform adequately, if not spectac-
ularly, and presumably would lower somewhat the scandalously high attri-
tion rate that contributes to the high cost of college education.

This idea, of course, is not new, although it gets relatively little attention
these days. A performance-based subsidy scheme for Canadian universities
was recently proposed by Rod Clifton, a professor of the sociology of edu-
cation at the University of Manitoba.12 Clifton would give universities more
money the further a student progressed toward a degree, aiming to lower
attrition rates on the order of 40 percent. My proposal by contrast transfers
the responsibility and rewards for good performance directly to the student.

A problem with my plan is that tying scholarship support to students
receiving a certain absolute grade-point average, say, a 3.0 GPA, would put
pressure on professors to give even higher grades than they already do.
Ways of counteracting that tendency and perhaps even rolling back some
of the more egregious instances of grade inflation include tying scholarships
to rank in class, giving them, for example, only to students ranked in the
top 80 percent. Or a rule could state that for universities to be eligible to
receive scholarship students, at least 25 percent of grades given in under-
graduate courses must be lower than B.13

An alternative or additional requirement would be to have a standard
exit examination from college, perhaps half on general topics and half on
the subject of the student’s major field. Ideally, the examination would be a
national test fairly similar to the Graduate Record Examination. Perhaps in
addition to meeting grade-point criteria as outlined above, students would
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be required to pass the national exit examination to have their “loans” for-
given upon graduation. Such an exam would give us new ways of evaluat-
ing universities, perhaps reducing the cost-enhancing dimensions of some
private rankings, such as those of U.S. News & World Report. In addition, 
a strong general education component could help counteract the contem-
porary tendency of students to be ignorant of basic facts relating to our
heritage. Universities would be under pressure to teach the types of basic
factual information useful to appreciating our cultural heritage and main-
taining our cultural capital.

The concept of performance-based scholarships could be used to
address another, very large problem: prolonged stays. Currently, students
change majors, take light loads, and continue to take courses after meeting
graduation requirements, in part because it is relatively cheap to do so, and
in part because of class closeouts, arcane requirements that make changing
majors costly, and so on. Since subsidies are typically enrollment-driven,
universities have incentives to encourage students to hang around for a fifth
or even sixth year. Scholarships could be limited to four years, period. The
pressure on students to get through would be enhanced. The pressure on
universities to offer courses to meet student needs would also increase. The
taxpayer interest, ignored now in curricular decision-making, would be
represented.

New Approaches to Funding Research: More Competition

The emphasis of this chapter to this point has been on the teaching func-
tion of universities. Universities also play an important role in expanding
our intellectual capital through the creation of knowledge, ideas, and artis-
tic works. A large part of that research is funded separately by research
grants from governmental agencies and private foundations, but institu-
tions also fund such activities themselves from tuition revenues, endow-
ment income, and government subsidies. 

Government-funded research typically involves a grant to a principal
investigator to cover direct costs of the research project, along with an
indirect—or overhead—cost component that goes to the university. Many
resources go into trying to measure the overhead cost component and to
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make it as large as possible. It seems to me that some of the bloated admin-
istrative structure of universities is either involved in arcane details of grant
administration or funded from the generous overhead funds provided. 

Perhaps the time has come to set a uniform national overhead rate for
research to reduce considerably the accounting costs associated with grants.
That rate ideally would be set to the levels of the more efficient institutions,
defined as those that expend the least resources to provide overhead serv-
ices. Let’s say institution X will do the research with a 60 percent overhead
charge, but if the same researchers were at institution Y, the overhead rate
would be 40 percent. The total cost to taxpayers would be reduced sub-
stantially by having the researchers do their work at institution Y. While
that may not be feasible, a uniform overhead policy imposing a relatively
low rate would force institutions claiming high overhead costs to econo-
mize and reduce costs to taxpayers.

A more fundamental question relates to the wisdom of having the fed-
eral government fund research in the first place. There is no question that
some academic research is highly beneficial to society. I would submit,
however, that in the absence of federal grants to universities, a significant
portion of that research would be done anyhow, and some that would be
discontinued is of dubious value in any case. Moreover, as was pointed out
earlier in this book, a majority of funded research in the United States is
already done outside universities, and the university share of research
resources has already declined significantly.

