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Keeping College Affordable

A Proposal from Two Economists

Public resources for higher education are facing the
same crunch as nearly every other sector of today’s
economy. Last year, 38 states faced budget deficits;
policymakers throughout the nation are looking for
ways to fill the gap. For example, state leaders have
proposed tuition hikes as large as 60 percent over two
years in the University of California system.

While the cost of attending many public institutions is
rising, the maximum amount of federal student aid
grants has not kept up. In fact, between the 1979-80
and 1987-88 school years, the average percentage of
college-going costs covered by the maximum federal
grant dropped from a high of 64.1 percent to 38.1
percent.

State grant and loan programs targeted by income
haven’t made up the difference. As a result, although
most students are able to secure enough aid to pay for
some sort of postsecondary program, the options
available to low-income and, increasingly, middle-
income students, are severely limited.

Policymakers are looking at ways to reform the higher
education finance system while at the same time
providing educational opportunity regardless of eco-
nomic background. Many states, for example, are
reviewing their policies of subsidizing the cost of
higher education — both directly, in the form of grants
and subsidized loans, and indirectly, in the form of
tuition charges set at levels far below cost. Meanwhile,
Congress is discussing a reauthorization of the Higher
Education Act that would include a sharp increase in
the ceiling on Pell grants and Stafford loans.

In order to broaden discussion about higher education
finance, this policy brief outlines a proposal for a
major change in federal financial aid, state tuition, and
state financial aid policies. The proposal is drawn from
a recently published book, Keeping College Afford-
able: Government and Educational Opportunity (The
Brookings Institution, 1991), by Michael S. McPher-
son and Morton Owen Schapiro.!

In the authors’ view, “affordability” should be under-
stood more broadly than keeping the financial contri-
bution of students and their families as low as possible.
Affordability should also take into account the budget
constraints faced by the nation. One purpose there-
fore, of McPherson and Schapiro’s research, is to help
citizens and policymakers determine whether scarce
resources are being invested as effectively as possible in
higher education.

A New Proposal for Government Support
of Higher Education

McPherson and Schapiro propose a way to enable
fiscally strapped states to charge students and their
parents a larger share of the actual cost of their college
education. This, they predict, would lower state spend-
ing on higher education, without jeopardizing the
educational opportunities of lower-income students
and without putting an undue burden on middle- or
upper-income students.

!Michael S. McPherson is the Herbert Lehman Professor of Economics at
Williams College, Williamstown, Massachusetts. Morton Owen Schapiro
is Professor and Chair in the Department of Economics at the University of
Southern California. They are co-directors of the Williams Project on the
Economics of Higher Education.
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In 1985-86, the states spent about
$30 billion for higher education —
more than three and one-half times
the amount spent for federal grants
and loans to college students —
while charging students roughly
one-quarter of those costs. The
authors believe the societal interest
in making higher education widely
available can be served even if that
percentage is raised somewhat.

The key element of the proposal is
to greatly increase and simplify the
federal aid programs targeted ac-
cording to the ability of students or
their family to pay. Such an in-
crease by rough estimate would
add about $11 billion to the cost of
federal student aid programs. The
additional federal spending, how-
ever, could be offset at a rate of
nearly 2 to 1 by higher state tuition
revenues and, potentially, could
reduce the total taxpayer-borne
cost of higher education by about
$12 billion.

In addition to achieving salutary
financial effects, the proposal’s
aims include:

® Targeting subsidies more effec-
tively for lower-income stu-
dents.

® Making high-quality education-
al opportunities available to
more lower-income students.

® Reducing the state-to-state in-
equities in terms of access
and affordability for less-ad-
vantaged students.

® Simplifying the federal student
aid system.

In a word, the proposal is to feder-
alize a greater share of the financ-
ing of higher education for lower-
income students. This would be
achieved by setting the maximum
federal aid grant for undergradu-
ate students at a level approximat-
ing the actual annual cost of a
year’s education at a typical, public
two-year college. This is the full
amount spent to provide that edu-
cation, not the partial amount
charged to students. Residence
costs would be included and a
student contribution subtracted.

In 1985-86, the educational and
general expenditures at public two-
year colleges averaged $4,223 and
room and board averaged $2,479.
Adjusting for inflation between
1985-86 and 1989-90 would bring
the total cost to about $7,800. The
contribution required of the low-
est-income students could be set at
a modest $2,000 annually, to be
raised from summer work, part-
time work during school and loans.
The resulting $5,800 grant ceiling is
more than double the current max-
imum of $2,400 and also is consid-
erably higher than what is being
debated in the reauthorization of
the Higher Education Act.

