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Executive Summary

Undergraduate education is a highly profit-
able business for nonprofit colleges and universi-
ties. They do not show profits on their books, but
instead take their profits in the form of spending
on some combination of research, graduate edu-
cation, low-demand majors, low faculty teaching
loads, excess compensation, and featherbedding.
The industry’s high profits come at the expense
of students and taxpayer.

To lower the cost of education, federal gov-
ernment policies should encourage competi-
tion. Regulations should not favor nonprofits
over for-profits. Further, the accreditation pro-
cess should be reformed so that any qualified
institution can easily enter the industry. The
financial-aid process should be redesigned to
remove the bargaining advantage that colleges
currently hold over prospective students.

The higher-education industry is heavily sub-

sidized by the federal government. These sub-
sidies play a significant role in the high profit-
ability of the industry and represent a massive
transfer of wealth from the taxpayer to the in-
dustry. This should change. All tax credits and
deductions should be eliminated immediately,
as should all direct subsidies. The federal loan
program should be restructured to eliminate
the government subsidy and ensure that any de-
serving student can graduate from college with-
out excessive debt, and eligibility for Pell grants
should be tightened significantly. The net result
of these changes would be greater efficiency and
annual savings of $50 to $60 billion. To the ex-
tent that the federal government continues to
play any role in higher education, its goal should
be to ensure that all deserving students have ac-
cess to higher education, not to maintain high
industry profits.
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Comparing the
costs of educating
undergraduate
students to per-
pupil revenue,
nonprofit schools
have higher
“profit” margins
than for-profits.

Introduction

As a result of rapid increases in the
amount of federal financial aid and
other federal student assistance pro-
grams going to for-profit schools, Tom
Harkin has launched a broad-based
oversight effort to better understand
how well for-profit schools, many of
which are highly profitable publicly
traded corporations, are serving the
students attending the schools and
the taxpayers who commit approxi-
mately $24 billion to the schools each
year.!

So reads the website of Sen. Tom Har-
kin (D-IA), chairman of the Senate Health,
Education, Labor, and Pensions Committee.
The senator’s interest in oversight of federal
student-assistance programs is laudable, but
should not be limited to for-profit colleges.
Federal aid to nonprofit colleges should also
be a matter of great concern. Indeed, tax-
payers’ annual commitment to nonprofit
schools is much higher than it is to for-profit
institutions.

So why are nonprofit institutions not get-
ting the same scrutiny as for-profit schools?
The inattention is perhaps unsurprising,
given that many of the for-profits are not
just profitable, they are highly profitable.
For example, Apollo Group, owners of the
University of Phoenix, reported a 30 percent
operating profit margin in the first quarter
of 2011.> However, comparing the actual
cost of educating undergraduate students to
per-pupil revenue, it appears that the “prof-
it” margins of nonprofit schools are in fact

higher than for-profit colleges.

Identifying Nonprofit
Profits
How can a nonprofit have profits? Sim-

ply put, it happens when the revenue the
nonprofit derives from providing a service

exceeds the cost of providing that service.
This might seem obvious, but it is often as-
sumed that putatively “nonprofit” schools,
by virtue of their designation, never make a
profit from providing a particular service. In
addition, such schools never report that they
have realized profits, even when the profits
happen to be large. Why? Because profits
are reported as expenses. Nonprofit schools
take their profits from undergraduate edu-
cation (which is typically the main focus of
policymakers who are seeking greater afford-
ability, access, etc.) in the form of spending
on some combination of research, graduate
education, low-demand majors, low faculty
teaching loads, excess compensation, and
featherbedding.

