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A Bigger Bang for the Public Buck:
Achieving Efficiency and Equity in Higher Education

Jenny B. Wahl

EXECUTIVE SUMMARY

Minnesotans value higher education. Nearly one-third of state residents aged 25
and older hold at least a bachelor’s degree. The Minneapolis-St. Paul community ranks
among the top five urban areas in the proportion of college-educated adults: almost 40
percent have earned at least a B.A. Minnesotans attend college at a rate 15 percent higher
than the national average.

Higher education helps both individuals and society. One benefit is greater
expected income: wages for college graduates exceed those of high-school graduates by
more than 50 percent. More income means better living standards and more tax dollars.
More education arguably also improves critical thinking skills, creates flexibility in the
job market, and heightens citizen awareness and civic involvement.

But financial constraints can cause people to stop their education too early.
People of equal ability can end up with different schooling and different jobs, simply
because they were born into families with different incomes. Consequently, Americans
have long thought that public funding should play a role in providing higher education.

What is the best way to fund higher education so people make choices that yield
socially efficient and equitable results and that use public dollars wisely? Economic
theory, as well as overwhelming evidence, clearly suggests a cost-based-tuition, need-
based-aid approach. The alternative—a low-tuition, taxpayer-financed approach—leads
to large subsidies to students from middle- and high-income families, too little education
for youths from low-income families, lower quality of education, and wasted public
funds.

Minnesota clings to the second alternative, despite inefficiencies, growing
inequities and increased demands on the public purse. All students at public
institutions—regardless of family income—are heavily subsidized. Almost 90 percent of
higher education spending goes directly to public institutions rather than to individuals.
Without distinguishing full- from part-time students, per-student subsidies are about
$11,000 per year in the University of Minnesota system and $4,000 in the Minnesota
State Colleges and Universities system.

Students from higher-income families take particular advantage of these generous
tuition subsidies. In Minnesota and elsewhere, median family income is actually higher
at public institutions—particularly flagship state schools—than at most private ones. So
is the percentage of students with family income of $60,000 or more. In fact, among the
most striking nationwide movements is the shift of middle- and upper-income students to



public universities, while private colleges and two-year institutions enroll students from
more economically and socially diverse backgrounds.

Public funding of higher education is meant to help all qualified persons continue
their schooling regardless of family circumstances. Yet, under the current system, only
half of youths from low-income families go on to college or university. Those who do
enroll drop out much more often or take longer to finish their degrees than their middle-
and high-income contemporaries. Despite public support of post-secondary institutions,
only one-quarter of high-ability, low-income high-school graduates ever enroll in higher
education. By comparison, nearly two-thirds of low-ability, high-income high-school
graduates go on to college, mostly to state-subsidized schools. Budget constraints clearly
remain a problem for lower-income families with college-age children.

Subsidized tuition for public institutions also distorts the choice process,
encouraging some students to decide where to go to school primarily on the basis of the
price rather than quality. Students accept a lower-quality education in order to obtain
tuition subsidies. Lower-quality schooling leads in turn to a lower social payoff from
higher education.

Adopting a cost-based-tuition, need-based-financial-aid approach would improve
access considerably, channeling funds to those who need them most. Low-income
families are quite sensitive to the net price of higher education whereas middle- and
higher-income families are not. Moving away from the current tax-subsidized approach
would mean higher enrollment among low-income youths but no significant drop-off in
enrollments among other youths. Enrollments of wealthier students may actually
increase as tuition goes up.

A cost-based-tuition, need-based-aid approach could also improve the quality of
higher education. Students and families from all income ranges would see more similar
prices for public and private institutions. Consequently, they would choose programs on
the basis of quality rather than artificially low prices. By voting with their feet, they
would give schools incentives to invest in effective teaching, strong student support
services, and course offerings designed to promote timely graduation.

Using the financial aid system to accomplish higher-education access and equity
goals would also reduce the waste inherent in taxpayer financing. Compared to
subsidized tuition, a direct need-based funding approach would cost less to run, as well as
put more money in the pockets of the needy.

Demographic trends reinforce the need to examine policies concerning higher
education. In Minnesota, the size of the newly college-eligible population will decrease
by one-fifth over the next 20 years. But, over the next ten years, students of color will
account for as much as three-quarters of the growth in Minnesota public high school
graduates. These youths are less likely to have a parent who is college-educated—an
important influence on college attendance—and more likely to be from a lower-income



family. Recent federal education policies—Hope and Lifetime Learning tax credits and
educational IRAs, for example—will not benefit most of these students and their families.

Minnesota struggles to maintain a low-tuition, taxpayer-subsidized system to fund
higher education, even though tuition increases seem inevitable because of other demands
upon state budgets. Putting a cost-based-tuition, need-based-aid policy into place
explicitly is certainly better than letting tuition and aid fluctuate yearly with the budget.
Acknowledging honestly that higher public tuition is a fact of life, rather than surprising
people with large percentage increases on an artificially low base, will help shape
families’ expectations about the true costs of higher education. All in all, a cost-based-
tuition, need-based-aid approach offers the best strategy for improving access to higher
education, increasing school quality, and using public funds wisely and well.



A Bigger Bang for the Public Buck:
Achieving Efficiency and Equity in Higher Education

Jenny B. Wahl

Those of us who are in the middle- and upper-income
classes have conned the poor into subsidizing us on a
grand scale — yet we not only have no decent shame, we
boast to the rooftops of our selflessness and public-

spiritedness.
-- Milton Friedman, Higher Schooling in America (1968)

Income and prices affect choices. This is as true for decisions about higher
education as it is for purchases of food, furniture, and fashion. People decide whether to
go to college — and where to attend — based on the benefits and costs to them and their
families, given their family resources and the price they pay.

Yet the benefits of post-secondary education reach well beyond any one
individual or family. So do the costs. Individuals make their own choices about pursuing
education, but no college student pays the full cost of his or her education.' Because the
social costs and stakes are high, individual choices need to add up to decisions that are
affordable and beneficial from the point of view of society as well.

What do we know about the choices people make? Our current low-tuition,
taxpayer-subsidized approach to higher education results in too little schooling for youths
from low-income families, large subsidies to students from middle- and high-income
families, a relatively low quality of education, and wasted public funds.

As Milton Friedman did more than three decades ago, we must challenge the
prevailing assumptions about how we pay for higher education and who benefits. In a
time of escalating demands upon the public dollar, increased need for a well-educated
populace, and population growth among groups traditionally less likely to attend college,
our current policy is highly unsatisfactory. An alternative approach—cost-based-tuition,
need-based-aid—would lead us closer to equity, efficiency, and a wise use of public
money.

WHERE DOES MINNESOTA STAND?

Before I review the evidence that supports this argument, let’s look first at where
Minnesota stands with respect to critical aspects of higher-education finance,
participation, and quality.



e Public institution tuition subsidies. Regardless of family income, all students at state
institutions benefit from significant subsidies, paid for with tax dollars. Per-student,
annual subsidies are about $11,000 at the University of Minnesota (UMinn) and
$4,000 in the Minnesota State Colleges and Universities (MnSCU) system. Nearly
half the students in the MnSCU system receiving this subsidy are enrolled only part-
time.

o Institutional choice and family income. Median family income often is higher at
public institutions than at private ones, as is the percentage of students with family
income of $60,000 or more. Among all Minnesota college students, median family
income is highest among those at UMinn.

e Price sensitivity and participation. Low-income families are much more sensitive to
the price they pay for higher education than higher-income families. In addition,
youth from low-income families are much less likely to continue their education past
high school. In Minnesota, only about half of low-income youth ever enroll in
college.

o  Quality of higher education and use of public money. College students and their
families implicitly accept a lower-quality education when they pay a lower net price.
States like Minnesota tolerate a lower-quality system when they subsidize the price
that many students and families would and could pay. In addition, the inherent
inefficiencies in taxing mean that tax-subsidized funding of higher education can
waste nearly half of the total revenue raised.

e Pricing and demographic trends. Pricing trends in higher education increasingly
favor wealthier families. Yet an ever-larger proportion of college-age youths will
come from minority and lower-income families. In Minnesota, the only growth in
school-age population for the foreseeable future will be among students of color.

INDIVIDUAL CHOICES AND SOCIAL OBJECTIVES

The Decision To Attend College

When does someone choose to go to college? When the perceived benefits of
doing so surpass the costs. Certainly, people go to college for several reasons — to learn
something, to qualify for the jobs they want, to please parents, to avoid work, to spend
time with friends.

Chief among the benefits of higher education is higher expected income. Wages
earned by college graduates are far greater than those of high-school graduates." Wage
premiums are somewhat bigger on average for graduates of private institutions,
particularly non-white graduates of selective private colleges and universities.™



Balanced against these benefits are the costs of higher education to the students
and their families. Direct costs of higher education to students and their families include
tuition and fees, net of financial aid, and the cost of room and board above what they
would be at home." Table 1 shows a range of college costs for various institutions in
Minnesota and surrounding states over time."

Another significant cost, particularly for low-income families, is the income
foregone by an individual attending school instead of working."” Time spent in the
classroom and the library takes hours away from work. For families living from
paycheck to paycheck, this cost of college can loom especially large.

