%l ARIZONA STATE
UNIVERSITY

Colorado

University of Colorado at Boulder

EDUCATION PoLICY 1 ti
EPRU EPIC) fisster

RESEARCH UNIT

Interest
Center

DOCUMENT(S) REVIEWED:
AUTHOR(S):
PUBLISHER/THINK TANK(S):
DOCUMENT RELEASE DATE(S):
REVIEW DATE:

REVIEWER:

E-MAIL ADDRESS:

PHONE NUMBER:

EPSL DOCUMENT NUMBER:

“Michigan Higher Education: Facts and Fiction

Dr. Richard Vedder and Matthew Denhart
Mackinac Center for Public Policy

June 20, 2007

July 5, 2007

Jose Luis Santos

jsantos@gseis.ucla.edu

(310) 825-7549

EPSL-0707-238-EPRU.pdf




Summary of Review

The findings and conclusions of a new policy brief from the Mackinac Center for Pub-
lic Policy are poorly grounded and misleading. The report, entitled “Michigan Higher Edu-
cation: Facts and Fiction,” does raise a number of important issues concerning the financ-
ing of public universities, but the study is firmly rooted in a strong, ideologically based
conceptual framework. Rather than explore how universities have been affected by or re-
sponded to state cutbacks and how this resulting behavior affects state economic growth,
the report seeks to confirm the authors’ belief that there should be less government in-
volvement in the funding of public universities. The authors narrowly focus on benefits
from higher education that accrue to individual students, despite considerable empirical re-
search from other scholars showing societal benefits. The report’s attempt to model the re-
lationship between state spending on public higher education and that state’s economic
growth suffers from these and other flaws. In short, the authors grossly overstate their find-
ings and policy-makers should view with great caution the conclusions drawn and policy
recommendation to reduce state funding for public universities.
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l. INTRODUCTION

The report released by the Mackinac Center
for Public Policy, “Michigan Higher Educa-
tion: Facts and Fiction,”" is essentially an
advocacy document designed to push state
and federal policy-makers toward the posi-
tion that increased state appropriations for
higher education are wasteful due to inher-
ent inefficiencies and to the difficulty in
measuring productivity.

Consistent with this intent, the report’s au-
thors, Richard Vedder and Matthew Den-
hart, focus almost exclusively on the rela-
tionship between government spending and
economic growth. Their primary findings in
this short study are as follows: 1) During a
period of sharpest cutbacks in appropriations
(between 2000 and 2004), Michigan public
universities did just fine financially; and 2)
higher state appropriations are associated
with lower economic growth.

These findings are counter-intuitive and
hard to accept at face value, and their be-
lievability is made even harder because—as
explained below—such strong assertions
come from a particularly weak data source
(as acknowledged by the authors them-
selves). Further, the authors’ analysis fails to
sensibly account for revenue streams, such
as tuition, fees, and private fundraising, in
addition to state appropriations. In sum, the
authors’ strong assertion that no positive
effects on economic growth are associated
with higher education spending via state
appropriations is far-fetched, given the weak
dataset and the inherent complexity in un-
derstanding the causes of economic growth.
The direct and indirect effects of state ap-
propriations are certainly an important sub-
ject of investigation, but meaningful analy-
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ses need to take into account the layers of
political and economic nuances embedded in
those appropriations in any given budget
cycle and state. In particular, indirect effects
can accrue to society through what econo-
mists call “externalities.” Vedder and Den-
hart describe externalities as “spillover ef-
fects,” which is a reasonable way to charac-
terize them. For instance, high-tech compa-
nies often choose to locate near research
universities, thus bringing jobs and tax reve-
nues to a region.? As discussed below, the
new report expressly decides not to take
these externalities into account.

Although the authors use appropriate econo-
metric techniques to analyze their data, they
grossly overstate their findings. This is in
part because the authors seem to ignore
weaknesses in data and what methodologists
call “model specification” (discussed below)
when they discuss conclusions and policy
implications. Moreover, responsible scholars
who examine higher education from an in-
vestment standpoint should take into ac-
count the political, economic, and social
considerations resulting from those invest-
ments. These authors do not do so.