Profits from undergraduate education are
of two types: economic rents and subsidies for
other missions. Economic rents are payments
made to college insiders that do not increase
college outputs. Excess compensation (e.g., a
small-college president making over $1 mil-
lion) and featherbedding (e.g., a 10:1 student
faculty ratio) are economic rents. Subsidy for
other missions is the spending on missions
that are unrelated to undergraduate educa-
tion but are funded partially by revenue gen-
erated through undergrads, such as graduate
education and research. Unlike economic
rents, this spending does increase the colleges’
outputs, and applying the term profits to it is
not making a value judgment as to whether it
is good for society and/or appropriate for the
school. Rather, the point is that it is spending
beyond what is necessary to provide an un-
dergraduate student with a high-quality edu-
cation. It is spending coming, in part, from
undergraduates’ tuition payments that pro-
vides no benefits to undergraduate students.
From a public policy standpoint the high
profits earned by nonprofit colleges do not
justify punitive regulation of the industry any
more than do the high profits earned by for-
profit colleges. Rather, as will be discussed in
depth, the federal public-policy problem is
that various government actions benefit the
higher education industry at the expense of
the undergraduate student and the taxpayer.



The profligacy of nonprofit colleges is
well known. As long-time Harvard president
Derek Bok once quipped, “universities share
one characteristic with compulsive gamblers
and exiled royalty: there is never enough
money to satisfy their desires.”

Why do nonprofit colleges behave this
way? Thirty years ago, Howard R. Bowen, an
economist and president of three different
colleges, proposed what is known in educa-
tion circles as Bowen’s Law.* It can be sum-
marized as “colleges raise all the money they
can, and spend all the money they can raise.”
Bowen’s Law is well-accepted by scholars of
higher education economics.®

But don’t colleges try their best to keep
costs low in order to keep tuition down? No!
As Bowen points out:

The question of what ought higher edu-
cation to cost—what is the minimal
amount needed to provide services of
acceptable quality—does not enter the
process except as it is imposed from
the outside. The higher educational
system itself provides no guidance of a
kind that weighs costs and benefits in
terms of the public interest. The duty
of setting limits thus falls, by default,
upon those who provide the money,
mostly legislators and students and
their families.®

This isn’t to say that most college insiders
necessarily realize they are spending exces-
sively. Rather, spending for just about any-
thing is justifiable to them in the name of
reputation and the pursuit of knowledge.”
Further, the culture of academia tends to see
practical financial concerns as anathema to
the scholarly ideal.

Robert E. Martin, an economics profes-
sor with substantial experience as a faculty
member at both a large state research univer-
sity and a small liberal arts college, recently
expanded on Bowen’s Law. He concluded:

... as the Bowen hypothesis suggests,
higher education finance is a black

hole that cannot be filled. The rela-
tionship between revenues and sub-
sequent costs has a dynamic feedback
effect. Higher education responds to
higher costs by raising tuition and fees
or initiating fundraising campaigns.
But because costs in higher education
are capped only by total revenues, there
is no incentive to minimize costs. The
costs go up in tandem with revenues.
The next year, the cycle begins again
because the higher costs mean that
the new programs must be financed
by additional revenues. There is thus
a never-ending spiral effect between
revenues and cost.

As revenues increase, faculty,admin-
istrators, and board members extract
more surplus from the cash flows in
the form of higher costs and then use
those higher costs as justification for
more revenue. Imagine the consumer’s
response if for-profit firms argued they had
to raise prices because the surplus that they
extracted during the last period (i.e., profit)
increased [italics added].®

But why wouldn’t for-profit schools also
just do more—regardless of its value—as rev-
enues increased? Largely because their goal
is to maximize the return to investors, which
requires doing as efficiently as possible those
things that customers want and are willing

to pay for.

High Industry Profits

The profits of nonprofit colleges are not
readily visible from publicly reported finan-
cial data. Colleges directly report their rev-
enues, but not their real costs, so the prof-
its are invisible from a financial accounting
standpoint. To know profits, one needs to
know real costs.

There are two viable approaches to iden-
tifying real costs. One is to use a build-up
method to determine costs at a college that
utilized best practices to provide an under-

Higher education
finance is a black
hole that cannot

be filled.



The average
private
undergraduate
school makes
$12,800 in profits
per student,
based on tuition,
donations, and
endowments.

graduate education. This approach elimi-
nates both economic rents and other mis-
sion subsidies. The problem is that it is based
on a hypothetical college.