The Bigger Social Picture

Although the decision to enroll in college lies mainly with individuals and their
families, society has a stake as well. College attendance generates social as well as
individual benefits. College arguably improves critical thinking skills, which creates
more flexibility in the job market and greater awareness of the impact of political and
policy decisions. Higher income for the college-educated also means more tax dollars for
the public till.

Still, most commentators agree that the social benefits of higher education pale in
comparison with those associated with K-12 schooling.”™ In short, most of the benefits of
higher education go to the individual."™

Does this mean that everyone who would benefit from college will attend? No. In
Milton Bradley’s “The Game of Life,” any player can choose to work and earn money
immediately, or to borrow for college and make a higher salary later on. In real life,
credit constraints make it difficult or impossible for many lower-income families to come
up with the necessary cash for schooling at the appropriate time. Borrowing for
education is different than, say, borrowing to buy a boat. Although college typically leads
to greater future earnings, these cannot serve as collateral like a boat can. As a result,
schooling and occupation can differ significantly for two people of equal ability, just
because they were born to parents with different incomes.

Americans have long thought that both efficiency and equity call for a social
solution to this liquidity problem. With the Morrill Act, many states established public
colleges and universities financed partly by tax revenues.™ A century later, people
clamored for federal policies that would eliminate ability to pay as a factor in college
choices. This led to the Higher Education Act of 1965, re-authorized in 1972 and several
times thereafter. Private institutions have likewise responded to calls for need-blind
admission and need-based aid, setting up endowment funds and soliciting private
donations to defray the costs of school.”

The social costs of higher education far exceed the private costs, and virtually all
consumers of higher education are subsidized. Gross tuition and fees cover less than a



quarter of the costs of a public institution and about half the costs of a private one. And
families pay just a fraction of even these costs. The share of gross tuition paid by
families went from an average of 40 percent in the 1949-50 school year down to a low of
25 percent in 1969-70, then back up to 35 percent in 1992-93." Add to this the fact that
colleges use accounting methods that do not recognize the full cost of capital.™ What
families pay for higher education—even accounting for foregone wages—falls well short
of the true cost of college.

TWO WAYS TO APPROACH PUBLIC FINANCING OF HIGHER EDUCATION

The Current Approach: Blanket Subsidies Financed By Taxes

One way to open the doors of higher education is to subsidize it via low tuition for
every student at a public institution, financed by general tax revenues. Minnesota and
many other states take this approach. Although it is well-intended, the policy is a blunt
instrument that gives money to those who would attend college anyway, penalizes
taxpayers whose family members do not attend, fails to help some qualified individuals
who cannot afford to attend, and leads to lower-quality education. Let’s examine each of
these points in detail.

Low tuition subsidizes all students at public institutions regardless of family
income. Taxpayer subsidies constitute a huge portion of the funding of public higher-
education institutions. State and local governments provided $49 billion in operating
subsidies to public colleges and universities in 1997-98, a figure more than eight times as
large as the largest federal grant program for low-income students.™"

Table 2 shows that Minnesota spent 12 percent (about $1.3 billion) of the FY
1999 general fund budget on higher education. This proportion has declined over the last
decade and, as Table 3 reveals, Minnesota falls short of its neighbors in the rate of
increase in appropriations.™ Still, Minnesota ranks high. In 1995, state appropriations
per capita were tenth highest in the nation and 38 percent above the national average. At
the same time, Minnesotans attended college at a rate 15 percent higher than average,
with more than one-fifth of Minnesota undergraduate enrollment at private institutions.*”

Table 2 also shows that almost 90 percent of higher education spending went
directly to state institutions, helping keep tuition rates low. The UMinn system received
the lion’s share — 44.6 percent of the total. And, because UMinn has one-third as many
undergraduates as the MnSCU system (see Table 4), a UMinn student enjoys much more
institutional support than a MnSCU student. Similar patterns arise in other states —
flagship state institutions receive far more support (both federal and state) than regional
universities or community colleges.*"'

Every student attending one of the Minnesota public systems receives the same
tuition subsidy regardless of family income. If the total institutional funding for UMinn
were used solely for undergraduate tuition subsidies, the average subsidy would come to



about $11,600 per student. Adding in graduate students, the figure still hovers around
$10,000 per student. The average tuition subsidy for a MnSCU student (regardless of
full- or part-time status) is just under $4,000.”" Recent literature from MnSCU-Twin
Cities makes no bones about it: a flyer entitled Real Value boasts that “for every $1
students pay in tuition, the state of Minnesota pays $1.79.”

The remaining 10 percent of state expenditures goes directly to students as
financial aid or to institutions that have reciprocity agreements with Minnesota. Table 5
shows the type and source of aid received by Minnesota students. Students from lower-
income families receive the bulk of state grants.*""

Enrollment rates by income: tuition subsidies penalize taxpayers whose family
members do not attend college. Let’s take a look at who could go—and who does go—
to college. Family income and pre-college preparation are certainly related. Wealthier
families spend more on housing, food, and property taxes. Consequently, their children
attend better elementary and secondary schools and go to school more ready to learn.

Table 6 reveals that, nationwide, high-school graduates from high-income
families are far more likely to qualify for college than graduates from low-income
families. Only about half of non-Asian minorities are prepared to undertake more
education after finishing high school. And these figures do not account for high-school
dropouts, who are disproportionately poor and non-white. Any policy that taxes those for
whom higher education is impossible transfers money away from them.*™

Enrollment figures suggest that lack of qualifications may prevent some low-
income youths from continuing their education. Fewer than half of high-school graduates
from low-income families enroll immediately in college.™ Minnesota prides itself on
being second in the country in the percentage of low-income youths that go on for higher
education, yet between 1992 and 1997 the proportion was only 52 percent.™ Among
1999 Minnesota high-school graduates, only 59 percent from low-income families
planned to continue their education as compared to 86 percent from high-income
families. Only 37 percent of graduates with family income less than $25,000 actually
enrolled in fall 1999, compared to over 60 percent of graduates with family income over
$90,000.™"

But lack of money to continue schooling is clearly also a significant barrier for
low-income families. As Table 7 shows, the proportion of college-qualified youths from
low-income families who actually enroll is far lower than the proportion from middle-
and high-income families. Nationwide, over 22 percent of qualified low-income high-
school graduates fail to enroll in college within two years. The same figure for qualified
high-income graduates is a mere 3 percent.”™ A shocking one-quarter of youths of high
ability from low-income families do not enroll in college. By comparison, 64 percent of
students of low ability from high-income families do enroll.™"

Completion rates: lower-income students benefit less from low tuition. Lower
enrollment in higher education is not the only characteristic that sets apart youth from




lower-income families. As Table 8 shows, college students from poorer families are

likelier to leave school or take longer to finish. Higher dropout rates and longer time to
completion mean a lower payoff to college. Dropouts earn lower wages on average than
graduates; taking more time to finish also reduces the years of employment and earning.

These patterns hold in Minnesota as they do elsewhere. MnSCU students tend to
be from families with less income than UMinn students. Only 39 percent of students who
enrolled in a Minnesota state university in 1993 had graduated by 1999, as compared to
47 percent of those at the University of Minnesota (all campuses).™"

Choice of college: Students from higher-income families increasingly take
advantage of tuition subsidies at four-year public institutions. Y ouths from higher-
income families clearly go on to college more frequently than youths from low-income
families. But where do they go? Not surprisingly, many take advantage of the generous
subsidy afforded them by low public tuition. Prices do matter. Tables 9, 10, and 11
show, in fact, that the median family income of undergraduates in public institutions
exceeds that of undergraduates in private institutions.

What is more, students attending flagship public institutions come from higher-
income families than those attending other public colleges and universities.™"" Table 10
shows this for Minnesota. In 1999, 77 percent of first-year college students from families
making less than $60,000 enrolled in UMinn, MnSCU, or reciprocity four-year
institutions. Only one-sixth attended UMinn, and less than 10 percent attended
reciprocity schools. But 83 percent of first-year students from families making $60,000
to $150,000 enrolled at public institutions, with much larger proportions attending
UMinn (about one-quarter) or reciprocity schools (over 20 percent). More than 21
percent of the lower-income group went to Minnesota private four-year colleges, whereas
only about 16 percent of the higher-income group did.™""

Table 4, referred to earlier, reinforces these findings. The proportion of Minnesota
students receiving federal Pell grants (which are based on family income) is far lower at
the University of Minnesota than on MnSCU campuses. The proportion of Pell grant
recipients at four-year MnSCU campuses is in turn lower than at four-year private
institutions. Plus, as we already know, state-tax-based institutional support at UMinn is
nearly three times as large as at MnSCU, despite the relative prosperity of UMinn
students.

In short, even before the development of recent policies aimed at making college
more affordable for middle- and upper-income families, students from wealthier
backgrounds had an edge, both in Minnesota and in the nation as a whole. One scholar
estimates that 1992 high-school graduates from families with incomes of $90,000 or
more could expect about twice the higher-education subsidy from federal, state, and local
government as graduates from families with incomes of less than $20,000.”" In their
comprehensive research, Michael McPherson and Morton Schapiro find that the gap is
growing as undergraduates from wealthier families increasingly attend four-year public
institutions.™™ Table 12 shows that some of the biggest shifts among wealthier students
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are from private four-year and public two-year institutions to public four-year colleges
and universities.™

Public subsidies can mean lower-quality higher education. Public financing of
higher education is meant to help people pursue more schooling. An unintended
consequence, unfortunately, is that public subsidies directly to institutions can lead to a
lower quality of education.”™ Let’s see why.