Because the long-term trend in most states is
toward tighter budgets, universities have
seen their share of state-level revenues de-
cline, both in real (inflation-adjusted) dollar
spending and relative to other core busi-
nesses of a state, such as K-12 education,
public safety, and health and human ser-
vices.* In order to maintain and increase
their competitive positions in a global higher
education marketplace, public universities
have had to become more entrepreneurial
and to shift greater financial demands to
students and their families.* Specifically,
most public universities have had to increase
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their tuition and fee levels and put into place
additional fees for technology, laboratory
usage, recreation, and the like in order to
offset real decreases in state appropriations.
Moreover, public universities have had to
increase their capital campaigns to raise
record dollar amounts from private donors,
usually monies that are for restricted use.’

1. FINDINGS AND CONCLUSIONS
OF THE REPORT

A discussion of the two major findings of
the report, below, is followed by a short
discussion of some of the additional conclu-
sions and assertions that the authors have
interspersed throughout their report.

Findings and Conclusions
from the Short Study

There were two major findings offered by
the authors of this report:

1. During a period of sharpest cutbacks
in appropriations (between 2000 and
2004), Michigan public universities
did fine financially; and

2. Higher state appropriations in
Michigan have been associated with
lower economic growth.

Table 1 on page 2 of the report is the main
source of evidence to support finding No. 1.
The table shows increased revenue per stu-
dent (full-time equivalent student, or “FTE”)
in 2004, as compared to 2000. The authors’
use of this table is misleading, however,
since they switch back and forth between
two very different types of numbers. Spe-
cifically, the authors are trying to debunk an
empirical claim that state appropriations for
higher education have declined (adjusted for
inflation) over the last 20 or so years.® To do
so they point to Table I and assert that “real
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revenues per FTE were higher” during the
timeframe of interest. As the authors them-
selves acknowledge, however, state appro-
priations and revenues per FTE are not the
same thing. The revenue per FTE reported in
Table 1 is total revenue and thus includes, in
addition to state appropriations, such items
as endowment revenue, research and other
grants, hospital revenues, tuition and fees,
and non-academic funds. This includes, for
instance, revenue generated when Michigan
played USC at the Rose Bowl to end the
2003 football season. In other words, it is
total revenue, irrespective of source. And the
source does matter, since an increase in one
source usually offsets a decrease in one or
more other sources.

The report’s authors use total revenue per
FTE to argue that the University of Michi-
gan-Ann Arbor “did not experience severe
austerity” (p. 2). In fact, the authors point-
edly tell the reader that the “University of
Michigan-Ann Arbor was expanding its op-
erations at a rapid rate at a time of genuine
economic stress in the state” (p. 2). They
make these arguments even after having
acknowledged that the measure they use to
compare the two years includes all revenue
sources, including student fees, etc. That is,
the authors’ basic argument seems to be that
higher education institutions, or at least the
state’s flagship university, can find ways to
financially succeed even when the state cuts
back its support.

It is, in fact, the case that the University of
Michigan-Ann Arbor has demonstrated an
ability to tap into new revenue streams
above and beyond tax-supported dollars.
Undoubtedly, this is university behavior that
the report’s authors embrace. But policy-
makers may want to exercise some caution
before joining in the embrace. For even
while the University of Michigan-Ann Ar-
bor continues to generate offsetting revenues
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to make up for state shortfalls, it finds itself
behaving more and more like a private uni-
versity, with students asked to pay higher
tuition and fees in order to maximize the
university’s non-restricted revenue stream.’
Caution is also warranted because less-
sought-after colleges and universities will
not be in the same position to demand higher
tuition and fees, and smaller universities are
usually not able to raise the amount of dol-
lars that can be raised at larger ones.