One published study by this author has
used the build-up method for a hypotheti-
cal college.” It created a business model for
a hypothetical College of Entrepreneurship
and Leadership in Society (CELS) and then
determined its cost by developing a detailed
pro forma statement of operating costs. The
basic design premise was simple: maximize
value to the student. Determine what pack-
age of benefits (primarily learning) and price
is attractive to them. If an activity has a high
cost but provides a substantial benefit, do it,
but do it as efficiently as possible. If an ac-
tivity adds significant cost but only minor
benefits, don’t do it. CELS was designed as
a high-quality residential college. It didn’t
cut any corners on spending, but it did not
spend profits.

The CELS pro forma statement takes
a detailed look at the cost side of provid-
ing education. In 21 pages it presents indi-
vidual cost items down to the number of
clerical staff needed in the registrar’s office
and photocopying costs for class handouts.
The biggest cost item, faculty salaries, was
determined by first creating a curriculum
for general education and nine broad ma-
jors, including business and engineering sci-
ence; second, by determining the number of
courses to be offered in a year, given the cur-
riculum and enrollment; and third, by deter-
mining the size and makeup of faculty staft-
ing necessary to teach those courses. Faculty
salaries were at the national average for small
doctorate-granting institutions. Minimal
use was made of adjunct faculty. Deprecia-
tion assumed a new campus in the Dallas,
Texas area with per-foot construction costs
20 percent higher than the regional average.

The College of Entrepreneurship and
Leadership in Society’s operating costs were
$6,705 per pupil for a college with 3,200 stu-
dents. Because of some loss due to economies
of scale, costs went up to $9,200 per student
for a small college with 1,200 students. On

the other hand, a commuter college could re-
alize about $1,700 in savings by eliminating
student life activities, such as athletics, con-
certs, and student organizations.

The second approach to identifying real
costs is to use actual cost data from real col-
leges. Publicly available data on college costs
do a poor job of allocating costs to various
missions. Costs for graduate instruction
are lumped in with undergraduate instruc-
tion, and many research costs are allocated
to instruction, not research. However, some
states perform internal studies that more
accurately allocate spending by mission for
their state-owned colleges, producing data
that do not lump costs of other missions in
with undergraduate instruction.

Florida, Illinois, and Ohio make their ac-
tual cost data available in this manner in a re-
port published by the State Higher Education
Executive Officers (SHEEO)." Actual costs
for undergraduate education were $7,080 in
Florida, $11,040 in Ohio, and $7,980 in Illi-
nois. The drawback of the SHEEO study is
that it does not eliminate economic rents tied
to undergraduate education.

Based upon the CELS and SHEEO stud-
ies, the real cost of undergraduate educa-
tion could vary from $5,000 to $9,000 per
year, depending on institutional characteris-
tics.!! For simplicity of presentation, assume
$8,000 is the real cost of providing a quality
undergraduate college in a residential setting.

As itemized in Table 1, the average pri-
vate undergraduate college has net tuition
revenues—sticker-price tuition and academic
fees minus tuition discounts (often called
institutional scholarships)—of $13,515 per
student per year, plus $7,292 per student per
year in donations and endowment income.'?
Based on tuition revenues alone, the average
private undergraduate school makes about
$5,500 per student. When donations and en-
dowment income are added, profits jump to
$12,800 per student. That’s more than a 60
percent net profit margin per student—dou-
ble the margin of for-profit Phoenix—and
that’s just the average. Many private scolleges
are much more profitable from tuition alone.



Table 1

Private Bachelor’s Colleges, Average Annual Revenue per Student

Without donations ($) With donations (3$)
Net Tuition 13,515 13,515
Donations/Endowments 0 7,292
Revenues 13,515 20,807
Costs 8,000 8,000
Profits 5,515 12,807

Source: The Delta Project on Postsecondary Education Costs, Productivity, and Accountability. Figures are for a

private bachelor’s college in 2008.