Suppose that the private and public sectors can provide reasonably similar goods
and services—in higher education, for example—and college-bound students and their
families therefore have a choice among public or private institutions. As they
contemplate this important decision, two factors come into play. What is the price we
pay? What is the quality we obtain?™™"

Although we would all like to pay less to get more, most of us will take a little
less quality if we pay a little lower price. Students at private institutions tend to pay a
greater proportion of the cost of higher education, particularly those whose families can
afford it. Subsidized tuition at public institutions therefore looks like a lower price to
families. Quite reasonably, students might accept a lower quality for a cheaper item.

This is not to say that all private colleges offer a higher-quality education than all
public institutions.™" (As the product of a public undergraduate education, I would be
reluctant to make that argument!) Yet studies reveal that students are indeed prepared to
accept a lower-quality education at a public school in order to obtain the tuition subsidy.
And greater reliance on public funding is associated with significantly lower rankings of
teaching quality.™"

These results are not surprising — we all consider quality and price jointly when
we make purchases, whether the decision is about cars, clothes, or college education.
The difference between college and other purchases, however, is that the price paid by
the purchaser falls short—way short, in the case of public institutions—of the true cost of
the item. Public institutions cost as much as private ones to run, perhaps more. For
example, public colleges within a state employ roughly 40 percent more labor than
private colleges with the same size capital stock.”™™" Faculty and administrative salaries
tend to be higher at Minnesota public institutions as well.

Consequently, lower social costs do not accompany the lower quality accepted by
students who pay a subsidized price for tuition. But the lower-quality schooling
associated with subsidized tuition does leads to a smaller payoff, both for the student (via
lower wage premiums) and for society.

An Alternative Approach: Cost-Based Tuition and Need-Based Aid That Will Reduce
Waste and Improve Access, Choice, and Quality
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An alternative to the tax-subsidized, low-tuition-for-all approach is to base tuition
more upon true costs and target state financial aid to the needy. I believe the result would
be greater access to higher education for youths of lower-income families, better
matching of students with institutions, and more efficient and equitable use of public
funds. My argument is based in part upon the expected reaction of students and their
families.

Reaction of lower-income families: price sensitivity would lead to greater
enrollments. A cost-based-tuition, targeted-aid policy would reduce the net price of
higher education to youth from lower-income families. Poorer students are quite
responsive to price changes.™"" Minorities and community-college students—who tend
to come from poorer families—are sensitive to price as well. Enrollments of youths
from poorer families drop significantly as the price they pay for education rises, partly
because working to pay the higher bills takes more time away from studying and
attending classes. By the same token, enrollments would increase if the net price fel

1 XXXVil

Reaction of higher-income families: price insensitivity means unaffected
enrollments. A cost-based-tuition, targeted-aid program would raise the perceived price
of public higher education to students from higher-income families. In contrast to
students from poorer families, however, these students are not deterred from enrolling in
college even by substantial hikes in tuition.”™ """ Enrollments of students from wealthier
families may actually increase as tuition goes up. Why? Because these students use
price partly as a proxy for the quality of education they expect to receive.”™™

Potential improvements in equity. Would cost-based tuition and targeted aid
improve equity? Perhaps, perhaps not. At the least, however, cost-based tuition and
targeted aid would not make inequality worse. Let’s look in more detail at the arguments
and evidence.

Some commentators claim that subsidized-tuition policies transfer money from
the poor to the rich, in part because the beneficiaries of subsidized tuition earn higher
income on average than taxpayers. If so, a subsidized-tuition policy not only creates
artificially low prices for public higher education, it also gives income to richer people.
Subsidilzed tuition therefore worsens inequality; targeted aid would achieve greater
equity.”

But the full picture of who benefits from subsidized tuition must account for
financing sources. If the bulk of tax revenue comes from wealthier taxpayers, low tuition
rates are made possible by an initial transfer from higher-income families.*"

Who pays the Minnesota tax devoted to higher-education expenditures? Table 13
shows that the effective state and local tax rates on Minnesotans do not vary much by
income. In fact, the tax system overall is somewhat regressive.* The uniformity in
effective tax rates does not mean that all Minnesotans pay the same amount of tax, of
course; people in higher income brackets pay more total tax than those in lower brackets.
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So perhaps subsidized-tuition policies are funded primarily by taxes upon higher-
income families. Then, although students from wealthier families enjoy a subsidized
price along with everyone else, at least their families paid for the privilege. Of course,
low-income families that pay taxes but do not send family members to college
unambiguously lose from subsidized-tuition policies.*™ Aside from this unfairness,
however, cost-based tuition and targeted aid might have the same equity implications as
tax-subsidized tuition.*""

Improved efficiency Even if we cannot condemn subsidized-tuition policies on
the basis of equity, we certainly can invoke efficiency arguments. Subsidized-tuition
policies unambiguously distort the choice of institution, waste public money, and prevent
some deserving lower-income youths from attending college.

To see why, go back to the initial decision to enroll at a specific school. Taxes
collected from individual taxpayers are not earmarked for a particular purpose. In
Minnesota, for example, funding of public higher education comes from general tax
revenues. Even though my tax dollars are used to keep state-school tuition low, no direct
relationship exists between the tax I pay and the price my children face for public tuition.
People pay the same taxes regardless of the colleges their children attend.

Put another way, everyone faces the same subsidized price for public higher
education, regardless of family income or taxes paid. We know that price does not
significantly influence the decision to enroll in college for youths from higher-income
families. But all that means is that these people usually go on to school, even if they pay
a lot.™ What is affected, however, is the choice of institution. Given a lower tuition bill
for a public institution and a higher one for a private institution of comparable quality,
most people would choose the cheaper alternative. Some might even take lower quality in
exchange for a break on price. Tax-subsidized tuition thus means a misallocation of
students across schools because people do not face the true costs of their decisions at the
time they pay, and the price distortion is far greater for public institutions.™"!

Subsidized tuition wastes public money as well. To evaluate the efficiency of any
program, we must account for the administrative costs of obtaining funds. Studies have
found that the cost of raising an extra dollar in tax revenue falls between 17 and 80
cents. ™ But only the tax revenue itself generates a benefit, in the form of subsidized
tuition. Using the tax system to accomplish a goal indirectly thus costs more — maybe
much more -- than the actual tax dollars raised.

Once public funds are raised, are they efficiently channeled to those who need
them? Tax-subsidized tuition puts money in the pockets of those who would attend
college regardless. Other things being equal, this redirects available resources away from
those for whom price matters a lot. As a result, some lower-income youths will not go on
for more schooling even when doing so would be socially beneficial.

Subsidized-tuition programs also waste public funds because individuals care less
about spending other people’s money wisely than they do their own. Of course, some
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observers worry that a switch to targeted aid would generate recipients who would not
take their responsibilities seriously.™" But keep in mind that the current system of
subsidized tuition means free money for every student. Currently, a student who chooses
to party rather than to study, or who takes extra time to graduate, or who fails to complete
school, has no obligation to make up for wasted taxpayer money. Tellingly, the British
expression applied to dropouts and delayed performers is “wastage,” a term that
emphasizes the loss to society arising from heavy subsidization of all participants in
higher education.

Net effects of converting from a low-tuition to a cost-based-tuition, need-based-
aid approach. Suppose we were to reduce the blanket subsidy inherent in low tuition and
move toward a policy that helped finance the costs of higher education for those who
need the support. One result would be a better matching of the benefits and costs of
higher education for those who pay a greater proportion of the costs. Instead of bearing
one-third or less of the costs and reaping nearly all the benefits, students and families
with financial resources would pay a higher percentage of costs in acknowledgment of
the benefits they recoup.™™

Another result is that we would be more likely to subsidize those for whom higher
education produces a net social benefit but who couldn’t afford to go on their own.
Why? Because we would cut subsidies to those who would attend college anyway. This
would make funds available for needy youths.

We would also reduce subsidies to those who currently enjoy the benefits of low
tuition but fail to contribute much in return. Blanket subsidies make higher education
attractive to those who would not go if they had to pay more of the costs. Recall that
two-thirds of high-income, low-ability high-school graduates enroll in college. Surely
some of these students fare less well than would the 25 percent of low-income, high-
ability high-school graduates who never get a chance to pursue higher education under
the current system. What we have now is tuition that is often out of reach for the latter,
but so artificially low that the former find college worth attending.l

Higher public tuition might cause some students to shift to private institutions.”
Yet we must think of this as undoing an existing distortion rather than creating a new
one. Closing the gap between private and public tuition will encourage students to
choose institutions best suited to their needs rather than being unduly influenced by a
subsidized price.

Will private schools expand to meet the demand? Possibly. Recall, however,
that one of the selling points of many private schools is their small size. What of new
private institutions? Presumably, the state can limit financial aid to students who attend
accredited schools. Some new schools may spring up, but students will attend them only
if they perceive that the start-ups compare favorably to existing alternatives.

Higher in-state tuition will also make out-of-state schools more attractive to some
students, particularly if reciprocity states do not raise public tuition." Keep in mind,
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however, that Minnesotans tend to come home.™ Consequently, a shift to out-of-state
public institutions could well mean that other states pay the costs and Minnesota reaps the

benefits of investments in higher education.