In a nutshell, while revenues per FTE may
have increased from 2000 to 2004 at almost
all Michigan higher education institutions,
the revenues from state appropriations were
much lower. It is misleading to suggest that
the two sets of numbers are the same or even
have similar policy implications. And this
certainly undermines this key finding from
the report. Given the report’s clear goals, an
approach that would have been more honest
with readers might have been for the authors
to have presented an analysis of how public
higher education institutions respond to state
cutbacks. They might have then argued that
the resulting shift toward privatized educa-
tion is beneficial. Instead, they have written
a report that confuses the reader by using
data about pears to draw lessons about man-
gos.

The claim that higher state appropriations
are associated with lower economic growth
lacks a research foundation, particularly
given that the authors here are trying to ar-
gue that the first causes the second. The au-
thors present their results in strong, absolute,
and definitive terms, rather than recognizing
that the existing research on economic
growth studies is far from definitive. It
should go without saying that many other
factors contribute to growth. Moreover, it is
flat wrong to firmly assert that state appro-
priations have no positive spillover effects
on a state’s economy. The fact is that, for
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data availability reasons discussed in sec-
tions 111 and IV of this review, research to
date has not established a clear relation-
ship—positive or negative—between state
spending on higher education and economic
growth.

As also discussed later in this review (sec-
tion 1V), the authors present something
called a “fixed-effects model,” which is an
attempt to isolate the effects on the state
economy of spending on higher education,
after controlling for other possible factors.
The model is problematic, however, because
the authors failed to consider important mi-
cro and macro variables linked to economic
growth® that can be combined at different
levels of aggregation: state, institution, and
the higher education marketplace. As a re-
sult, the report’s second finding (which as-
sociates higher spending with lower growth)
rests on a weak foundation that can and
should be revisited by taking into account
the discrepancies pointed out throughout this
review.

Extraneous Findings made
throughout the Report

The authors include unsupported pro-
nouncements that may lead readers to incor-
rectly believe that the veracity of the claim
is without question. In doing so, they do not
appear to have considered key realities sur-
rounding higher education in general and
public universities specifically.

An example of such a claim is the notion
that “that the observed shrinkage in state
appropriations over the first half of the dec-
ade was actually a positive development” (p.
1). This claim is consistent with an ideologi-
cal belief rooted in the idea that public
higher education is a cost to a state and that
it is not a necessary or positive investment
yielding returns to individuals and to GDP
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in direct and indirect ways. But should not
the authors and readers consider the effects
of the tax savings? Were taxes lowered?
Were the savings reinvested? If so, how? On
its face alone, this claim is merely a po-
lemic.

The authors also offer a rather unfounded
comparison of two sets of states. They exalt
the “10 states with the most rapid economic
growth [which] expanded their spending on
higher education on average at a modest
pace, from 1.31 percent to 1.44 percent of
personal income” (p. 5). And they disparage
the “10 slowest growing states, [whose]
higher education spending grew rapidly on
average, from 1.80 percent to 2.21 percent
of personal income” (p. 5). Yet while this
cut of the data—this superficial compari-
son—may raise some interesting questions
suggesting future, serious research, what is
presented in the report is far from enough to
draw even tentative conclusions. Higher
education spending is merely a sliver of
what explains economic growth. In fact, the
authors in this case selectively chose a 20-
year time period between 1980 and 2000
and they never address the implication of the
two economic recessions during that time
period (and they never address whether the
results might be different if they included
the recession that followed in 2001). More-
over, what is the proper baseline from which
to draw conclusions about economic
growth? If it is not the arbitrary time period
the authors use, then what should it be?

