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1.0  Introduction

A major change that has accompanied the world-wide “massification” of higher education is the new-found openness of policymakers to the use of competitive markets to steer the university sector.  In many countries efforts to improve the quality of publicly provided higher education, both in teaching and in research, are leading to experiments with market-based policy instruments (Teixeira, et al, 2004).  The perceived quality of universities in the competitive US system – what Trow (2000) has termed the “American advantage” -- has inspired much of this interest in market forces.  While a number of these market experiments may also be motivated by a desire to restrict public expenditures in rapidly expanding systems of higher education, many policymakers and academics believe that there is a relationship between the degree of market competition and academic quality (Dill, 2005).  
This presumed relationship between academic quality and market competition clearly influenced US federal policy decisions on the financing of higher education in the years following World War II.  In 1972 the US Congress explicitly rejected proposals for federal grants to institutions in favor of federal student assistance on the grounds that student loans and grants would promote competition for academic quality within the US system.  In current debates about the renewal of the Higher Education Act, members of the US Congress have expressed growing concern about declining academic standards amid rapidly rising public and private college tuition costs.
  Consistent with the traditional US commitment to competitive markets for coordinating higher education, Congress is proposing legislation designed to empower consumers with better information on university academic performance.
  Similar arguments for a link between market competition and academic quality are now being advanced in the UK (DfES 2003) as policymakers and university leaders debate the most appropriate means of regulating its rapidly expanding system of higher education.  Frustration with new state quality assurance policies has also motivated academics in various parts of the world to look to market competition as a preferred alternative.  A former Vice-Chancellor of Cambridge University asserted that “…it was time to eliminate the [Quality Assurance Agency] external assessment process and allow ‘the market’ to rule’…” in the UK (Maslen, 2000).

Clark’s (1983) classic “triangle of coordination” suggested three principal modes for coordinating or controlling behavior in academic institutions:  state regulation, professional self-regulation -- what Clark termed “the academic oligarchy”, and market forces.  Many economists argue that in mass systems of higher education coordination by “competitive markets” is more allocatively efficient, all things being equal, than coordination by government regulation or by voluntary or self-regulation (Teixeira, et al, 2004).  Barr (2004), for example, notes that young adults are better informed about their needs and better able to make choices than school-age students.  Furthermore, unlike school-age students, university students’ tastes are diverse, university degrees are becoming increasingly varied, and academic innovation is becoming more rapid.  For these reasons Barr (2004) argues that while it is reasonable to question competitive markets for the provision of school education, market provision of higher education is in the public interest.

But what has been the experience with market regulation of academic quality?  How effective have the existing market for academic programs in the US and the emerging market in the UK been in assuring academic standards?  These questions will be explored in the sections to follow.  The first section provides a brief definition of the concept of academic quality as applied in this paper.  The next section examines the experience among universities in the UK, where market competition has been recently introduced.  The analysis continues with a more extensive discussion of the US system, which is generally acknowledged to be the most market-oriented system of higher education in the world.  The penultimate section reviews the influential role played by commercial university league tables in the UK and US higher education market.  The paper concludes with an overall assessment of market regulation of academic standards and the possible implications for public policy.

2.0  Academic Quality and Academic Standards

In the growing literature on academic quality there is often extensive debate about the meaning of the term (Green, 1994).  Many have suggested that “academic quality” is amorphous, non-measurable, or so ambiguous in meaning as to be not appropriate for public intervention.  From a public policy perspective I would argue that academic quality is equivalent to academic standards; that is to the level of academic achievement attained by higher education graduates.  Public subsidies of higher education in all countries are argued to be in the public interest because of the human capital that graduates provide to society (Becker, 1964).  Human capital is used here in its broadest meaning to include not only the contributions that educated graduates make to the economy, but also the non-monetary benefits they contribute to society through improved parenting, healthier lifestyles, greater civic participation, and increased social cohesion (Haveman, et al, 2003).  From this perspective the public interest is best served by an institutional framework of policies, norms, and rules (North, 1990) that maximizes in as efficient and equitable a manner as possible the academic standards attained by graduates.  This definition of academic quality as equivalent to academic standards is also consistent with the emerging focus in higher education policies on student learning outcomes -- the specific levels of knowledge, skills, and abilities that students achieve as a consequence of their engagement in a particular college or university program (Brennan and Shah, 2000).