A note on intergenerational matters. Most discussions of financial aid policy
lump parents and children together into a single unit. Two important intergenerational
issues are worth emphasizing.

Children of college graduates are more likely to attend college regardless of
parental income. What this means is that the payoffs from investing in the education of
lower-income youth could continue for multiple generations. Starting now with a policy
that encourages capable but poor youth to continue their schooling means encouraging
their children as well. Higher education is a vehicle for changes that tend to continue
across generations.

A second issue is the backward determination of need. Parental income from a
single year is the basis for determining a child’s need and, therefore, the burden of costs
borne by the family. But the benefit of higher education accrues primarily to the child.
In past years, some of these benefits made their way back to the parents; today, most
intergenerational flows tend to go the other direction. We currently have a system that
mismatches benefits and costs across generations. Revisions to public funding for higher
education might consider this matter."

RECENT TRENDS

Pricing Trends in Higher Education: More Goodies for the Wealthy, Fewer for the
Poor

Low tuition is not the only potential subsidy for those contemplating college.
Students can receive federal or state grants, loans, and subsidized work-study wages.
They can also obtain institutional or outside private support. Direct federal, state, and
private funds can be need-based or non-need-based. Increasingly, these funds are
flowing away from those for whom outside aid makes enrollment possible.

The trend toward aiding middle- and high-income families goes back nearly
twenty-five years. The Middle-Income Student Assistance Act of 1978 started it,
although one must keep in mind that this legislation passed as an alternative to
educational tax credits—which came into being two decades later, anyway." At several
important points, Pell grant eligibility for middle income families was relaxed and federal
guaranteed and subsidized loans for higher education were made available to all
regardless of need, among other measures.

Although some of the federal largesse has been withdrawn, the current focus of

financial aid still is not the needy."" Borrowing difficulties take a larger toll on lower-
income students as the purchasing power of federal Pell grants falls and state, federal, and
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institutional funds shift away from need-based aid. Ivii (For details, see Tables 14, 15, and
16.) Lower-income students and families have found their choices shrinking over time.
As public institutions subsidize all comers, need-based aid dwindles, and many private
institutions scramble to offer the best deal to meritorious students, fewer and fewer funds
are earmarked for the needy."™ Youths from lower-income families, in contrast to
students of wealthier backgrounds, increasingly attend two-year institutions if they go to
school at all. Two-year institutions can certainly offer a good education for many
students. What is disconcerting, however, is that two-year colleges may become the only
alternative for lower-income students, some of whom would be better suited to a different
sort of learning experience.

And what of recent legislation? Most benefits of Hope and Lifetime Learning tax
credits and educational IRAs will go to families with income in the $60-80,000 range
who would send their children to college anyway. This contrasts sharply with the
recipients of Pell grants and Stafford loans, 90 percent of whom grew up in families with
income less than $40,000."™ To add to the asymmetry, lower-income families must fill
out a lengthy application for financial aid, whereas the new educational incentives require
far less paperwork. Plus, tax credits are open-ended whereas Pell grants and Stafford
loans are subject to budgetary appropriations.”™

Demographic Trends: Less-Traditional Students Are Coming Of Age in the New
Millenium

Demographic trends reinforce the need to examine policies concerning higher
education. Nationally, the size of the newly college-eligible population fell by 15 percent
between 1980 and 1997, but it is projected to grow by about one-fifth over the next 15
years.1X1 Youth of college age at the turn of the millenium also look different from those
who came before.

Recent and projected population growth is concentrated among those historically
less likely to attend or be able to afford college. In 1972, Hispanics accounted for only
6.7 percent of five- and six-year-olds and African-Americans accounted for 14.3 percent.
By 1988, the same age group was 11.2 percent Hispanic and 15.3 percent African-
American. Almost 80 percent of the national growth in the college-age population in
2015 will be non-white, with 50 percent being Hispanic.™"

In Minnesota, during the next 10 years, students of color will account for 55 to 71
percent of the growth in numbers of public-high-school graduates. These youths are less
likely to have a parent who is college-educated — an important influence upon college
attendance -- and more likely to be from a lower-income family than white students.™™
And in contrast to national trends, the cohort of Minnesotans ages 10 to 19 is projected to
decrease by more than 20 percent by the year 2020. Consequently, Minnesota will need
to consider new ways to attract much larger proportions of students of color into higher
education.
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POTENTIAL ISSUES ASSOCIATED WITH A COST-BASED-TUITION
APPROACH

What About Administrative Costs?

One of the drawbacks of low public tuition is also one of its advantages:
everyone gets it. Consequently, no one has to determine eligibility. A switch to a cost-
based-tuition, need-based-aid approach would entail deciding who gets aid and who does
not.

Yet much of the relevant paperwork is already part of the process. Eligibility for
federal money requires families to fill out the Free Application for Federal Student Aid
(FAFSA).™ States piggyback on the FAFSA to pass out state grants and loans. So these
administrative costs may not change much under a cost-based-tuition, targeted-aid
program; all that will happen is that poorer students will get more help. At the same
time, costs associated with tax collection will fall.

Does A Cost-Based-Tuition Targeted-Aid Policy Create Different Prices for Different
People?

Yes. But if our social objective is the equitable and efficient use of higher-
education resources, cost-based tuition accompanied by financial aid for the needy gets
us closer to our goal.

Why do people tend to dislike price discrimination? In the business context, the
answer seems obvious. Firms charge different prices to different people to obtain higher
profits. Even here, though, the practice also opens up a market to poorer people. Take a
look at the pricing policies of some magazines, fast-food joints, and sports arenas, for
instance. Students and seniors get significant price discounts. Admittedly, the seller gets
more money that way, but less-wealthy consumers also can afford the item whereas they
might go without under a single-price policy.

Now consider price discrimination in the context of non-profits. By nature, these
institutions make no profit. Higher tuition for those who can afford it simply generates a
bigger pool of funds for the needy. For example, the University of Michigan-Ann Arbor
has high tuition ($7,126 in school year 2000) compared to other public schools in the
region. Yet 90 percent of its students had their need fully met: the average financial
package was $7,226 and the average need-based grant $5,993. By contrast, the
University of lowa charged tuition of $3,204, offered an average financial package of
$6,149, but dispensed an average need-based grant of only $2,396. Only 61 percent of its
students had their need fully met.*"
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In fact, a low-tuition, taxpayer-subsidized approach to financing higher education
fails to discriminate when it should. Price discrimination in higher education—in other
words, need-based financial aid—is the only way to ensure that able students have access
to schooling regardless of family income.™

Will Needy Students Benefit From Cost-Based Tuition and Targeted Aid?

A potential hazard of switching subsidies from institutions to individuals is that
the net price paid by needy students may not fall.™" But, because state authorities have
some control over the budgets of public colleges and universities, presumably they could
set tuition and financial aid so that lower-income youths would indeed pay less. In
addition, students with money in their pockets (rather than the institution’s bank account)
could vote with their feet if the net price and quality of public institutions are unsuitable.

To be sure, tuition and need-based aid must be linked for a cost-based-tuition
policy to work. Increased public tuition unaccompanied by increases in need-based aid
could have a devastating effect on poorer families with college-age children. Cost-based-
tuition targeted-aid policies can potentially increase equity and efficiency, but a failure to
tie aid to tuition would have a great cost.*""

Is A Cost-Based-Tuition Targeted-Aid Approach Politically Feasible?

A cost-based-tuition, need-based-aid approach will take political leadership to
implement. Higher tuition for public education will not be popular among many voters.
In fact, higher-income families have come to expect greater discounts for college than
lower-income families.*™ Politicians are naturally motivated in part by their desire to
gain and keep office, and political support for tuition subsidies is far easier to get than
funding for financial aid.™

Yet tuition increases seem inevitable, given other demands upon state budgets.
Putting a cost-based-tuition, need-based-aid policy into place explicitly is certainly better
than allowing tuition and aid to fluctuate yearly with the budget. Acknowledging
honestly that higher public tuition is a fact of life, rather than surprising people with large
percentage increases on an artificially low base, will help families shape better
expectations about the true costs of higher education. And asking families to bear a
greater portion of those costs when they can afford to will also mean better individual
decision-making about higher education, more accessibility and choice for poorer
families, and smarter use of public funds.

CONCLUSION

One purpose of state colleges and universities is to provide a suitable educational
choice for students of all economic backgrounds. To achieve that purpose, we devote
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some public funds to higher education. Here is the question: for a given amount of
money expended on higher education, how can we best raise and spend the money to
ensure accessibility and choice to qualified individuals, treat equally qualified persons
equally, and minimize waste?

I argue that a cost-based-tuition, need-based-aid policy is superior to our current
taxpayer-subsidized approach. Families and students have less of an incentive to spend
society’s educational resources productively when public subsidies cover a large share of
the costs of higher education.™ Ask yourself this as well: are the social benefits of
public higher education really two-thirds of the value of college?™ " I think most people
would say no. College clearly has its merits, but most are enjoyed directly by the
students themselves.

This 1s not to say that no subsidies are in order. In fact, every college student,
regardless of institution, is significantly subsidized."" But subsidies are better devoted
to those for whom college creates net social benefits yet who could not afford to fund
education out of their own current resources. Tuition discounting might make sense if
enrollments were declining and public institutions had unused capacity.™" These days,
this is far from true.