Grant awards would be limited to
the net cost to the students of the
institutions they are attending and
pegged to family income, declining
to zero for a typical family with one
child in college and an income of

$45,000. That is close to the medi-
an U.S. income for families whose
head is between 45 and 64 years old
— the group most likely to have
children in college. That also is
roughly the income level at which
the typical family is expected to
contribute $5,800 using current
federal methodology. Using an in-
come standard, it should be noted,
is different from the “need” stan-
dard now employed. The effect
would be that higher-income fami-
lies, even if they had multiple stu-
dents attending high-priced private
colleges, would not be eligible for
the greatly increased grants under
the proposal.

The new program would, in effect,
be a dramatic expansion of the Pell
grant program. This expanded
program would allow existing
campus-based direct-loan pro-
grams, supplementary educational
opportunity grants and work study
to be eliminated.

Accompanying this substantial in-
crease in the maximum federal
grant would be a reform of federal
loan programs for higher educa-
tion. Federal loans would still be
guaranteed — a necessary incen-
tive to get private lenders to partic-
ipate — but the interest charged
would no longer be subsidized. The
costs of anticipated defaults would
be built into a loan-initiation fee
and the money that had gone to
subsidizing the loans would be
shifted over to the grant program.
As a result, students would have to
borrow less and their repayment
costs would be virtually the same
as under the current program. The
reasoning is that a subsidized loan
is, in fact, a package consisting of a
grant and a smaller, unsubsidized
loan. Combining the two elements
in a single package makes it more
difficult to properly target either
the subsidies or the gunrantee that
makes the credit available for stu-
dents. McPherson and Schapiro
believe that grants ought to be
made to those who need subsidies,
loans to those who need credit and
some of each to those who need
both.



These changes in federal policy
would provide states with a power-
ful incentive to raise tuitions to
cover a much more substantial
percentage of their costs, but with-
out the fear of squeezing out lower-
income students. States that did
not do so would be foregoing sub-
stantial federal revenues. To the
extent that states did raise tuitions,
the proposal would shift to the
federal government a greater share
of the burden of paying for the
postsecondary education of lower-
income students.

The Rationale for
the Proposal

Why transfer these costs from the
states to the federal treasury?
McPherson and Schapiro argue
that fairness, ensuring equal op-
portunity and human capital de-
velopment are national concerns
whose costs ought, appropriately,
to be paid for by the federal gov-
ernment. More specifically, how-
ever, they believe the proposed
changes would improve the per-
formance of all segments of higher
education.

Many economists over the years
have complained that the low-
tuition policies of most states have
some significant disadvantages.
Not only are such subsidies poorly
targeted toward the most needy,
they also tend to insulate institu-
tions from competitive pressures.
In other words, because tuitions
are deeply discounted, students
usually are loath to complain
about low quality. If students do
complain, the disparity between
cost and price can be used as an
argument to undermine the com-
plaints’ validity. Further, regard-
less of quality, private institutions
are placed at a decided disad-
vantage because of their higher
tuitions.

The argument that public institu-
tions are insulated from compet-
itive pressures is probably most
persuasive on campuses that most-
ly serve lower-income students.
The existing financing system
typically gives these students little
choice about where to enroll,

particularly because they may be
financially compelled to live at
home.

With a captive clientele, institu-
tions are unmotivated to ensure
that what they offer is of the high-
est quality given the available
resources.

How Would the New
System Work?

In response to a large increase in
the maximum federal student aid
grant most states would likely raise
their tuitions substantially, to cap-
ture additional federal revenues.
When the existing grant program
began in the early 1970s, some
states did exactly that. McPherson
and Schapiro’s research suggests
that every dollar increase in federal
financial aid would lead to a 50-
cent increase in tuition at public
four-year universities and colleges.
If states went further, and raised
tuitions dollar-for-dollar, state
revenues would actually substan-
tially exceed the amount of the
added federal spending. That is
because the higher tuition would
be paid by far more students than
would receive the federal aid.

Some states might wish to devote
some of these new resources to
helping more affluent students —

those whose family income makes
them ineligible for the higher subsi-
dies — cope with higher tuition. If,
for example, states developed or
expanded need-based aid pro-
grams for state residents, the new,
higher tuitions might make even
middle- and upper-income families
eligible for some assistance.

Such a policy would, of course,
reduce the redistributive effects of
the proposed reforms. But, at least,
states pursuing such a policy would
have to do so openly, subject to
public debate. Currently, some stu-
dents are generously subsidized by
low-tuition policies and that situa-
tion, in some states, has come to be
seen as a virtual birthright rather
than a resource transfer dispropor-
tionately benefiting the affluent.