Academic quality in this sense is a necessary component of any discussion of cost and access in higher education (Berdahl and Spitzberg, 1991).  For example, policy makers must consider whether the rapidly increasing public investment in higher education is purchasing more, less, or comparable levels of academic achievement among students.  Without some knowledge of the relationship between the level of public investment in higher education and the level of academic achievement produced the public debates about higher education cost can be seriously misleading.  Even if a government adopts a market orientation to higher education, which produces as in the US varying levels of academic quality among institutions, there is an important public interest in academic standards.  If the market is to function efficiently, individual consumers need to be able to fairly evaluate the relative value-added by colleges and universities of widely varying cost.  Similarly, policymakers in most countries who are concerned with access to higher education must confront the often-unasked question, “access to what?” (Massy, 2003).  Attention to access without a commensurate concern with the level of learning outcomes of institutions of higher education may not yield the social and economic benefits expected.

3.0  Market Competition and Academic Standards in the UK

UK universities are to be distinguished from “public” universities in other parts of the world in that they are autonomous, property-owning institutions whose independence is guaranteed by Royal Charter or by Parliamentary Statute.
  In this sense, their governance is more similar to not-for-profit, private universities in the US than to the state-sponsored universities of many other countries including the US.  As with US private universities, UK universities are fully responsible for the management of their own financial affairs, appoint and employ their own staff, recruit their own students both nationally and internationally, design their own curricula, and award their own degrees.  Into the 1980s there was also some competition among English universities for students with the highest “A” level scores (secondary school leaving certificates) and for research recognition.  The rewards in this competition were greater institutional prestige and more interesting teaching responsibilities, because faculty members can better link their teaching and research when students are more able (Williams, 2004).  

However, despite the institutional autonomy granted by the state to UK universities, it would be difficult to characterize the higher education market or markets in the UK prior to 1980 as highly competitive.  The expansion of the British Welfare State following World War II effectively suppressed rivalry in the market for higher education and provided few incentives for universities to actively compete in the provision of education, research, and public service.  National funding of universities rose from a pre-war average of 30% to more than 70% following the war and in a number of supposedly independent universities national funding approximated 100% of the operating budget.  Both the scale and the nature of this national funding limited competition.  Because government support to universities was provided in the form of five-year block grants with few strings attached that were more or less incremental over time, the universities had few incentives to seek alternative sources of funding.  The block grants also included support for research, therefore, national financing did little to encourage a competitive research market or provide incentives for universities to actively pursue research contracts with business and industry.
  Student fees were also paid by the state, except for the wealthiest families,
 and state-funded student maintenance grants lessened cost as a consideration in university choice.  By making university education essentially a free good for those who could pursue it, state support may also have lessened student criticism and pressure for academic quality improvements within universities (Johnstone, 2004).  Pay scales for teaching staff were determined nationally.  As a consequence, although universities were supposedly independent institutions competing for the best faculty members, rivalry in the academic labor market was suppressed and there was limited mobility of academic staff among universities.  Finally, entry of new universities into the higher education sector was carefully controlled by the government.  Only one small university, the University of Buckingham, was recognized by the government as a truly “private” university in that it was not eligible for government funding.  When a need for non-traditional higher education was perceived, the government established the nationally subsidized Open University as a primary provider and thereby suppressed competition in the distance learning market as well.  

As a consequence of these national policies, the supposedly independent universities in the UK through the 1980s operated more similarly to the state monopoly systems of higher education in Western Europe than to the socially responsive competitive higher education market in the US (Ben-David, 1972).  Williams (2004) concludes that since the UK higher education market was not truly rivalrous, the noted autonomy of universities failed to produce the levels of social benefits including innovation that economists would normally expect from a market composed of private providers.