The report’s core findings, as well as these
extraneous findings weaved throughout, are
further weakened by the authors’ frequently
expressed sentiments about what is “wrong”
with public higher education nationwide and
why the state of Michigan should further
reduce its spending on higher education.
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1. THE REPORT’S USE OF
RESEARCH LITERATURE

This policy brief fails to include a literature
review. Instead, the report exclusively cites
the first author’s previous book (“Going
Broke by Degree: Why College Costs Too
Much”), as well as an article he authored
that was published in the Journal of Labor
Research, and a policy brief published by
the Mackinac Center for Public Policy ear-
lier in 2007.°

Vedder’s book was thoroughly vetted by a
renowned labor economist, econometrician,
and higher education scholar, Ronald
Ehrenberg, who is Irving M. lves Professor
Industrial and Labor Relations and Econom-
ics at Cornell University and Director of the
Cornell Higher Education Research Insti-
tute. Ehrenberg raises a number of issues of
concern stemming from Vedder’s book,
issues that carry over into the new report.*
Ehrenberg’s main critiques are as follows:

1. Vedder’s book is a “good diagnosis
of the uses facing public higher edu-
cation, [but] it also often is a polemic
in which political philosophy, rather
than empirical evidence, shapes
statements and drives policy conclu-
sions;” (p. 739)

2. Absent from his vision of higher
education is “any notion that re-
search, graduate education, and ex-
tension and public service activities
have value;” (p. 740)

3. Vedder “does not make clear here
that tuition increases and cost in-
creases are two different concepts;”
(p. 742) and

4. Speaking to Vedder’s question as to
how have universities utilized their
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enhanced revenues, Ehrenberg points
out that “increases [albeit small, 0.6
percent a year] in state appropria-
tions per student for higher education
have been insufficient to keep up
with the rising costs of higher educa-
tion” (p. 743).

Setting aside such concerns for a moment,
many researchers and policy-makers would
agree that the issues addressed in this new
report are important and very much worthy
of investigation. Serious policy questions
exist around efficiency of spending and
around the economic and social effects of
higher education. Policy-makers in the state
of Michigan, lawmakers throughout the
country, and anyone interested in higher
education finance issues in general would
benefit from a better understanding of the
complex relationship between public fund-
ing and public higher education institutions.
What follows is a short literature review of
the type that should be provided to policy-
makers grappling with the complexities of
the issues.

Importantly, one of the authors’ key as-
sumptions may, in fact, be correct—that
“state appropriations for higher education
have [by themselves] no positive effects on
economic growth as claimed by many uni-
versity presidents” (p. 1). When state appro-
priations are combined with other revenue
streams, however, they may have a larger
impact on a State’s Gross Domestic Product,
and, in the aggregate, have a positive rela-
tionship with economic growth.'* Existing
research has not established a clear relation-
ship between state spending on higher edu-
cation and that state’s economic perform-
ance.’ The ambiguity of the nature of the
relationship is not suggestive of a lack of a
link, however. To the contrary, it points to
the difficulty in measuring many of the posi-
tive externalities (the spillover effects) that
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flow from the relationship and are difficult
to measure.

We know that these effects exist, but we
can’t attach accurate numbers to them, so we
cannot conclude whether or not their contri-
butions to a state’s economic performance
results in an overall positive financial in-
vestment. For example, ample empirical
evidence points to the economic returns to
individuals with some college work or
above.®® What is more difficult to measure
empirically are the economic returns to soci-
ety. A person earning more is likely to pay
more taxes, for instance. She also may be
less likely to end up as an economic burden
to the state, receiving public assistance or
landing in prison.* But what exact benefit
can be attributed to the state’s investment in
higher education? In general, we can link
individual benefits to societal benefits, but
we have a much more difficult time quanti-
fying those benefits.”® Public investment in
higher education is a central factor in stimu-
lating and enhancing economic growth and
development because it furthers formation
of “human capital” (productive skills and
knowledge) and contributes to technological
advances and discoveries. Further, benefits
accrue to society in the form of such factors
as lower crime rates, increased charitable
giving, and improved quality of life for off-
spring.*® Higher education also moves soci-
ety towards income equality, which is a nec-
essary condition for social mobility and sta-
bility.!” This worthy goal is much more nec-
essary today, given the growing social ine-
quality that persists in this country.®

Again, among scholars and researchers there
is little controversy about the existence of
these benefits. The difficulty lies in attach-
ing accurate numbers. Faced with this
weakness in our current knowledge, the ap-
propriate response is not to dismiss or ignore
what we do know, the approach taken in the
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new report; rather, it is to present readers
with a transparent analysis that makes a best
effort to account for all relevant factors.