Table 2

Public Research Universities, Average Annual Revenue per Student

Without subsidy ($) With subsidy ($)
Net Tuition 10,000 10,000
State Subsidy 0 9,000
Revenues 10,000 19,000
Costs 8,000 8,000
Profits 2,000 11,000

Public colleges are also highly profitable, as
illustrated in Table 2. Take a typical public re-
search university that charges in-state tuition
of $10,000 per student (see Table 3 for a list
of such schools and their prices) and receives
a state subsidy of $12,000 per student. The
difference between out-of-state and in-state
tuition is a good proxy for the subsidy for in-
state students.’® Assume that $3,000 of the
subsidy is earmarked for research and public
service, leaving $9,000 to subsidize undergrad-
uate education. The university has a 20 percent
margin simply from in-state tuition. Margins
jump to S8 percent when the state subsidy for
undergraduate education is included.

Undergraduate Education
as a Commercial Enterprise

Nonprofit colleges, whether private or

government owned, were originally designed
to provide an education to students funded
by a mix of commercial and donated fund-
ing. The commercial funding came in the
form of tuition paid by students for their ed-
ucation. The donations came in the form of
charitable giving and state subsidies. These
donations were used to reduce the need for
commercial funding. In other words, the
donation benefited the student by reducing
tuition. This is how most nonprofits were
funded until the 1980s.

Over the last 30 years the amount of non-
tuition funding has increased substantially.
In 1980, states were the primary donors to
higher education through the subsidy they
provided to state-owned colleges. States have
continued to generously fund higher educa-
tion. While in some years there have been cuts
because of downturns in state tax revenues,

historically the subsidy has gone back up as

Until the 1980s,
nonprofit
colleges used
their donations
to benefit the
students by
reducing tuition.



Given the

large inflow of
government
funds, what have
colleges done
with their prices?
Aggressively
raised them.

Table 3

In-State Tuition and Fees, Public Research Universities, 1980 and 2010

University 2010 ($) 1980 (in 2010 $)
Pennsylvania State University 17,344 4,272
University of Illinois—Urbana-Champaign 15,144 2,561
University of Michigan—Ann Arbor 14,168 3,822
University of California—Berkeley 12,461 1,994
University of Colorado at Boulder 11,960 2,590
University of Kansas 11,780 2,007
University of Virginia—Main Campus 10,906 2,712
University of Connecticut 10,416 2,780
University of Kentucky 9,813 1,775
Texas A & M University 9,606 1,273
University of lowa 9,220 2,160
The University of Texas at Austin 8,930 1,176
Ohio State University—Main Campus 8,679 2,890
Indiana University—Bloomington 8,613 2,637
University of Wisconsin—Madison 8,310 2,619
University of California—Los Angeles 8,266 1,976
University of Maryland—College Park 8,053 2,301
University of Alabama 7,900 1,991
University of North Carolina—Chapel Hill 6,666 1,556
University of Florida 5,381 1,931

Sources: Tuition and fees for 1980 were taken from the Integrated Postsecondary Education Data System (http://
nces.ed.gov/ipeds/datacenter) and converted to 2010 dollars using the Consumer Price Index. Tuition and fees for
2010 were taken from the universities’ own websites. Many colleges vary their tuition and fees based upon the
number of credit hours taken, course level, and subject matter. The figures shown assume that a student is taking 32

hours (16 per semester) of upper-division business courses.

the state’s financial position improved. In
fact, between 1987 and 2009, per capita state
spending on higher education increased by
31 percent in real terms."*

At the same time, the federal government
radically increased funding for higher edu-
cation. From 2000 to 2010, annual student
lending went from $42 billion to $96 billion
and Pell grants increased from $9 billion to
$28 billion."> Congress also created federal
tax deductions and credits.'® For example, in
2010, a married couple with an income un-
der $160,000 could receive a $2,500 credit for
their child’s college tuition. Total federal tax

benefits for higher education in 2009 totaled
$18.2 billion."”