3.1  Introduction of Market Forces in the UK
The Conservative Government elected in 1979 was determined to reform the British Welfare State in part by introducing market competition into the public sector.  In areas such as housing, transportation, and utilities this involved deregulating and/or privatizing the public sector to create independent and autonomous entities that would compete in the provision of goods and services.  In the case of the old universities, this type of deregulation was unnecessary, because the universities already possessed the legal autonomy necessary to compete as independent organizations.
  However, the institutions in the former polytechnic sector were not independent.  Unlike the university sector they did not have degree-awarding powers.  The academic oversight activities of the Council for National Academic Awards (CNAA) and the influence of Local Education Authorities (LEAs) restricted the academic and managerial autonomy of these institutions.  In this sense, the Polytechnic sector was more similar to state-regulated university systems in Western Europe or in the US.  The 1988 Education Reform Act and the 1992 Further and Higher Education Act made the polytechnics independent of the LEAs and CNAA, eliminating the technical distinction – the so-called “binary system” -- between polytechnics and universities (Barr, 2004).  These policies essentially privatized the polytechnic sector, more than doubling the number of competitors as well as increasing the potential for rivalry in the newly expanded university sector.  

To further increase the efficiency of UK higher education, the Conservative Government pursued two general policies:  reductions in public support and the introduction of quasi-markets.  The first and most obvious policy was massive cuts in public expenditures for higher education.  The first two Conservative Government budgets combined reduced state support for higher education by an overall 16%, but between 1980 and 2000 public expenditure per student in UK higher education declined by almost 35% in real terms (Williams, 2004).  While there is some debate as to whether these reductions in university support were motivated by a policy commitment to market forces by the Conservative Government (Bird, 1994), there is no question that the financial cuts altered the behavior of the university sector.  

With the re-election of the Conservative Government in 1984 the universities assumed that financial stringency in the public sector would be a permanent part of the landscape and they began aggressively to pursue cost-saving efficiencies as well as alternative sources of revenue.  In their internal affairs universities adopted more proactive forms of management, including the widespread use of resource allocation models for financial decision making,  as well as the restructuring of academic units to encourage greater responsibility and accountability for teaching, research, and service activities (Williams, 2004, Dill, 1999).  In their external affairs from the 1980s on they vigorously pursued new strategies for generating income including:  

· recruitment of fee-paying foreign students;

· creation of university companies to sell teaching and research services;

· formalization of consultancy services by members of the academic staff and charging full direct and indirect costs for any services provided;

· creation of science and business parks;

· renting of teaching and living facilities at times they were not required for instruction (Williams, 1992).

The second policy pursued by the Conservative Government, which was more clearly intended to promote market competition in the publicly funded higher education sector, was the introduction of quasi-markets (X).  The concept of quasi-markets has policy utility, but is used with a variety of meanings in the literature on higher education (Swede, etc.).  Therefore the concept needs to be carefully defined if it is to contribute to our understanding of higher education markets.  The discussion that follows therefore adopts the definition of quasi-markets as internal markets used by Le Grand and his colleagues at the London School of Economics (Le Grand and Bartlett, 1993; Barr, 2004).

Internal or quasi-markets differ from private markets in that they are introduced into existing publicly funded systems.  Quasi markets do not evolve naturally from existing factors of supply and demand, but are created by government to overcome the perceived imperfections of state monopoly or bureaucracy, particularly the problems of efficiency, choice, and responsiveness.  Quasi-markets encourage competition among monopoly state providers by decentralizing demand and supply (Le Grand and Bartlett, 1993):

· On the supply side they introduce competition for state funding, but the suppliers need not be private, necessarily profit maximizing, nor do they face the threat of bankruptcy.

· On the demand side, consumer purchasing power is expressed as an earmarked government budget (e.g., performance-based funding).  “Prices” are therefore negotiated or administered and are not formed directly from the interplay of supply and demand.

· In the market for academic programs students may make their own choice of university or choice may be made for them by a government agency.