In this regard, it should be noted that some
scholars do argue that the relationship be-
tween public spending on higher education
and economic health is marginal at its best
and negative at its worst, mainly benefiting
the middle and upper classes.” Similarly,
scholars have charged that higher education
spending is a form of regressive taxation,
since costs are diffused throughout society
while providing concentrated benefits to the
few who go to college.’® This view is, in
fact, shared by the new report’s authors.

Again, a balanced literature review for this
report would have, at the very least, pointed
out that economic growth studies are mixed
and are not conclusive regarding the rela-
tionship between public spending and state
economic growth.

V. REVIEW OF THE REPORT’S
METHODOLOGIES

The report’s analyses relied heavily on the
Integrated Postsecondary Education Data
System (IPEDS) data.* This dataset is
known by scholars and institutional re-
searchers across the country to have certain
limitations regarding its use for state com-
parisons.”? The authors acknowledged that
the “data are not perfect;” but they failed to
clarify how this imperfection may or may
not affect their results. What follows is an
overview of some of the known imperfec-
tions and issues associated with relying
heavily on IPEDS finance data.

With regard to higher education revenue,
IPEDS reporting is problematic for reasons
including the following:

http://epsl.asu.edu/epru/ttreviews/EPSL-0707-238-EPRU.pdf

1. When universities report their insti-
tutional data to the Department of
Education, they vary widely in how
and what they report. For example,
some universities may include ap-
propriations for their main campus
only or for their main campus com-
bined with branch campuses, medi-
cal and health science centers. In the
case of public land grant universi-
ties, appropriations may or may not
include agricultural extension and/or
agricultural experiment stations.

2. Information on tuition and fees var-
ies widely, as tuition refers to costs
associated with instruction while
fees are associated with athletics,
technology, or the like.

3. Endowment income also varies
widely in how it is reported and in
whether these totals can be recon-
ciled with public annual reports.
This accounting issue is problematic
and difficult to capture accurately.

On the expenditure side, IPEDS again has a
number of known concerns. For example:

1. Itis not always clear whether it is the
state or the university that pays debt
service, workers compensation,
fringe benefits, retirement, and utili-
ties.

2. Instruction and research expenditures
vary widely in fund accounting,
since definitions for instruction and
research vary across institutions,
thereby causing variations in how the
information is presented in the data-
set.

These are not the only concerns that re-
searchers have with using IPEDS data for
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state comparisons regarding revenue and
expenditures. In fact, one of the biggest is-
sues about university comparisons is the
variance (within a university and between
universities) that is associated with whether
a school is a public land grant and whether it
has a medical school. For this reason, re-
searchers who do insist on comparing such
institutions using IPEDS should apply a
statistical correction for this known discrep-
ancy.?

The sophistication of the econometric mod-
els used by Vedder and Denhart for the data
seems appropriate. Omitted variable bias®
may be present, however. That is, key vari-
ables may be missing from the authors’
model.

For instance, the authors failed to control for
the presence of private universities. That is,
they omitted the effect that a low number of
public universities or a high number of pri-
vate universities has on any given state. For
instance, Massachusetts and other northeast
states have a high proportion of private uni-
versities, whereas Arizona has no private,
not-for-profit, four-year universities compa-
rable to the three public universities in that
state. This wide-ranging effect should be
accounted for in any attempt to model the
effects sought after by the authors.