On the first point, I am influenced by personal experience. For exam-
ple, I remember once when my colleague Lowell Gallaway and I decided
to do some research related to human migration. We decided to do the
research using summer periods when we were free of teaching duties,
plus some time in the academic year when our teaching absorbed, at best,
twenty hours per week. We successfully sought funding from two presti-
gious private foundations—the Ford and Rockefeller foundations—but
because we were genuinely intellectually curious about the topic, and
since the publications from the research would increase our marketabil-
ity and prestige in academia, we would have been wholly prepared to do
much of the work without the grant. The grant merely provided us with
economic rent—that is, income in exchange for which no incremental
service is provided. 
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Talking with colleagues from many universities over the years, I have
heard of numerous cases in which this has occurred. Indeed, some
researchers successfully write proposals to fund research that is already well
underway (although that is not revealed in the grant application). They
then use the grant money to move on to their next project, creating the
appearance of successful use of grant funds to the grantor.

To be sure, grants often cover travel, expensive pieces of research equip-
ment, needed graduate assistance, and other things that facilitate more
elaborate research. But sometimes I even question these expenditures on
cost-benefit grounds. For example, very often in social science research,
grants finance massive studies using microdata—data based on observa-
tions of individuals—that yield similar results to findings derived using
published aggregated data—say, observations grouped by state, or by
year—that are far cheaper to perform. The microdata results confirm, at
considerable cost, what less-expensive research investigations financed
without grants reveal. I suspect occasional expensive microstudies are need-
ed to confirm findings of studies using the less-expensive research method-
ologies and to discover nuances of human behavior not observable other-
wise, but that the marginal rate of social return on these studies on average
is not terribly high. 

With respect to big-ticket scientific research, I wonder whether gains
from it are largely internalized—that is to say, that the fruits of the research
ultimately are financially rewarded. Certainly, that is the case with pharma-
ceutical research. If universities are doing promising research that could
lead to new forms of pharmaceutical therapies, it is almost certain that in
the absence of universities the research would be conducted by private
companies, assuming, of course, that intellectual property rights can be
captured by patents and other means. 

But what about basic research? Do not the gains from it provide posi-
tive externalities, justifying public support through devices such as the
National Science Foundation? Perhaps, but so-called basic research often
opens doors for practical applications, and the empirical evidence is already
clear that private firms are increasingly willing to fund it. Big companies
fund hundreds of projects. Some are obviously practical ideas for which a
short-term payoff is anticipated. Others have low probabilities of payoffs
that will be substantial if they do occur. Research involves many blind
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alleys, false starts, and perplexing findings. The large technology-based
entrepreneur accepts that, and makes a multiplicity of research investments
in the hope that enough of them will have payoffs—a few of them very
considerable—to make the investments collectively worthwhile. Given the
sharp rise in private R & D funding, increasingly for basic research, it
appears that more businesses are proceeding this way. The question then is,
who needs universities to do research?

Having said this, I would add that the instructional and research mis-
sions of the university are not rigidly separate, and at advanced levels of
learning, student involvement in research helps them learn, and helps the
researcher as well. There are sometimes synergies facilitating both the
teaching and research functions, especially in graduate education, where
the advanced student is expected to demonstrate an ability to conduct
research as a prerequisite of receiving either a master’s or doctoral degree. 

The issue, however, is not whether research should be conducted at
major universities, but rather the extent to which public funds should be
used to subsidize it. Given the high level of economic rent in much research
funding, a decent case can be made for significant reductions in govern-
ment funding, starting with standardizing overhead reimbursement at a rel-
atively lower rate than the current average.

One particularly disturbing recent trend is for Congress to give research
awards to politically favored institutions without a competitive process.
This new form of pork-barrel funding surely leads often to monies going to
support unneeded research done by individuals of marginal competence. In
the revision of the Higher Education Act, one would hope that an out-
and-out prohibition on such grants will be included, even though such
provisions tend to be ineffective, as they can be easily overridden by later
legislation.