What would happen under a cost-based-tuition, need-based-aid program? College
enrollments of youths from poorer families would rise. Wealthier families would pay
more for education but their children would not stop attending college. Some students
would switch to private schools as the existing price distortion is corrected. Some would
switch to public schools in other states, enjoying subsidies paid by non-Minnesota
taxpayers. The quality of public education would increase.

The merits of a cost-based-tuition, targeted-aid policy to funding higher education
are well-grounded in both theory and empirical evidence. Budgetary concerns underline
the need for thinking about such an alternative in Minnesota, as well as elsewhere.™ 1
suggest that this new approach offers the best strategy for improving access to higher
education, increasing the quality of schooling, and using public funds wisely and well.
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ENDNOTES

" For details, see Ehrenberg (2000) and Winston and Zimmerman (2000). I occasionally use the term
“college” to refer either to any post-secondary training or to college and university training. Context
should make usage clear.

T Wages earned by college graduates exceeded those of high-school graduates by 40 percent in 1966, 48
percent in 1971, 37 percent by the end of the 1970s, and 58 percent in 1989. Wage premiums in 1977 were
19 percent for men and 25 percent for women; the numbers were 42 and 48 percent in 1987 and 54 and 53
percent in 1993. More recent estimates put the college wage premium higher still. Murphy and Welch
(1989), Clotfelter (1996), Kane (1997), MHESO (2001c). Figures from the Panel Study of Income
Dynamics indicate that 1994 median family income for a household head with less than a high-school
degree was $17,918. For heads who were high-school graduates, the median was $31,648, for those with
some college $42,160, and for those with college degrees $64,294. These numbers are uncorrected for the
age of the household head. University of Michigan Institute for Social Research (1998). Most researchers
estimate that the average rate of return to people from an undergraduate education falls somewhere between
10 and 15 percent. See for example Areas and McMahon (2001). The literature on returns to schooling is
vast. Becker (1993) is the seminal work.

" The average 1997 income for 1993 graduates of private institutions that granted doctoral degrees was
$38,806; graduates of public doctoral-granting institutions earned an average of $34,340. Comparable
figures for graduates of four-year non-doctoral-granting institutions were $33,858 and $31,967. NAICU
(2001). Data from the National Longitudinal Survey of Youth indicate that whites who attend a public
institution earn less than those who attend private school, whereas non-whites who graduate from a
selective private institution earn significantly more than those who graduate elsewhere. Monks (2000).

¥ Why does the price of higher education rise faster than overall consumer prices? In part, it is a
technology issue. By nature, education tends to be labor-intensive. Most technological advances — which
have led to lower prices or lower rates of growth in prices — are associated with capital inputs. Higher
education simply cannot take advantage of the cost efficiencies achieved in other industries. Prices grow
faster because the costs to supply higher education grow faster than input costs in other industries. But the
increasingly higher payoff to education means that demand for it has also increased, which tends to raise
prices as well. People are willing to pay more because they in turn reap greater benefits. For additional
reasons, see Ehrenberg (2000).

¥ Minnesota students are expected to bear 46 percent of tuition/fees/standard living expenses. Family and
taxpayers are responsible for the remaining 54 percent. The family share increases with family income and
assets, although families can under federal law shelter home equity and under state law shelter an additional
$25,000 in net worth. Unmarried students with dependents or married independent students have lower
family responsibilities. Counted first against the taxpayer responsibility is any federal need-based aid
money awarded the student. The maximum Pell grant for needy undergraduates, for example, is $3,750 for
school year 2001. MHESO (2001b, 1999).

“ Minnesota sets tuition rates at about one-third of the cost of providing higher education. For a brief
history, see Brandl and Weber (1995). In determining eligibility for state financial aid, Minnesota
recognizes that student costs include extra living expenses as well as tuition and fees. Foregone wages are
not acknowledged explicitly, so students and their families fully bear this loss.

Statistics for graduate school attendance reinforce the importance of foregone wages: during the
booming 1990s, grad school enrollments dropped significantly because job opportunities were plentiful and
lucrative. As the economy has slowed, enrollment rates are rising.
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¥il See Wellman (2001), Paulsen (1998), and Birdsall (1996), for example. A recent poll indicates that
Minnesotans strongly support public funding of K-12 education but are less enthusiastic about funding
higher education through tax revenue. Smetanka (2001c).

vi Among those who argue that social benefits of higher education are minimal are Hansen (1993), Quigley
and Rubinfeld (1991), and Nerlove (1972). Some scholars even argue that the private return to higher
education is greater than the social return, in part because tax financing is expensive to implement and
maintain, and in part because higher education may function more as a screening mechanism for employers
than a way of increasing knowledge. See West (1995, 1994) for a general discussion. A good review of the
screening literature is Weiss (1995).

X For a history, see Quigley and Rubinfeld (1991) and Sommers (1995).
* Ehrenberg (2000).

X Gross tuition accounted for only 25, 15, and 24 percent of costs for public institutions in these same
years. Comparable figures for private institutions are 57, 44, and 54 percent. McPherson and Schapiro
(1998), tables 3.1 and 3.2.

X See Ehrenberg (2000) and McPherson and Schapiro (1993) for details.
*iil Kane (1999).

*¥ The Minnesota Department of Finance (2000) reports that the increase in spending on higher education
from the 1998 biennium to the 2000 biennium is expected to be 8.8 percent.

* Larson et al. (1997).
i Kane (1999).

i obtained these figures by spreading $571 million over the estimated number of UMinn undergraduates,
then over the total UMinn student population. Similarly, I spread $549 million over the estimated number
of MnSCU undergraduates, then over the total MnSCU population. If the proportions of undergrads in
1999 in the various systems were the same as in 1998, 1999 UMinn undergrad enrollment was about
49,297 and MnSCU undergrad enrollment was about 145,057. I do not account for differences in fees
across colleges in the university system. Nor do I break out the costs of extension services. Also, because
nearly half of MnSCU students go to school part-time, the subsidy per full-time-equivalent student is far
higher than $4000.

il Among those receiving grants, the average state grant to students from the highest-income families
exceeds the average to students from the lowest-income families. One must take care in interpreting this
result, however. Lower-income students receive more federal support, and overall outside support is what
matters to families. Grants are the state’s primary means of helping students: they comprise on average
more than 60 percent of the total financial aid package extended by the state. Other aid comes in the form
of loans to parents or students and work-study wages.

** Some poor families do not pay taxes or receive net transfers. Still, many working poor pay taxes but do
not send family members to college. Creedy (1995) notes one instance in which the majority of the
population theoretically would vote for tax-based financing when only a minority attends college. Suppose
that skilled (college-educated) workers complemented unskilled (non-college-educated) workers in the
production process. Suppose also that greater productivity of skilled workers translated into greater
productivity overall and, most importantly, higher wages for unskilled workers. Then unskilled workers
could be willing to pay taxes that go toward higher-education expenditures even if they themselves never
attend college.
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* Choy (1999).

* Minnesota Department of Finance (2000).
i Bunnett (2001), MHESO (2001¢).

il 17 S. Department of Education (1998b).
¥ McPherson and Schapiro (1999).

¥ Minnesota Department of Finance (2000). Larson et al. (1997) report that graduation rates for the
University of Minnesota-Twin Cities are the lowest from any Big Ten University, with only 50 percent of
those entering in the fall of 1987 graduating within 6 years. By comparison, the University of Wisconsin-
Madison graduation rate was 72 percent, whereas the rate at Bemidji was 35 percent. More recent figures
put the four-year graduation rate at UMinn-TC at 18 percent, the 5-year rate at 43 percent, and the 6-year
rate at 51 percent. See http://www.usnews.com/usnews/edu/college/directory.

Time to completion shows up in debt figures as well. Table 12 indicates that the average debt for
public-school graduates is nearly as high as that for private-school graduates. In part, this is because the
sticker price of private schools is typically much greater than the price students actually pay, especially
lower-income students. But completion rates matter as well: a faster finishing time means less
accumulated debt, and 67 percent of those who enrolled in private four-year Minnesota colleges in 1993
had graduated by 1999.

*¥i See for example MHESO (2001¢), Hoenack (1971).

*i These figures are calculated from the proportions in each income group and the percentages attending
each type of institution.

il K ane (1999).
X See particularly their works from 1999, 1998, 1997, 1993, and 1991.

™ One interesting recent trend is for four-year college students to earn community college credits while
still in high school or during summers. These students gain the four-year credential but utilize the two-year
system, perhaps at the expense of those who may not have another point of entry into higher education.
Townsend (2001).

*I I a highly influential paper, Peltzman (1972) made this argument about publicly financed goods
generally.

i Other factors are relevant, of course. One of the more amusing statistics I found is that a 25 point
increase in the winning percentage of a school’s football team was correlated with a 1.3 percent increase in
the number of applicants. Dynarski (1994).

il A recent report ranks the University of Minnesota quite highly on many factors -- although,
revealingly, not on the quality of entering undergraduates. Smetanka (2001a). Some of the colleges in the
UMinn system have recently announced plans to tighten admissions standards.

IV Ganderton (1992), Brown (2001).

™ Orzechowski, cited in Sommers (1995).