Even if states did not pursue such a
policy, middle- and upper-income
students are unlikely to forego
college because of its cost, say
McPherson and Schapiro. Lower-
income students, however, do
choose other life paths if they
believe the cost of college to be too
high. Thus, reducing the cost of
postsecondary education for low-
er-income students would help
achieve educational equity goals
without raising an insurmountable
financial barrier for more affluent
students.



Opening the Doors to
Private Colleges

How would the proposed reform
affect private institutions? Lower-
income students are enrolled dis-
proportionately in public insti-
tutions. Although most private
college students receive some form
of financial aid, rarely are institu-
tions able to cover all of their costs.
As a result, they choose to enroll
elsewhere. The higher federal
student aid grant would help close
that gap — by reducing the required
institutional contribution — and
would in so doing offer lower-
income students more choices.

The increased federal aid would
result in more public money going
to private institutions and some
might question whether that is jus-
tified. Two considerations argue
that it is. First, most of the addi-
tional money going to private in-
stitutions would result from an
increase in enrollments of lower-
income students: this would be an
intended, positive outcome of the
program. Second, there is no rea-
son to think that the education
lower-income students would re-
ceive at private institutions is of
any less societal value than that
provided at public institutions.
Moreover, in states such as Cali-
fornia, which are finding it hard to
accommodate the students who
want to attend public four-year

4 institutions, enabling more stu-

dents to attend private colleges
provides an economical alternative
to adding costly capacity into the
public system.

Most private colleges and univer-
sities currently charge more than
the maximum grant proposed and
would have no incentive to in-
crease their prices. The relative
handful of institutions now charg-
ing less than $7,800 including resi-
dence costs could profitably raise
their prices, but that may not be
bad. Higher tuition, if it resulted in
higher spending at such institu-
tions, might well bring commen-
surate improvements in quality.

Because the proposal would target
grants according to income, rather
than need, the high grant ceiling
proposed would not enable private
institutions to unilaterally raise
tuitions without suffering market
consequences. If the current needs
standard were retained, however,
even relatively high-income fami-
lies with multiple students enrolled
in high-cost institutions could be
deemed eligible for benefits. In that
case, the new benefit levels could
lead to unwarranted, and unwise,
tuition and spending hikes.

Non-Traditional Students
and Institutions

Using existing eligibility criteria, a
large portion of the proposed
higher aid grants would go to non-
traditional students: independent
adults; part-timers; students en-
rolled in non-degree programs
in community colleges and attend-
ing proprietary vocational trade
schools. It is not clear that, when
distributed this way, the higher
benefit amounts would contribute
to achieving the goals of greater
equity or efficiency.

A technical matter is that needs-
analysis is less accurate in measur-
ing the ability of independent
adults to pay for college than it is
in measuring families’ financial
strength. A larger issue is that all
postsecondary education activities
may not be of equal value to soci-
ety. Continuing education, or even

much of vocational training, may
not always be worthy of federal
subsidies.

The second issue is of greater con-
cern, according to McPherson and
Schapiro. They believe that most
public institutions would, and
should, raise their tuition charges
in response to an increase in stu-
dent aid grants. They also believe
that most private colleges and uni-
versities already charge more than
the proposed maximum grant and
would not be inclined to raise their
fees. It appears, however, that a
large percentage of proprietary
institutions charge roughly the
same as the current maximum sum
of Pell grants and Stafford loans
— about $5,000 annually per stu-
dent. If that maximum were to
increase, those institutions would
likely raise their fees as well,
although they may not use the
additional revenues to increase
program quality.

These concerns about equity, effi-
ciency and resource utilization ex-
ist regarding vocational education
even under the current student aid
structure. But they are often ob-
scured because federal student aid
programs are now more indirect
and complex than they would be
after the proposed reforms. Bring-
ing such subsidies into the open
would be a catalyst for discussing
the value of such expenditures to
society.




The point to remember is that if
this proposal makes sense for
financing traditional college stu-
dents at academic institutions, the
existence of other groups of stu-
dents and other kinds of institu-
tions that receive support from the
public should not be an insur-
mountable obstacle to reform. If
society determines that adult and
vocational education ought to be
supported by student grants, then
so be it. But there may be alterna-
tive ways to support these other
educational opportunities that
may be more economical.

For example, aid to support non-
degree programs or short-term
vocational training could be ad-
ministered separately from aid for
academic programs that lead to
degrees. Such programs might, as
an example, be supported through
contracts with providers. Students
eligible to attend programs sup-
ported in this manner would be
selected jointly by the provider and
the funding agency. Students
would not pay tuition and their
living expenses might be funded
directly. This arrangement would
allow the government to impose
performance standards, to supply
training appropriate for the re-
gional labor market and to more
tightly regulate educational costs.