In the UK, quasi-markets were implemented both for first-degree level programs and for university research.
  In the case of research, the amount of the relevant university block grant was influenced by institutional scores on the Research Assessment Exercise, thereby introducing a more competitive market for institutional research funding based upon peer evaluations of research performance in various fields.  In the case of first-degree level education, the University Funding Council (UFC) experimented in the early 1990s with an “auction” system (Johnes, 1993).  The UFC’s aim was to “develop the financial and funding environment in which universities operate to give full scope to institutional autonomy and the freedom to compete” and within the government’s stated target for increasing student numbers to “secure the greatest increase in the number of undergraduates that is consistent with academic standards” (quoted in Witzel, 1991, p. 42).  The UFC consequently developed guide prices (i.e., bid ceilings) in various subjects based upon estimated average costs and invited universities to submit bids for funded student places at prices at or below the guide prices.
  The size of the university block grant for undergraduate teaching over a four-year period would then be affected by this competitive process.  The UFC clearly expected that this competition would increase the incentives for university efficiency in the provision of education.  However, over 93% of the submitted bids were priced at the bid ceiling.  Amid claims from the universities that the process of competitive bidding eroded academic standards, and charges from observers that the universities colluded to ensure few differences in the bids, the UFC abandoned the auction experiment and returned to more conventional means for allocating resources for teaching among the universities.
  

3.2  The Impact of Market Competition on Academic Standards in the UK
The crucial and overarching question about the emerging market rivalry in the UK is whether universities were influenced to take actions that assure and improve academic standards.  Using a representative sample of old and new UK universities Rolfe (2003) explored the effect of the market forces discussed above, as well as the recent introduction of tuition fees, on UK university strategy and behavior.  One new emphasis observed in all the universities, which reflected the emerging environment of competition, was marketing for student recruitment with substantial expenditures for marketing staff, consultants, and professional agencies (see also Lindsay and Rogers, 1998).  University managers expressed the need to develop a “brand image” using professional advice.  They also reported that the new tuition fees had heightened parents’ and students’ desire to get “value for money” in accommodations, sports, and leisure activities.  Rolfe noted that the university managers in each of the universities believed that student applicants relied heavily upon the commercial league tables to assess university quality and therefore they focused on enhancing the position of the university in these rankings, particularly by improving the university’s RAE scores and by attracting more high achieving applicants as measured by A level scores.  Even though the HEFCE provided financial premiums for the enrollment of part-time students, mature students, and students from disadvantaged groups, the principal concern at each of the studied universities, especially the newer universities, was to attract more high quality full-time students.  

Rolfe (2003) discovered that each of the universities, even the newer universities with a regional focus, were intent on improving their research position.  In the top ranked university studied, all other ingredients for success, such as quality of teaching and quality of student applicants, were ultimately believed to be dependent upon research performance.  As a consequence, there was a great emphasis to recruit “research stars” on research-only contracts in order to enhance research ratings and increase research income.  This focus on research was also motivated by the growing transfer market among faculty members as experienced and well-qualified staff became harder to recruit and retain because they were seeking positions at universities with high RAE rankings.

Course provision was reported (Rolfe, 2003) to be more important to university strategy, because the university managers (correctly) believed that the prospective students made application principally because of their interest in a particular course for which they were qualified rather than because of interest in the university itself.  However, the focus on courses, particularly in the new universities, was on making them more appealing to applicants in the light of the visible shift in student interests from academic to career concerns.  The universities were therefore adding new vocational subjects, increasing the vocational content of modules – even in the humanities, and “re-packaging” modules into courses with clearer relevance to student careers.