Given this large flow of government funds,
what have colleges done with their prices?
They have aggressively raised them. For exam-
ple, see the following table showing inflation-
adjusted, in-state tuition at several large state-
owned research universities.

The funding model for higher educa-
tion has changed at both public and private
colleges. Today, tuition not only covers the
full cost of providing an undergraduate
education, it generates profits. Even at state-
subsidized colleges, most undergraduate



students now pay the full cost of their educa-
tion, with state subsidies going toward prof-
its—particularly subsidies of other missions
such as graduate education and research.
Undergraduate education is clearly a profit-
generating commercial activity at nonprofit
colleges. A major driver of this appears to
be the federal government, which by greatly
increasing subsidies has allowed schools to
earn increasingly larger profits.

Federal Policy Implications

The federal government has done noth-
ing to restrain price increases, but rather has
played a significant role in increased tuition
prices, higher overall school profits, and sig-
nificant transfers of wealth from students,
parents, and taxpayers to colleges.'® It has
also helped the industry gull naive citizens
into believing that college is always a good
investment, that price doesn’t matter when
deciding which college to attend, and that
high student debt won’t cause long-term eco-
nomic hardship. This is in the face of a stag-
gering 35 percent underemployment rate for
college graduates and high student-loan de-
fault rates.'” The net impact of federal policy
is that college is less affordable for everyone,
including lower-income students.

In light of this, one can seriously ques-
tion why the federal government should be
involved in higher education at all. Even if
one ignores the constitutional argument
against a federal role,? the results of federal
involvement are not supportive of the wis-
dom of using top-down decisionmaking in
higher education. Rather than trying to cor-
rect federal policy, it might be best to sim-
ply eliminate the federal role.! However, if
there is to be a federal role, there are several
areas for improvement.

Don’t Discriminate against For-Profits
As suggested by Senator Harkin’s recent
hearings, many people within the govern-
ment want federal programs to favor non-
profit colleges over for-profit colleges, per-

haps in part because for-profit schools are
forthright about wanting to make money
from their services to undergraduate stu-
dents. Yet nonprofit schools often extract
more profits from students and society than
do for-profit schools. If it is to be concerned
about anything in higher education, the fed-
eral government should be concerned about
a college’s instructional quality and cost, not
its form of ownership.

Decrease Funding to the Industry

Rather than putting more money into
the industry, the federal government should
putin less and get the same output. Less fed-
eral money would force higher college pro-
ductivity and, of course, lower government
spending. And, as the following discussion
of federal higher-education subsidies will il-
lustrate, ensuring that all qualified students,
regardless of their economic status, can geta
college education requires little in the way of
federal funding.

Direct Payments. Last year individual col-
leges received over $2.3 billion in direct pay-
ments from the federal government. By far,
the biggest recipient was Howard University.
Howard is a private university that has his-
torically received S0 percent of its revenues
directly through the Department of Educa-
tion budget. This amounted to $206 million
for general support in 2010.>2 While Howard
University receives more than $19,000 per
student directly from the government, it still
charges students $17,000 a year for tuition.*?

Direct payments to most colleges are not
in the department budget. Instead, they come
through earmarks.?* With an average grant
of $500,000, most colleges receive much less
than Howard through regular appropriations.
However, many more colleges receive ear-
marks, which in total amounted to almost $2
billion in 2010. Many of these earmarks were
for research, but some were for education.

The Republican caucuses in both the
House and Senate have recently adopted rules
eliminating earmarking. Education-related
earmarks can be easily eliminated, as well as
other direct payments to colleges. The only
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The current
federal loan
programs are not
only costly to the
taxpayer, they can
be very harmful

to borrowers.

adverse impact will be on the profit margins
of colleges. Colleges justify many of their ear-
marks on the grounds that they are necessary
to provide an education.?* However, colleges
already have revenues far in excess of educa-
tional costs. Colleges use these earmarks to
pay costs, but they do not reduce tuition ac-
cordingly. In effect, earmarks increase profits.
They aren’t justifiable, even if there were no
federal deficit.