Competitive Funding. A considerable problem with attaining cost effi-
ciency relates to the way we fund grant research in our country. Typically,
the funding body solicits proposals for research in a general area of interest,
and then a body of scholars reviews them almost entirely on the basis of
scholarly merit. Since each proposal typically covers a somewhat different
topic than others, there is effectively a single proposal for each very spe-
cific body of research—the researcher is a monopolist, and there is no
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competition for that particular project. There are exceptions, of course,
such as when funding agencies invite proposals for a very specific research
project from multiple teams of investigators.

An alternative paradigm would be to have a larger proportion of
research projects be funded on the latter basis, thus injecting more compe-
tition into the research projects. A committee would decide upon a project
and review applicants to determine if they were capable of doing it, with
the award going to the lowest bidder among the applicants. Since commit-
tees often stifle creativity, some research probably needs to be funded on the
basis of ideas suggested by the broader scholarly community; but getting
more competition into the process seems possible. 

Alternative Delivery Systems for Research. It would be interesting to
compare the rate of discovery of new ideas for each dollar expended on
university research with that of private, for-profit companies, and non-
profit research institutes. While research “output” is notoriously hard to
quantify, some crude measures, such as patent awards, are available. The
federal government, which spends billions annually funding research,
should be measuring the relative efficiency of alternative approaches to
delivering research results. 

A Final Word

Universities are luminous places. They light up the world intellectually, and
have contributed importantly to the advancement of modern civilization.
America is a better place because a large proportion of its adult citizens have
spent some time in the university environment—learning, maturing, asking
questions, seeking answers. Yet all of this is becoming very costly—so
costly that the old ways will have to change. Adding to the problem in
terms of public support, some believe that universities seem to have lost
sight of their missions, watering down standards, promoting conformity
and political agendas, and huckstering entertainments only remotely con-
nected with the dissemination and production of knowledge. 

Market forces have been partly suppressed, but only partly.
Competition will force change, and public policy may speed the process,
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introducing new concepts like the transfer of funding from the universities
to their customers. I think this is a good idea that will work to improve 
the efficiency of universities without sacrificing the quality of their prod-
uct. Performance-based scholarships can increase competition, enhance
efficiency, promote renewed emphasis on instruction, reduce problems of
attrition and lackluster student performance, and even deal with grade
inflation, if properly devised.

Am I predicting that traditional universities will eventually die and wither
away, to be replaced by for-profit institutions, certification programs, and
distance learning? No. There is another trend that works in favor of pre-
serving the high-cost, labor-intensive prestige university, if not more ordi-
nary institutions. With economic growth, incomes rise, and so do aspirations
of adults for their children. Just as many more Americans today drive luxury
cars than did a generation ago, so more Americans want “the very best” for
their kids. Thus, the ratio of applicants to admissions has actually risen at
the elite universities, despite soaring tuition costs. There always will be a
demand for some extremely expensive, highly personalized instruction—
even at inflation- and income-adjusted prices that are two, three, or even
four times current levels. Harvard’s future is not in doubt, nor is the future
of most of the other institutions in the top twenty-five universities or liberal
arts schools on the USN&WR list. 

Even these institutions face customers who are not immune to the law
of demand—as prices rise, less is demanded. But these schools can likely
retain much of their current ambience, and perhaps even much of their
inefficiency. The recent trend toward building luxury housing facilities and
fancy recreational facilities at universities reflects the affluence of today’s
students and a desire to live better than previous, less wealthy generations.
While attending college is partly an act of investment in human capital, it
is also an act of consumption.

Schools of more average quality, however, face a more daunting future
than Harvard and Princeton. Their prestige is not so great that applicants
will automatically reject nontraditional alternatives. Their past arrogance
and insensitivity to public concerns over costs make them politically more
vulnerable and may even lead to a partial defunding of higher education by
the public sector, which actually would be good for society, given the ambi-
guity over the universities’ external contributions. As schools become more
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tuition-driven, many of the inefficiencies of current university life—the
massive labor inputs used, high student attrition rates, large numbers of
high-cost, noneducational activities of dubious worth—will be squeezed
out of the system as they struggle to survive.

In 2050, America will still have universities, and they will still play a
vital role in American life. But they mostly will be quite different places than
they are today in the way they operate, and that, by and large, is to the good
of society.
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