Consistent with Rolfe’s (2003) analysis there is increasing evidence that the new competitive market for research funds produced by the tight link between RAE scores and university research funding created stronger incentives for all faculty members to be more research active, particularly in the newer universities (Hare, 2003; Dolton, Greenaway, and, Vignoles; McNay, 1999).
  Research performance is now heavily emphasized in all universities with regard decisions on appointments and promotion.  Studies at the academic unit level suggest the increased incentives for research have altered the traditional roles of academic staff, affected the balance between teaching and research, encouraged more individualistic behavior on the part of academic staff, and contributed to a more fragmented educational experience for students (Harley, 2002; Henkel, 2000; Jenkins, 1995; McNay, 1999).
  These themes are reflected in the following representative comments from studies of academic staff in the social sciences: 

Appointments are people “on their way” to higher things and have no commitment to students, to teaching or to colleagues (Sociologist, new university) (Harley, 2002, p. 199)

“The isolation – more individualistic – more ego-centered and more competitive….  I feel “weakened” by concentrating on students and teaching….(Psychologist, old university) (Harley, 2002, p.202).

As we go modular there is an unwillingness to give adequate time and debate to crucial teaching issues… in an atmosphere that promotes research (only papers published in refereed journals) above all other scholarly activities (Jenkins, 1995, p. 6).
When full-timers are released by part-timers, the quality of teaching may not be worse (some of our part-timers are very good) – but the student experiences a less integrated approach and also finds it more difficult to deal with queries/problems of course organization (Jenkins, 1995, p.6).
These observations reflect a growing concern that the strong incentives for research created by market competition may be leading to a cross-subsidization of research by teaching.
  McNay (1999, p. 20), for example, reported in his review of the 1992 RAE for the HEFCE “evidence of teaching funds being raided to support research.”  In addition, as more faculty members strive to invest additional time in research and less time in teaching, as teaching loads for productive researchers are cut, and as recognized scholars are replaced in the classroom by junior or part-time teaching staff, the maintenance and improvement of academic standards are likely to suffer.  In addition, although the 2001 RAE was particularly designed to discourage the reported practice of “poaching” high performing researchers in order to increase RAE scores, there is nonetheless evidence of a growing transfer market in “research stars.”  As noted (Hare, 2003; Rolfe, 2003) this transfer market further weakens the synergies between teaching and research as recruiting incentives for able researchers deemphasize involvement in teaching.  But increased faculty mobility also affects in more subtle ways the informal processes whereby academic standards were traditionally assured in the UK universities.  Given the historically low mobility of academic staff, at least in comparison to US institutions (HEFCE, 2000), academic departments in the UK likely possessed a high degree of social cohesion brought about by the “strong ties” (Granovetter, 1985) of long-term close contact, communication, and shared norms.  This cohesion would have contributed in the past to the capacity of the academic staff to informally coordinate their teaching and assure academic quality.  With the increasing mobility of academic staff and the growing reliance on part-time faculty members, the level of social cohesion will inevitably decline and the assurance of academic standards will necessarily require greater reliance on more formal and more visible university processes.

Taken as a whole, the UK experience with quasi-markets offers some valuable insights into the academic responses of universities to the new forces of market competition.  The research suggests that perceptions of university prestige based primarily upon research reputation and quality of entering students distort the assumed constructive link between information on academic quality and university efforts to improve human capital.  As consequence, universities have responded to market competition primarily by emphasizing admissions marketing, “cream skimming” of high achieving student applicants, increased investment in research reputation, with limited attention to improving academic standards.  It is important to emphasize that because of the active government efforts to regulate academic quality (Brown, 2004) there are many variables at work in the UK equation.  Isolating the specific impacts of market forces on academic standards in the UK context is therefore especially difficult.  Furthermore, although the recent policy changes on tuition fees may intensify market competition, or at the least increase student sensitivity to the relationship between university price and academic quality, as Barr (2004) notes, the UK reliance on quasi-markets with continued central government controls on price and student numbers has the affect of dampening market competition.  For this reason it is particularly helpful to extend this discussion of the effects of market competition on academic standards with an analysis of the US system, where market forces have been less restrained historically by government policy and where government intervention to assure academic standards has been less aggressive than in the UK.