1 a well-known study, Hansen (1983) found that increased grants did not seem to increase enrollments

by lower-income students. A number of studies have found fault with his methods, data, and conclusion;
the current consensus is that poorer youths are indeed sensitive to the price of higher education. The
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classic report is Leslie and Brinkman (1987), who review 25 research papers written by others. Heller
(1997) updates Leslie and Brinkman. He refers to McPherson and Schapiro (1989, 1993), St. John (1990),
Savoca (1990), McPherson (1991), Rouse (1994), and Heller (1998), among others. Also see Paulsen
(1998), McPherson and Schapiro (1998), Thompson and Zumeta (1998), and Kane (1999). For an early
simulation study, see Manski and Wise (1983). They estimate that Pell grants raised enrollments by 21
percent, with the greatest effect on youths from low-income families. Leslie and Brinkman (1988) estimate
that grants are responsible for the enrollment of 20 to 40 percent of lower-income students and of 13
percent of middle-income students. See also the critique of Hansen’s data and analysis in McPherson and
Schapiro (1997, 1991). Most recently, Dynarski (2001) evaluated the Social Security student benefit
program, which at its peak provided $3.9 billion of aid per year. She found that offering $1000 of aid
raised the probability of attending college by 3.6 percentage points as well as increasing the years of
completed schooling.

*MiThe form of a net price fall probably matters to low-income families. St. John and Starkey (1995)
argue, for example, that response rates may differ depending on whether net price changes come about via
aid or tuition. Also see Jensen (1983), Hauptmann and McLaughlin (1988), Leslie and Brinkman (1988),
McPherson and Schapiro (1993). Because tuition rates are typically more visible and widely reported than
available financial aid, any initiative that targets low-income students via more grants or loans must be
well-publicized.

I do not formulate a specific plan for financial aid in this work. Here are some cursory
observations, however: Grants are more likely to stimulate enrollment, particularly for risk-averse lower-
income students and families who may be less informed about the rigors of college education and who face
uncertainty in later job markets and possible difficulty in paying back loans. See St. John (1990) for
discussion. On the other hand, loans might encourage students to make greater efforts in school to enhance
their probability of success in the labor market. See for example Hauser (1993). The credit-constraint issue
argues for at least some deferral of interest on loans while students are still in school.

*xvill See McPherson and Schapiro (1999, 1998, 1993, 1989) and Kane (1999).
XX \cPherson and Schapiro (1989, 1991).

' See particularly Hansen and Weisbrod (1969).

*i See Pechman (1970) for this argument.

*i Minnesota Department of Revenue (2000).

i That is, unless a Creedy effect occurs. See note 19.

I Empirical studies differ about the direction and degree of transfer. Hight and Pollock (cited in Lee et al.
1999) find that lowest-income families lose the most from a low-tuition policy. Garcia-Pefialosa and
Walde (2000) suggest that reverse redistribution (from the poor to the rich) occurs in most countries that
subsidize higher education via low or no tuition. Hansen (1972) and Baum and Sjogren (1996) report
similar findings. On the other hand, Lee et al. (1999) discovered that Illinois policies did not redistribute
income from the poor to the rich. Depending on the degree of regressivity of tax within a jurisdiction,
redistribution of income from a low-tuition policy could go from rich to poor or vice versa.

* Naturally, this presumes that the college wage premium remains adequate to justify the price paid for
schooling. Given the increasing premiums over the last several decades, the presumption seems
appropriate.

*M Both public and private colleges subsidize tuition. Because the subsidy is relatively much greater for

public institutions, however, the price of public school to the consumer — particularly the high-income
family -- is distorted relatively more.
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M For review, see West (1994, 1995).

*Mil Dyynarski (1994) reports that defaults on loans are greater among lower-income students, minorities,
and attendees of two-year institutions. Certainly, grants and loans to lower-income families can be risky.
Yet we must be mindful of the successes as well. Overcoming credit constraints means opening up
possibilities to low-income, high-ability youths who otherwise could not make full use of their potential.

Targeted state programs will not generate the same perverse institutional issues as targeted federal
ones. William Bennett (1987) criticized increases in federal funding of student aid, saying that institutions
— particularly private colleges -- would simply raise tuition to capture the money. In fact, McPherson and
Schapiro (1993) found that private four-year institutions increased internal aid by 20 cents for every $1
increase in federal aid. Private colleges recruited more lower-income students, maintained quality, and did
not raise gross prices. In contrast, public institutions hiked fees 50 cents on average for every $1 increase
in federal funds, acting more as Bennett had feared. The interaction between federal and state funding
disappears for public institutions when we consider a change in state funding only.

Perhaps the one remaining issue lies with proprietary two-year colleges, which created headaches
for federal aid programs as well. States that extend aid to students rather than institutions must take care
that students attend accredited programs to be eligible for funding. This is not a new issue: many
commentators have called for separate funding and aid programs for proprietary and trade schools in order
to curb abuse generally. See for example Gladieux and Hauptmann (1995).

*Ix To estimate the change in costs, one would want to account for any changes in length of time to
complete a degree.

! This is vaguely reminiscent of the initial abuses of the federal Pell grant program. When lower-income
students suddenly had a little money in their pockets for schooling, trade and proprietary schools sprang up
to serve them. Some of these programs were aboveboard; some were not. Some were well-targeted; some
were not. The initial result was an increase in institutions that took the federal money but turned out
untrained students or students with economically worthless skills. Certainly the students themselves lost
out, but so did the federal government. Consequently, accreditation procedures tightened. Public
institutions do not present the same issue from the institutional side. But the outcome of an education
depends on the quality of the student as well as the quality of the institution. So artificially low tuition for
public schools may encourage attendance by marginal students even if the net social benefit is negative.

" Thompson and Zumeta (1998) and Astin and Inouye (1988) have found empirically that increases in
public tuition raise enrollment at private schools.

i Bezman and Dipkin (1998) confirm this empirically.

i As of the 1990 census, 73.6 percent of Minnesota residents were born in the state. This compares to
61.8 percent for the nation as a whole. Outside of Southern states (Alabama, Kentucky, Louisiana, and
Mississippi), the only other states with such a high percentage were lowa, Michigan, North Dakota,
Wisconsin, West Virginia, Ohio, and Pennsylvania.
fiv To match costs and benefits more closely, some countries have experimented with income-contingent
loans made directly to students. Graduates (and dropouts, in some cases) then pay back loans based upon
post-college income. Although these programs can generate some perverse incentives — for graduates to
take lower-salary, higher-benefit jobs, perhaps — they have succeeded in overcoming credit constraints for
poorer students. Chapman (1997) and Miller and Volker (1993) relate the Australian experience; Barr
(1993) notes experiments in Sweden. All consider the programs successful, noting that enrollments of
lower-income students have not fallen and, in some cases, have increased. The U.S. does have income-
contingent loans available but few students take advantage of them.

Such programs would also discourage game-playing with single-year income -- and hiding assets
in home equity -- relative to the current U.S. scheme. Although I do not formulate a specific loan/grant
program in this study, I suspect that state-financed income-contingent loan schemes are worth
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contemplating. Cohn and Johnes (1994) suggest increasing income tax rates for those who use public
funds for education. But this is still an indirect, inefficient means of linking costs and benefits.
Alternatively, a graduate tax could be implemented. See Garcia-Pefialosa and Walde (2001) for a nice
evaluation of various alternatives. We must keep in mind, however, that grants will encourage more
students to try college. If getting youths from lower-income families in the door is a high priority, grants
will do the job better than loans.

¥ See Sommers (1995) for legislative history.

M For example, the requirements for claiming independence from parents are now fairly stringent and
oversight of proprietary programs increased in the wake of large loan defaults. For reviews, see Gladieux
and Hauptman (1995) and Kane (1999).

Mi Heller (1999) and Heller and Laird (1999) used the National Post-Secondary Student Aid Survey to
make several findings: (1) although the number of need-based awards at four-year institutions grew
relatively faster between 1989 and 1995, the amount of the average non-need-based award increased
relatively more; (2) the growth in the number of “need” awards was greatest at public institutions and
among high-income students; and (3) high-income students increased their proportion of both need and
non-need grants awarded.

Mt One recent initiative aimed toward needy students is an agreement by 28 selective colleges and
universities to adopt guidelines endorsing need-based financial aid. The schools are Yale, Cornell,
Stanford, MIT, Duke, Macalester, Amherst, Boston College, Bowdoin, Claremont-McKenna, Columbia,
Davidson, Emory, Georgetown, Haverford, Middlebury, Northwestern, Pomona, Rice, Swarthmore,
University of Chicago, Notre Dame, Penn, Vanderbilt, Wake Forest, Wellesley, Wesleyan, and Williams.
Harvard and Princeton agreed with the approach but did not sign because doing so would reduce the aid
they currently give This agreement contrasts with the antitrust violation pursued by the Justice Department
ten years ago against a group of elite universities. In that case, universities collaborated on financial aid
awards to individual students. Here, institutions agree only on general aid principles. Arenson (2001),
Ehrenberg (2000). To participate in the agreement, a school must offer need-blind admissions. This
requires a very substantial endowment, which only a few private schools enjoy. Many private institutions
adhere to similar need-based programs, even though they are ineligible for this particular agreement.
Some, however, have chosen to use financial aid as a means of attracting good (but not necessarily needy)
students to campus. Winston and Zimmerman (2000). For a good review of trends, see Mortenson (2001).

i Kane (1997), Dynarski (2000) and Wolanin (2001).