Loans. The current federal loan programs
are not only costly to taxpayers, they can be
very harmful to borrowers. Take the case of
Kelli Space, a first-generation college student
from New Jersey who graduated from North-
eastern University with a BA in sociology and
almost $200,000 of student loans.?° The stu-
dent-loan programs encourage students like
Space to spend excessively on college with-
out paying serious attention to its costs and
benefits. Further, excessive borrowing can
put a student in a very poor financial situa-
tion after graduation. A student can struggle
all his life to pay off a loan for an overpriced
college degree, and unlike most consumer
debt, student loans are non-dischargeable in
bankruptcy.

In the long run students would benefit
from reducing the amount of money they
can borrow from the government and cap-
ping the amount of student debt that is
non-dischargeable in bankruptcy. The goal
should not be to do away with a student’s
ability to borrow for reasonable college costs,
but rather to avoid excessive debt and costs.
Given this goal, how high should the cap be?
Let’s look at the question in two ways. First,
let’s consider what amount is repayable, and
second, what amount is needed.

The rule of thumb among financial coun-
selors is that the total student debt should
not exceed the first year’s earnings.?’ At
that level, the graduate can live comfort-
ably and still repay debt. Some argue this is
overly conservative, since it assumes that the
debtor’s income will not rise beyond entry
level. Of course, earnings vary significantly
by individual and major—young engineering
graduates get paid a lot more than young so-

ciology graduates. So, let’s assume the maxi-
mum loan is set at $40,000. Would this be
enough money to finance a student’s college
education?

Take the extreme case of a student with
no savings and no family support. At a
minimum-wage job, the student needs to
work about 30 hours per week to live a mod-
est but comfortable student lifestyle (e.g.,
low-end shared dorm room, old car, basic
cell phone, no spring-break trips to Vail or
Cancun). With this amount of work, most
students should be able to graduate in four
years if they take a reduced per-semester load
but go to school year round. So, students
do not need to borrow money for living ex-
penses. Particularly frugal students (e.g., the
ramen noodle diet and inexpensive student
housing), those with above-minimum-wage
jobs, or those living at home could actually
have excess from their earnings that could
be used to pay for tuition. But if the student
only made enough money to cover living
costs with none left over, she would need to
finance her tuition through a student loan.

In most states you can get a degree from
the public flagship university for $40,000 or
less in tuition. A student who instead com-
bines two years at a community college with
two years at a regional college might pay un-
der $20,000 total. So, even at today’s high
tuition levels, a student could comfortably
borrow enough to pay for college if there
were a $40,000 cap. In fact, students at low-
er-cost institutions could afford to borrow
all their tuition plus about $5,000 a year for
their living expenses.

Students in a few states, such as Pennsyl-
vania and Illinois, whose public colleges op-
erate with well-above-average prices, will have
some trouble fully financing tuition with a
$40,000 cap. That problem could be resolved
by those colleges reducing their prices to the
already high average price. However, even at
the extremely high prices these colleges cur-
rently charge, staying under a $40,000 cap is
still possible if the student works full-time
and uses her earnings to pay both living
expenses and part of her tuition. For most



students, working full time means going
to school part time. As a result, the time to
graduation might go up to 6 years for a low-
income student in states with particularly
high-priced state colleges.

Private colleges will complain about a
lower cap because it will make it harder for
low-income students to attend their colleges
instead of state schools. This is particularly
a problem for for-profit colleges that heav-
ily serve low-income students. State colleges
are at a major advantage in competing for
students because of state subsidies, which
enable them to price tuition lower. Private
colleges, both for-profit and nonprofit, cor-
rectly argue that this gives an unfair advan-
tage to the state colleges. The existence of the
subsidy means that public colleges, if they
desire, can easily undercut a private college
on price. As a result, private colleges avoid
price competition with publics.