4.0  Market Competition and Academic Standards in the US

The conventional view is that market forces have traditionally played a greater role in US higher education than in any other national system (Ben-David, 1972; Clark, 1983).  The restricted role in education assigned to the national government in the US constitution, the Supreme Court decision according the status of private corporations to independently founded colleges and universities, the ease of entry for privately funded colleges and universities into the higher education industry permitted by many of the states, the existence of public universities supported by each of the fifty states, and finally the resource allocation policies adopted by the federal government with regard to federally funded research and student aid all conspired to create a more competitive market for higher education than existed in any other country.  

Nonetheless, as noted in the previous discussion of UK higher education, the apparent existence of a market does not necessarily lead to welfare maximizing market competition and this was true also for the US system for much of its history.

In a sophisticated analysis of the US baccalaureate degree industry, Hoxby (1997, 2002) has provided valuable insight into the changing nature of competition in higher education since World War II and the effects of this competition on academic and institutional behavior.
  Hoxby notes, that competition in the US market-oriented system of higher education was suppressed historically by the structure of the market.  First, despite the apparent competition among large numbers of public and private institutions for baccalaureate (first level degree) enrollment, most students as in the UK and Europe chose a geographically proximate institution of higher education.  Second, because there were no federal and few state standards for admission to higher education, US colleges produced educational services at a number of different quality levels.  Therefore many colleges traditionally had few competitors at their particular point in the quality spectrum.  As a consequence, prior to World War II both public and private institutions in the US had a degree of monopoly power that retarded the full effects of a truly competitive student market.
  

Hoxby (1997) reports that in 1949, for example, 93% of US students pursued a first level degree at a college or university in their home state, while only 16% of US colleges drew students from 20 or more states and only 2% of colleges drew students from 40 or more states.  By 1994 these data had changed significantly, with 74% of all students attending a college in their home state, while 35% of colleges drew students from 20 or more states and 7% drew students from 40 or more states.  Over the same period the proportion of in-state students among “public” institutions fell from 95% to 84% and among “private” institutions fell from 80% to 54%.
  Hoxby notes that studies of students’ college decision-making behavior over time reveal a similar pattern, with an increasing percentage of students applying to more geographically distant colleges and universities.  

Hoxby concludes that the growing geographical integration of students observable in college and university enrollments is an indicator of a substantial change in the structure of the market for baccalaureate education in the US.  The baccalaureate degree market has become significantly more competitive as it was transformed from a series of local monopolies to a nationally and regionally integrated market in which each college faces many potential competitors for inputs and consumers.
  

Given the emergence of this national student market Hoxby then explores the effects of increased market competition on the US system of higher education using panel data on baccalaureate colleges from 1940 to the present.  In framing her analysis Hoxby notes that a distinctive characteristic of a university education is that it is a “complimentary good,” in which students serve as both consumers and inputs (Rothschild and White, 1995).  That is, the quality of education a student receives is supposedly influenced both by the traditional college inputs of faculty time and university resources as well as by the aptitude of peer students.  In short, Hoxby assumes that college inputs and peer effects are complements in the production of human capital.
  Given this distinctive characteristic, Hoxby discovers that increased market competition in the US has some unexpected impacts.  That is, increased competition: 

· increases stratification between colleges and universities in student admissions test scores.  The loss of monopoly power due to geographic integration encourages the former monopolists to compete with each other more vigorously for able students.  As a consequence greater market competition has increased the between college variance and decreased the within-college variance in students’ admissions test scores over time.  These effects are greater for private than public colleges.

· increases average college tuition.  Increased competition is positively related to the rapid growth of college tuition in both the private and public sector.

· increases the amount of per-student student subsidy that colleges provide to their students.  In an effort to attract the most able students, colleges increase their per student subsidy (i.e., the difference between college expenditures per student and tuition revenue per student).  The increase in these subsidies is greatest in those institutions that also have the greatest increases in tuition and student admissions scores.  Hoxby considers these subsidies “implicit wages” for the most able students. 

· increases between-college variance in college quality as well as average college quality.  College quality as measured by peer effects (average student admissions test scores) and educational inputs has become more varied between institutions and on average has risen over time as colleges have competed with each other for high quality students.  