 The experience in Georgia with HOPE scholarships (available only to in-state attendees) is suggestive:
attendance rates in-state went up 11.4 percentage points for students from upper-income families and did
not change for poorer students. Georgia has a relatively low overall college-attendance rate and state HOPE
scholarships went only to those who attended college in Georgia. Accordingly, overall enrollment effects
from the federal initiatives are likely to be smaller even for wealthier students. In all likelihood, these
programs will simply create windfalls for higher-income families. Other unintended consequences may
also arise: grade inflation or a shift in courses chosen (to meet the required grade average), re-labeling of
costs by institutions, and an increase in what Thomas Kane (1997) calls “leisure-oriented” instruction.

X Kane (1997).

i Hauser (1993), Advisory Committee on Student Financial Assistance (2001).

i \innesota Department of Finance (2000). According to the Minnesota State Demographer, the only
growth in the college-age population after 2004 in the state will be among those of color. In Minnesota, 53
percent of white students from the high school class of 1999 enrolled in college in the fall after graduation,

but only 36 percent of students of color. For graduates with at least one parent having a post-secondary
degree, 57 percent enrolled in college. For graduates with non-degree parents, only 45 percent enrolled.
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(MHESO 2001c.) Regional trends in Minnesota overlap with demographic and income movements: the
percentage of new high-school graduates enrolling in college the following fall dropped from 1987 to 1996
for many regions. In particular, the percentage in the Arrowhead region fell from 46 percent to 33 percent.
Minnesota House of Representatives (1998).

XV Streamlining aid application forms — at both federal and state levels -- probably makes sense regardless
of tuition policy. Kane (1999) suggests a simpler form based on family size and income for multiple years,
with no questions on assets. He and others also advocate raising borrowing limits, extending funds to part-
time students, strengthening income-contingent-loan programs, and front-loading grants. Because students
tend to drop out in the first two years of college, some (including Kane) think grants should be the initial
aid instrument with loans more prevalent in later years. This timing would encourage students to try
college with little fear of defaulting on loan payments if they fail to continue. Of course, this could also be
a recipe for disaster if marginal students receive the bulk of the grants. Consequently, others have called
for alternating grants and loans by year to avoid this possibility and to prevent grant funds from
accumulating at two-year institutions. See Ehrenberg (2000).

X Unfortunately, neither the University of Minnesota-Twin Cities nor the University of Wisconsin-
Madison gives comparable information. See http://www.usnew.com/servlets/CoWorks. Because other
characteristics differ across schools as well -- namely average family income and quality of incoming
students — these numbers must be interpreted cautiously. Still, they are revealing, and common sense
suggests that reducing subsidies to those without need means more for the needy.

2 McPherson and Schapiro (1993) especially emphasize this point.
Dvii In a study of 502 private institutions that raised tuition in order to increase need-based aid, Rose and
Sorenson (1992) found that only some needy students faced a lower net price. Some incremental tuition
went instead toward higher administrative and instruction costs. Apart from data problems, this study may
appear to condemn cost-based-tuition policies. I suggest, however, that, needy students might well have
benefited overall from the cost-based-tuition, targeted-aid approach. Many students actually did pay a
lower net price and, depending on the nature of the incremental expenditures, all may have received a
higher-quality education due to better teaching and greater student support. As I emphasize in the text,
public institutions may have more control over the translation of tuition into aid than private ones.

g or discussion, see Hossler et al. (1997), Hauptman (1993), Hearn and Longanecker (1985), Kane
(1999), Thompson and Zumeta (1998), Wetzel et al. (1998), McPherson and Schapiro (1998), Hearn et al.
(1996), and Savoca (1991).

2% Wellman (2001).

™ Hoenack and Pierro (1990) drive the point home in their theoretical model of funding and enrollment at
the University of Minnesota. Empirical studies by Griswold and Marine (1996), Fernandez and Rogerson
(1995), Mingle (1992), and Sav (1987) bear this out. Also see Kemnitz (1999) for an interesting
intergenerational approach.

X4 Kane (1999) emphasizes this. Pozdena (1997) makes a similar argument for the state of Oregon.

b g ane (1999), Clotfelter (1996), Ehrenberg (2000), and Carmichael (1999) ask a similar question.

bt Bhrenberg (2000), Winston and Zimmerman (2000).

¥ McPherson and Schapiro (1991).

X Hovey (1999) suggests that most states will find it increasingly difficult to maintain higher-education
funding within current tax structures.

26



TABLE 1
COSTS OF HIGHER EDUCATION TO STUDENTS, NOT INCLUDING FOREGONE
INCOME, Minnesota and elsewhere

Gross tuition and fees for full-time undergraduates (sticker price)*

% change FY1995 % change FY2000 FY2001 % change % change

FY84-FY9%4 () FY95-FY99 ($) 3) FY00-FY01 FY91-FY01
PUBLIC
UMinn (resident) 41% 4,060-5,567 4,626-6,141 13.3% (average) 67%**
MnSCU (resident) 32 10.9 (average)
4-year 2,943-3,575 59%
2-year 2,283-2,663 55
Average 4-year 3,900 25%
PRIVATE
Minnesota 4-year 5,140-24,384 62%***
Average 4-year 13,300 31% 16,322
Average 2-year 1,300 25 7,458
In-state costs ($), various states
public 4-year institutions, weighted by FT undergraduate enrollment flagship campus
average tuition and fees (FY 1999) tuition and fees room and board ****
FY1999 FY2000 FY 1999 FY2000
Minnesota 3,881 4,649 4,877 4,670 4914
Towa 3,019 3,038 3,204 4,188 4,594
Wisconsin 3,412 3,738 3,780 4,383 5,470
Michigan 4,447 6,270 7,126 5,614 5,810
North Dakota 2,819
South Dakota 3,162
us 3,355

SOURCES: MHESO (2001b), AASCU (2000), Minnesota House of Representatives (2001), Draper (2001), Smetanka (2001b), NAICU (2001),
US GAO (2000), Choy (1999), Brandl and Weber (1995), http://www.usnews.com/servlets/CoWorks

*Note that 80 percent of full-time undergraduates at private 4-year institutions received aid in 1995-96, with the average aid package totaling
$10,794. NAICU (2001).

**Twin Cities campus only

***Minnesota Private College Council campuses

****These figures indicate total room and board, not living costs above what non-students pay.
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TABLE 2
PUBLIC SPENDING ON HIGHER EDUCATION IN MINNESOTA

1987 1999 1999
proportion proportion amount
($million)
General fund budget spent on
higher education 15.5% 12.0% 1,300
Proportion of higher education budget for:
UMinn 44.6% 571
MnSCU 42.8 549
MHESO 12.5 160
Financial aid and reciprocity 10.5 135
Mayo Medical 0.1 1

SOURCE: Minnesota House of Representatives (2001).

TABLE 3
PERCENTAGE CHANGE IN STATE APPROPRIATIONS FOR HIGHER EDUCATION
selected states, FY1999-FY2000

State % change
Minnesota 3.3%
Michigan 10.2

Towa 53

North Dakota 8.3

South Dakota 35
Wisconsin 34

SOURCE: McKeown-Moak (2000).
TABLE 4
ENROLLMENTS AND PELL GRANT RECIPIENTS AT MINNESOTA INSTITUTIONS

Total enrolled Undergrad enrollment Number receiving % receiving
Fall 1999 Fall 1998 Pell Grants 1998 Pell Grants 1998
UMinn 58,161 47,891 8,693 18.2%
MnSCU
2-year 98,509 93,711 27,000 28.8%
4-year 55,815 46,739 11,590 24.8
Private
2-year 8,828 6,915 78.3%
4-year 41,487 10,452 25.2
Coll/univ. 54,228
Career 9,286

Grad/prof 5,620

TOTAL 281,619
UNDERGRAD 246,486 238,656

SOURCES: MHESO (2000), http://www.mheso.state.mn.us
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TABLE 5
TYPE AND SOURCE OF FINANCIAL AID RECEIVED BY MINNESOTA STUDENTS

1989 ($million) 1999 ($million)
(number of recipients 72,845)
Grants 258 470
Loans to students and parents 214 525
Work-study earnings 68 87
Federal spending 594
Institutional spending 241
State spending 196
Private donors and others 51

Number Of Minnesota State Grant Recipients And Average Grant Size By Family Income, FY 1998

Annual family income (§) Number of recipients Total grants ($Smillion) Ave. grant($)
<10,000 18,003 19.74 1,096
10-20,000 11,933 18.36 1,539
20-30,000 10,008 18.50 1,848
30-40,000 8,849 15.92 1,799
40-50,000 6,644 11.27 1,696
50-60,000 3,364 5.32 1,581
60-70,000 1,236 1.78 1,440
>70,000 430 0.55 1,279

SOURCES: Minnesota House of Representatives (2001), Table 64; MHESO (1999).