The authors also failed to include in their
model the effect that other revenue streams
in concert with state appropriations have on
economic growth—such as tuition and fees,
private monies, and the like. It is inaccurate
to suggest that economic growth is narrowly
dependent on state appropriations to public
universities, since pubic universities have
had to increase their tuition and fees largely
to offset decreases in state appropriations.
These universities have also had success in
raising large sums of non-discretionary dol-
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lars from private donors resulting from capi-
tal campaigns.®

In addition to the data problems, the report
suffers from the common trap of confusing
correlation with causation. The purported
negative relationship between higher educa-
tion spending and economic growth may or
may not exist.?® But the relationship itself
may be spurious, such as the correlation
between airline travel and ownership of ex-
pensive cars. Neither causes the other;
rather, their cause is found in other factors
(in that case, overall wealth is likely the
primary “cause”). Also, there is general con-
sensus that better analyses involving time
series designs are needed, as well as better
data. That is, the time frame the authors
choose is arbitrary and could have contrib-
uted to the findings. A different time period
could lead to an opposite result.

In short, effective and complete economic
growth equations would have to be too
complex, given the available data. Too many
direct and indirect effects exist and are usu-
ally not adequately specified in an econo-
metric model of this type.

V. REVIEW OF THE VALIDITY OF THE
FINDINGS AND CONCLUSIONS

The validity of the findings in this report is
problematic because the authors have failed
to consider key realities surrounding higher
education in general and public universities
specifically.

The authors’ conclusions are pretty straight-
forward, and they do not mince words. The
power and validity of their claims to direct
public policy stand on shaky ground, how-
ever.
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First, the authors state that the “alleged
‘positive externalities’—or spillover effects
of higher education—appear to be over-
blown, at least regarding economic consid-
erations” (p. 6). In fact, they go on to say
that “the opposite appears [to be] the case:
more university spending might actually
lower living standards for all, having nega-
tive spillover effects” (p. 6). What is prob-
lematic about these statements taken to-
gether is that in the first statement the au-
thors implicitly acknowledge that this was a
narrow research design that only considered
a narrow economic variable. Yet, the authors
then make sweeping assertions about lower
living standards—the type of quality of life
issue that transcends economic variables.
These two statements cannot be reconciled;
rather, the authors have carelessly pushed
their conclusions considerably beyond what
their data allow.

The authors state that the “benefits of higher
education accrue primarily to the users [in-
dividuals] ... wherever they choose to make
their homes after graduation”(p. 6)—
suggesting that a state should not be making
such investments since that particular state
may not benefit. This is not a valid conclu-
sion and flies in the face of the empirical
evidence linking social benefits to higher
education.?” Moreover, whether a state is an
importer or exporter of college graduates,
states do benefit from higher education in-
vestments.?® These authors’ clear beliefs
have led them to conflate the idea of less
state investment in public higher education
with the idea of social optimality. That is,
they believe that it is socially desirable to
spend less money on public higher educa-
tion.
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VI. USEFULNESS OF THE REPORT
FOR GUIDANCE OF PoLicy
AND PRACTICE

This report makes an argument centered on
the notion that tax reduction is an economic
growth-inducing strategy and the notion that
higher education spending is not growth
inducing, so state policy-makers should de-
crease spending on that activity.

This point of view lacks empirical support in
the overall research literature (omitted from
the report) and is not wholly supported by
the findings of the report itself, since there
are model specification errors and mischar-
acterizations of the benefits of higher educa-
tion (the authors emphasize the benefits to
individuals while ignoring the direct and
indirect benefits to society), among others.

Moreover, this study fails to meaningfully
lay out the menu of policy options that can
be exercised if Michigan (or any other state)
realistically chooses to reduce spending on
higher education. The only policy option—
which addresses economic growth but not
higher education—offered by the authors is
that the “fruits of higher tax revenues [re-
sulting from constrained spending by both
government and universities] over time
would lower the tax burden” (p. 6). Policy-
makers are led to believe that this is the only
policy option that leads to greatest economic
growth.

While the conclusions of this study are sure
to be cited in the often contentious budget
appropriation deliberations among gover-
nors and legislatures across the country, the
ideological framework, data, analyses, and
policy recommendation should be viewed
with great caution.
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