Hoxby concludes her analysis by arguing that despite evidence of tuition increases in both the public and private sector that continually exceed growth in average family income and the cost of living, market competition in the US has created an efficient system of baccalaureate education.  Hoxby asserts that the observed tuition rises under conditions of increased competition are in fact consistent with economic theory because colleges and universities overall have increased their educational quality as measured by their expenditures on educational inputs.  Furthermore, those colleges that have increased tuition the most have also provided commensurate educational quality from increased educational inputs and from increased peer effects.  In support of this view Hoxby provides evidence in a related paper that the lifetime income benefits to graduates of the more expensive, selective colleges and universities continue to increase over time and far outweigh the students’ expenditures for tuition (Hoxby, 2001).  

Students with low admissions test scores do receive less value for money, primarily because they attend colleges with fewer students with high admissions test scores (i.e., fewer “peer effects”).  However, Hoxby argues that the average student is better off because educational inputs have risen more in the sector of the market serving high admissions test score students than they have fallen in the sector serving low admissions test score students.  Hoxby concludes that the baccalaureate market is now in equilibrium and that the net benefit to society of the new competitive market in US higher education is positive.  She therefore argues that letting the market work is the most effective public policy.

In sum, this intriguing and challenging set of studies suggests the US market for higher education is now efficiently providing human capital for society.  If true, this would suggest that academic standards can be maintained more effectively by market competition than by government regulation or professional self-regulation.  However, a careful consideration of Hoxby’s analysis and of related research on academic behavior in the US system raises serious questions about this conclusion and provides further insight into the possible limitations of market competition as a means of assuring academic standards.

A core assumption of Hoxby’s analysis and of many educational economists in both the US and UK (Bratti, 2002; Ehrenberg, 2004) is that “peer effects” are an essential component of higher education production functions.  That is the academic ability of students entering a university has an independent influence on what graduates’ learn.  While there is certainly evidence to support the influence of peer interaction on student learning (Pascarella and Terenzini, 1991), the positive academic benefits of peers are obviously dependent to some extent on the nature of the university education.  Logically, the influence of the academic ability of peers on the knowledge, skills, and abilities learned by their fellow students will depend upon whether the university’s organization of education as well as its processes for teaching systematically encourage student interaction.  For example, many selective US colleges and universities intentionally structure experiences among students that enhance student learning such as special living and eating arrangements, small seminars, honors colleges, course clusters, and other educational opportunities (Zhao and Kuh, 2004).  Similarly, student learning in Oxbridge-type colleges in the UK may benefit from the peer effects of increased student selectivity in admissions.  In contrast the benefits of peer inputs may be minimal or non-existent in the large and/or non-residential universities that educate the majority of US college students and the majority of students in many other countries as well as in distance learning universities where students study on an individual basis.  In short, the potential contribution of peer effects to the development of human capital is highly dependent upon what the university does to educate students after they are admitted, not just on measures or characteristics of students before they are admitted.  

However, Hoxby’s study does not measure the processes of education nor does she include proxies for what students actually learn.  She does include measures of the institutions’ financial inputs, which she believes are a proxy for educational quality.  She assumes that expenditures for lowering the student-faculty ratio and increasing faculty salaries as well as expenditures for educational infrastructure and student services will increase what students learn.  However, empirical research in the US reveals that most input indicators have an irrelevant or very small effect on students’ learning.  After reviewing over twenty years of empirical research on the impact of college on students Terenzini and Pascarella (1994) concluded that the supposed influence of inputs on student learning was one of the great myths of higher education.  That is, after taking into account the characteristics, abilities, and backgrounds they bring with them to college, how much students grow or change has only an inconsistent or trivial relationship with such input measures as educational expenditures per student, student/faculty ratios, faculty salaries, percentage of faculty with the highest degree in their field, research productivity, size of the library, admission selectivity, or prestige rankings.  
For these reasons, serious questions need to be raised about the assumed positive relationship between peer effects, as measured by average entering student test scores, and human capital formation.  Empirical research in support of this relationship is based largely on econometric studies of the relationship been average entering student test scores and graduate lifetime earnings as well as a small number of studies of the effects of peer quality (again as measured by entering test scores of freshman roommates) on grade point averages in US colleges.
  In contrast, the extensive research on student learning indicates an inconsistent and trivial relationship between admissions selectivity based upon average entering student test scores and measures of the knowledge, skills, and abilities learned by students during their education (Pascarella and Terenzini 1991).