All students—not just low-income ones—
would benefit from a system where a state
provided its subsidy to students attending any
in-state college, rather than requiring the stu-
dent to attend a state-owned college.”® This
would increase competition between public
and private schools, leading to lower prices.
For instance, if a private nonprofit college
priced its tuition at cost, it would only need
to charge $8,000. If a state subsidy of $6,000
could be applied to private-college tuition,
then tuition net of the state subsidy would be
$2,000 a year. The public college would then
lose students to the private college unless it
lowered its own tuition to match. However,
the allocation of state education funds is a
state issue, not a federal issue.

No matter the state’s policy on subsidies,
a lower borrowing cap will be better for stu-
dents because it will direct them to institu-
tions they can afford and blunt the ability of
schools to raise prices. It will also be highly
beneficial for taxpayers. On federal loans, tax-
payers are stuck with the bill for any defaults.
According to the Congressional Budget Of-
fice, the federal direct-loan program costs
taxpayers 12 percent of the amount lent.’
With the 2009-2010 direct loans amounting

to $97 billion, the cost to the taxpayer is close
to $12 billion.

Lowering the cap will reduce the cost of
the federal loan program since less money
will be lent. It will also lower the cost by im-
proving loan quality: low-balance loans have
lower default rates than high-balance loans.

The cost of the loan program can also be
reduced by increasing interest rates. For ex-
ample, the National Commission on Fiscal
Responsibility and Reform recently recom-
mended eliminating the current subsidized
interest rate, but not the deferral of interest
payments, while a student is in college.*
Going a step further, the CBO estimates
that the federal loan program would break
even if interest rates were increased by an av-
erage of 2 percent.’! On a $40,000 loan, this
means additional interest of $67 a month.
An increase in payments of this limited mag-
nitude wouldn’t make college much less ac-
cessible to low-income students, but would
save taxpayers $12 billion a year.

Pell Grants. In 1978, two million students
received Pell grants. This number doubled
by 1992, then remained flat until 2000. In
2000, it began to grow rapidly, reaching six
million by 2008, and eight million in 2010.%?
This huge increase in the number of stu-
dents receiving Pell grants is not justifiable.
If our hypothetical student with no savings
and no outside support can borrow enough
money to pay for college, why does he need
a Pell grant, which is money he never has to
return to taxpayers? And if such a relative-
ly strapped student does not need a grant,
then who does? Perhaps those who cannot
work much and go to school, such as the
single parent without child support or the
physically disabled may need grants, but the
current eight million Pell recipients (or even
the two million from 1978) certainly do not.

Tax credits/tax deductions. If most low-in-
come students do not need a federal subsidy
to attend college, upper-middle-class students
certainly do not. In addition, these credits do
not appear large enough to have much influ-
ence on the behavior of the people receiving
the credit. They should be eliminated.

If most low-
income students
do not need a
federal subsidy
to attend college,
upper-middle-
class students
certainly do not.



A used-car buyer
is in a much
better bargaining
position than a
potential student
at many private
colleges.

Lower the Barriers to Entry

The federal government has anointed var-
ious private accrediting groups as the gate-
keepers for federal student aid. Since these
accrediting groups are run by their constitu-
ent colleges, there is potential for the mem-
ber colleges to engage in collusive behavior
to maximize profits at the expense of their
students. This can be seen in the current pro-
cess a college must go through to gain initial
accreditation.

The current process makes it very dif-
ficult for new colleges to enter the market,
thus limiting competition. The most fla-
grant example of this behavior is accrediting
agencies’ refusal to approve colleges because
they are organized as for-profits. The barriers
for a new nonprofit are also high, if not abso-
lute. Gaining accreditation is a slow process
that has been known to take up to 10 years.**

This time frame is totally unreasonable.
Basically, all the new college needs to show
is that it has qualified faculty and man-
agement in place, written basic operating
procedures and academic policies, and is
adequately financed. A competent accred-
iting agency should be able to conduct an
in-depth analysis of these issues for a new
applicant in a matter of months, not years.