Such an arrangement would, in
itself, represent a significant

change in how adult and inde-
pendent students receiving student
aid for vocational or other non-
degree programs are treated. But

the way such students’ needs are
addressed, even if they attend
academic programs, ought to be
carefully structured if the size of
the maximum grant is increased.

A needs analysis system should be
developed that will avoid creating
an incentive for students to move
from dependent to independent
status; independent students ought
to be required to contribute more
for their education than is required
of dependent students; and, finally,
the system should assess an in-
dependent student’s ability to pay
not on his or her resources while
in school but, rather, on the re-
sources available for several years
prior to enrolling.

Budgetary and Enroliment
Implications

The proposed plan’s cost and effect
on enrollment would depend on
the reaction of students and college
administrators to the changes.
Consider the cost, for example, if
all institutions, public and private,
raised their tuitions enough to be
able to collect the maximum feder-

al grant amounts on behalf of their
students. The cost to the govern-
ment of increasing the size of
grants for private college students
now receiving a Pell grant or Staf-
ford loan would be about $1 bil-
lion. The cost of serving private
college students who would be
newly eligible — as a result of the
higher grant ceiling — would be
about $1.1 billion.

The additional costs of the higher
grants for students currently en-
rolled at publicly funded campuses
would be about $3.4 billion —
again assuming that all colleges
raised their prices enough to collect
the maximum amount from the
program. Students who would be
newly eligible for assistance —
because their colleges raised the
tuition they charge — would add as
much as $8.8 billion annually to
the cost of the program.

The combined added cost of the
new, higher federal subsidies for
lower-income students in public
and private colleges could come to
$14.3 billion.

The cost of other federal student
aid programs would fall or be
eliminated altogether, partly off-
setting the additional expenses.
The three campus-based aid pro-
grams to be eliminated would save
$1.2 billion. Eliminating the inter-
est subsidies for Stafford loans also
would generate substantial savings
of between $1.4 billion and $2.3
billion. The total net increase in
costs for the higher grant programs




and the remaining loan program
would be about $11 billion.

McPherson and Schapiro’s theory
is that the new, higher tuitions that
public colleges and universities
could charge as a result of the
greatly increased Pell grant awards
would generate substantial re-
venues. To illustrate: in 1987-88,
the average cost (including room
and board) of attending a public
college or university was $3,960; if
that average were to rise to $7,800,
the increase in state revenue would
be about $23.2 billion. Thus, unless
states used part of the increased
tuition for local student aid pro-
grams or program improvements,
the net effect of the proposed poli-
cy would be to reduce total state
and federal government spending
on undergraduate education by
about $12 billion.

Conclusion

Although no one can be sure of the
future, the ability of the states to
continue financing high-quality
postsecondary education while
keeping tuitions low for all stu-
dents is likely to be sorely tested in
the years ahead. Without real
changes in the financing system,

lower-income students’ educa-
tional opportunities are likely to
continue to evaporate.

The reform proposed envisions a
substantial increase in federal
spending on student aid, offset by
reductions in state spending. This
runs counter to what has happened
in recent years, when the federal
government has pushed more and
more fiscal burdens onto the states.
Now, although the federal budget
is still badly out of balance, states
are reaching their capacity to tax
their citizens to pay for services.
That is why, during the 1990s,
proposals such as this might be
welcomed.

Moreover, some of the more pres-
sing issues we face — K-12 educa-
tion, prisons, health care — are
clearly state and local responsibili-
ties. Higher education, and in par-
ticular making higher education
available regardless of a student’s
income, seems appropriately sub-
sidized by the federal government.
That is why increasing federal
spending for higher education, as
part of a broad package of reforms,
may well be in order. Further pres-
sure in this direction might arise
from a renewed interest in state tax

cuts or from proposals to reduce
the deductibility of state income
taxes on federal returns — which
make it more difficult for states to
raise revenues.

A reform proposal such as this
would have to be implemented
gradually. And it would likely have
to be part of a more far-reaching
reexamination of which level of
government pays for what services.

Still, whatever hurdles to imple-
mentation, McPherson and Scha-
piro believe that their proposal, or
else something equally comprehen-
sive, is required to enable student
aid programs to achieve their goals
of equity and accessibility.

Need-based student aid, and in
particular the federal Pell grant
program, encourages lower-in-
come students to go to college,
makes their education expenses
fairer in comparison to students
who are not poor, and should not
lead to price hikes on private cam-
puses that would negate increases
in the grants. Therefore, urge
McPherson and Schapiro, need-
based aid should be expanded as
the key element of reforming
higher education finance.
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