TABLE 6
PROPORTION OF HIGH-SCHOOL GRADUATES QUALIFIED FOR HIGHER EDUCATION
BY FAMILY INCOME, national data

STUDY and DATA IMPORTANT RESULTS

US Department of Education (1998), 1994 data  high income (75,000+) qualified 86%

also reported in Choy (1999) middle income qualified 68
low income (<25,000) qualified 53
minorities (non-Asian) qualified 50%
Asian/Pacific Islanders 73
White 68

NOTE: GPA, senior class rank, aptitude test scores, ACT/SAT scores, and rigor of coursework were measures used to determine
whether an individual was “qualified”.
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TABLE 7

ENROLLMENT RATES BY FAMILY INCOME, national and Minnesota data

STUDY and DATA

McPherson/Schapiro (1999), 1994 data

Kane (1999), 1988-94 data

Advisory Committee (2001), 1994 data

IMPORTANT RESULTS
Percentage enrolled in higher education:
high-income low income
low ability 64% 29%
medium ability 81 49
high ability 95 75

difference in percentage points of students in top income quintile
relative to those in bottom quintile:

controlling for race 34
controlling for race, math and reading skills 21
controlling for race, math and reading skills,

parents’ education 15

difference in percentage points of students in fourth income quintile
relative to those in bottom quintile:

controlling for race 11
controlling for race, math and reading skills 8
controlling for race, math and reading skills,

parents’ education 6

difference in percentage points of students in top income quintile
relative to those in bottom quintile:

lowest test scores 27
controlling for parents’ education 18

top test scores 14
controlling for parents’ education 12

similar class ranks at same high school 18
controlling for parents’ education 14

Percentage of highly and very highly qualified high-school graduates
who enroll in a four-year institution;

High-income 66.9%
Low-income 47.1
White 60.6%
Hispanic 443
African American 28.6
Lee (1999), 1994 data Percentage of 1992 high-school graduates attending college in 1994
lowest SES quartile highest SES quartile
highest achievement quartile 78% 97%
lowest achievement quartile 36 77
Wolanin (2001), 1998 data An 18-24-year-old from family in top quartile of income (>$75,000) is more

than twice as likely to reach college as one from the bottom quartile (<$25,000)
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TABLE 7 (cont.)

US Department of Education (1998a, b), 1994 data  Percentage of qualified high-school graduates who did NOT
attend a postesecondary institution within 2 years:
low-income 22.3%
middle-income  10.1
high-income 3.6

Choy (1999), 1992-97 data Percentage immediately enrolled in college/university after
high school for 1996 high school graduates
low-income 49%
middle-income 63
high-income 78

Percentage immediately enrolled in college/university after
high school for 1996 high school graduates

parents’ education less than high school 45%

parents’ education more than B.A. 85

Among those qualified 1992 graduates who took steps to
enroll in college, percentage actually enrolled in 4-year
institution by 1994

low-income 83%

high income 92

Percentage of seniors in highest quartile of test scores going to
4-year institution within 2 years of high-school graduation

highest SES quartile lowest SES quartile
1972 48% 85%
1992 58 86
Bunnett (2001), 1999 data Reported plans of 1999 Minnesota high-school graduates, percentage of
population
low-income high-income
(<$30,000) (>$70,000)
4-year school 33% 70%
2-year school 26 16
work/military/apprentice 41 14
MHESO webpage, 1999 data Percentage of Minnesota high-school graduates enrolling immediately
in higher-education institutions
White non-Hispanic 41%
Hispanic 35
Black 29
Asian/Pac. Islander 46
American Indian 32

family income < $25,000 37%
family income > $60,000 60%
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TABLE 8

COMPLETION RATES BY FAMILY INCOME, national and Minnesota data

STUDY
Mortenson (2001)

Advisory Committee (2001)

US Department of Education (1998a)

Hauser (1993)

Minnesota Private College Council (2001)

IMPORTANT RESULTS

Number of times more likely a student from top income quartile
(family income >$75,000 in 1999%) was to complete a BA by age 24
than a student from the bottom quartile (family income <$25,000)

1970 6 times
1980 4 times
mid 1990s 10-12 times

Only 6% of those in lowest SES obtained a BA compared to 40% in
highest SES.

Family income is positively related to completion of B.A.

About half of white college entrants finish by ages 25-29; about one-
third of minority entrants finish by ages 25-29.

Predictive odds for 9™ graders (completion of college within 6 years of

enrollment): American Indian 4%, Asian/Pacific Islander 16%,
Hispanic 6%, Black 5%, White 18%.

TABLE 9

MEDIAN FAMILY INCOME ($) FOR UNDERGRADUATES
various years and regions

Selective Public Private
California 1997 55,557 54,390
US 1995 51,231 46,863
Florida 1993 50,750 45,850
US 1992 49,658 47,735
Oregon 1992 47,210 45,734
Minnesota 1991 48,250 45,500

SOURCE: NAICU (2001).
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% total MN state
universities

Family income

<$25,000 11.6 17.4
25-39,999 17.5 17.8
40-59,999 27.0 17.7
60-89,999 24.9 16.3
90-149,999 15.5 15.3
150,000+ 34 16.0

SOURCE: MHESO (2001c).

TABLE 10
ENROLLMENT BY INSTITUTION TYPE AND FAMILY INCOME
Minnesota high-school graduating class of 1999

UMinn Reciprocity

MN state

colleges

37.5 15.8

36.0 17.0

324 14.8

24.5 21.5

12.8 29.3
4.7 24.0

TABLE 11

MN private

4-yr insttns 4-yr insttns

52 21.3
10.1 18.5
10.3 22.6
20.5 15.4
21.7 18.6
26.4 27.2

PUBLIC/PRIVATE INSTITUTIONS, VARIOUS CHARACTERISTICS
national data

Proportion of students

Average enrollment

Proportion of minorities

% with family income<$30,000

dependent first-time students (1995-96)
% family income >$60,000

Median family income
1995
1992

% graduating in 4 years

% African-American first-generation

graduating in 5 years
Average debt for 1996 graduate

SOURCES: NAICU (2001), MHESO webpage.

Private

21%

1,851 students
24% (4-year)
27%

25%
$46,863
$47,735
65%

60%
$14,300
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79%

6,953 students
25%

28%

34% (2-yr), 37% (4-yr)
$51,231

$49,658

34%

37%
$12,000



TABLE 12
PROPORTION OF ATTENDANCE BY TYPE OF INSTITUTION
BY FAMILY INCOME FROM PREVIOUS YEAR (national data, 1998 §)

PRIVATE PUBLIC
university 4-year 2-year university 4-year 2-year
Family Income
Richest (>$200,000)
1981 18.6% 324%  3.0% 22.8%  10.0% 13.2%
1994 22.4 27.3 3.8 24.6 133 8.6
1998 23.4 26.1 2.6 24.6 14.3 8.1
Upper ($100-200,000)
1981 11.3% 21.9% 3.5% 259% 16.9% 20.4%
1994 13.2 22.2 2.8 27.8 20.1 13.9
1998 12.1 21.6 1.8 28.6 23.0 12.9
Upper Middle ($60-100,000)
1981 5.4% 16.3%  3.6% 22.0%  21.6% 31.2%
1994 6.6 18.4 2.2 24.9 259 22.1
1998 5.8 18.0 2.3 22.9 253 25.7
Lowest (<$20,000)
1981 2.2% 13.6% 6.2% 10.1%  23.4% 44.6%
1994 2.6 12.8 3.1 10.9 232 473
1998 2.9 13.5 2.8 12.3 21.8 46.7

SOURCES: McPherson and Schapiro (1999, 1998).

TABLE 13
MINNESOTA EFFECTIVE STATE/LOCAL TAX RATES BY DECILE,
RANKED BY INCOME
1998 and 2003
1998 2003
DECILE
Lowest* 20.2% 22.0%
Second 11.3 10.4
Third 10.8 10.0
Fourth 12.0 11.4
Fifth 12.1 11.7
Sixth 13.1 12.6
Seventh 12.9 12.1
Eighth 12.9 11.9
Ninth 12.5 11.6
Highest 10.6 10.3
Average 11.8% 11.2%

SOURCE: Minnesota Department of Revenue (2000)

*This effective tax rate is estimated with lower precision because actual income received tends to be underreported at a relatively higher rate in
the lowest decile.

34



TABLE 14
RELATIONSHIPS AMONG DIRECT COSTS, FAMILY INCOME, AND MAXIMUM
PELL GRANTS, national data

1971-72 1975-76 1997-98 1999-00
Proportion of direct (family-borne) costs
at 4-year public institutions covered by
maximum Pell grant 84% 39%

Direct (family-borne) cost of attendance
at 4-year public institutions as proportion
of family income
lowest quintile 40% 60%
highest quintile 7 8

SOURCES: Advisory Committee on Student Financial Assistance (2001), AASCU (2000)

TABLE 15
FUNDING TRENDS FOR HIGHER EDUCATION
NEED-BASED VERSUS NON-NEED-BASED GRANTS
state and federal data

proportion % increase in % increase in
need-based need-based non-need-based
STATES
1982 90.9%
1999 80.5
FY93-FY99 (real $) 88% 336%
FEDERAL
FY1975 37%
FY1985 86
FY1998 61 (before federal tax credits and educational IRAs)

SOURCES: Mortenson (2001), Advisory Committee on Student Financial Assistance (2001).

TABLE 16
AVERAGE PER-STUDENT INSTITUTIONAL GRANT (§)
BY FAMILY INCOME
national data
Private Public
Low-income
1986-87 2,133 277
1995-96 3,473 539
Middle-income
1986-87 2,151 259
1995-96 3,830 332
High-income
1986-87 977 138
1995-96 1,738 209

SOURCE: Advisory Committee on Student Financial Assistance (2001), courtesy of M. McPherson and M. Schapiro.
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