The current accreditation system has
many other problems in addition to initial
accreditation. Several solutions have been
proposed, including eliminating mandatory
accreditation altogether.>* Whether or not
any of these global solutions is adopted, the
barrier-to-entry problem should be solved as
soon as possible. Within the existing system
this can be done by requiring that any fed-
erally recognized accrediting agency runs a
clean, open, and timely process for initial ac-
creditation.

Don’t Take the Colleges’ Side on Pricing

Many colleges, particularly private colleg-
es, haggle with students over tuition. They
set a high sticker price and then lower it
through institutional “scholarships,” which
are actually individual price discounts. They
are allowed to coordinate their pricing pro-
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cess with the federal student aid decision-
making process.>® In January of his senior
year in high school, the potential college stu-
dent seeking financial aid provides the De-
partment of Education with extensive infor-
mation about his family’s finances. Based on
this information, the department computes
the student’s Expected Family Contribution.
The EFC is the amount that the department
has determined that the student and his
family are capable of paying for college. This
information is used by the department to
determine eligibility for federal financial aid.

In addition to assessing a student’s eligi-
bility for federal aid, the department sends
a summary of the student’s family informa-
tion with the EFC to every college to which
the student has applied. The result is a sig-
nificant increase in the bargaining power
of the college over the potential student.
Many colleges try to limit the amount of dis-
count to the college’s sticker price less the
applicant’s EFC. In other words, they try to
charge full sticker price if the student’s EFC
is higher than that amount. Students may
be given the impression by colleges that the
government has determined that this ap-
proach to pricing results in a fair price to
the student. In effect, however, the govern-
ment is giving its blessing to existing high
prices. Even more shocking is that the gov-
ernment provides the college with confiden-
tial financial information about the student
that the college can use to its benefit in price
negotiations. A used-car buyer is in a much
better bargaining position than a potential
student at many private colleges.

The department should immediately cease
sharing any student financial data with colleg-
es. This doesn’t just protect students who are
middle-income and above with high EFCs. As
the Center for College Affordability and Prof-
itability argues:

... by nolonger giving the colleges stu-
dents’ financial information, one of
the vilest practices in higher education
will cease: “need-aware” admissions.
This practice deliberately restricts the



number of needy students admitted
by using the information provided by
the SARs [student-aid reports] when
deciding which applicants to accept.
Poorer students who would be accept-
ed on merit are rejected because they
would require more aid. Many, includ-
ing us, view it as “deceitful and wound-
ing to reject a student without saying
that the reason was financial rather
than academic.” For many schools,
the alternative is “admit-deny,” where
students are admitted on a need-blind
basis, but there is no guarantee that
enough aid will be available to enable
low-income students to attend. While
this is also unfortunate, at least it is
not deceitful, gives the student the
final choice, and frames the decision
in a familiar “can you afford to enroll
here?” rather than the deceitful “you’re
not good enough to enroll here.”*®

Conclusion

The higher-education industry is highly
profitable, and the nonprofit sector, both
private and state-owned, has higher profit
margins than the for-profit sector. The in-
dustry’s high profits come at the expense of
students, and federal policy has increased
industry profits by driving up prices.

The higher-education industry receives
massive federal subsidy payments, both di-
rectly from the government and indirectly
through subsidies to students. These subsi-
dies play a significant role in the high profit-
ability of the industry and represent a mas-
sive transfer of wealth from the taxpayer to
the industry. This should change. All tax
credits and deductions should be eliminated
immediately, as should all direct subsidies.
The federal loan program should be restruc-
tured so as to eliminate the government sub-
sidy and ensure that any deserving student
can graduate from college without exces-
sive debt. Eligibility for Pell grants should
be tightened significantly. The net result of
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these changes would be greater efficiency,
and annual savings of $50 to $60 billion.””
To the extent that the federal government
continues to play any role in higher educa-
tion, its goal should be to ensure that all de-
serving students have access to higher educa-
tion—not, as it has been doing, to maximize
industry profits.
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