As noted, Hoxby also assumes that the positive relationship discovered between graduates’ lifetime earnings and average entering student test scores provides the major evidence that the admission of higher achieving students increases the educational benefits of selective universities.  However there are a number of problems with this assumption.  The most recent review of educational research casts significant doubt on the supposed relationship between peer effects, as measured by average aptitude scores of entering students, and students’ earnings capabilities (Pascarella and Terenzini, 2005).  First, the research confirms that the impact of institutional selectivity on earnings is nonlinear.  Only the most selective institutions may have an impact on earnings.  Second, the relationship depends on the students’ major field of study, which is often not controlled in relevant studies.  That is, less selective, public institutions in the US often offer academic majors with less potential earnings capacity than selective schools and this may explain the discovered differences.  Finally, and most importantly, when studies control for the types of students who apply to more selective institutions – utilizing measures of individual ambition -- the earnings advantage of more selective schools disappears.  As Dale and Kreuger (1998) conclude in their carefully controlled study of the relationship between college selectivity and earnings:

After we adjust for selection, our findings cast some doubt on the view that peer group quality, as measured by the average SAT score of the student who attend a college, is an important determinant of student subsequent life outcomes.  The average SAT score of students who attend college – though commonly used as a proxy for peer groups and school quality in previous studies – may be too course a measure to accurately reflect a students’ actual peer group or college quality once school selection is taken into account….It is also possible that peer group effects are trivial for college students (p. 30).

Research that more directly assesses the educational processes of selective US universities in fact challenges the assumption that these institutions provide the most effective environment for student learning.  Kuh and Pascarella, (2004) discovered that institutional selectivity and the presence of educational practices known to be associated with student learning were largely independent.  A colleges’ selectivity offers no guarantee that it provides a more effective learning environment than a less selective school.  

There is also emerging evidence that US elite universities have in fact adopted educational practices that could undermine the maintenance of academic standards.  Hoxby’s own institution Harvard University and other selective Ivy League schools have become nationally identified with the problem of increasing grade inflation for undergraduate students (Rosovsky and Hartley, 2002).  Grade inflation, or more accurately grade compression in which few low marks are awarded to students, may lower student’s motivation for significant academic effort, thus negating or undermining the supposed learning benefits to be gained from improved educational inputs or contact with able peers.  An editorial by the student staff of the Harvard Crimson and an article by a recent Harvard graduate both emphasized the negative relationship between grade inflation and student learning at the university: 

Students rely on grades to tell them about the quality of their work.  Yet Harvard’s deteriorating standards have rendered grades misleading and meaningless, giving students little motivation to improve (Harvard Crimson, 2002).

Those [classes that were so easy] tended to be in history and English, classics and foreign languages, art and philosophy – in other words, in those departments that provided what used to be considered the meat of a liberal arts education.  Humanities students generally did the least work, got the highest grades, and cruised academically, letting their studies slide in favor of time-sucking extracurriculars, while their science- and math-minded classmates sometimes had to struggle to reach the B-plus plateau (Douthat, 2005, p. 97).

National surveys of student activities identified as valid predictors of student learning provide evidence for the suggested link between grade inflation and declining academic standards (Kuh, 1999).  The studies indicate that in all types of four-year colleges and universities in the US students of the 1990s reported spending less time on learning-related activities such as attending class, writing papers, and studying than did their predecessors, but reported higher academic grades.  
From the standpoint of the contribution of US universities’ to human capital, however, the more crucial issue may not be the effect of grade inflation on student learning per se, but the distorting influence on faculty and student behavior of variations in grading criteria within universities.  The well documented (Rosovsky and Hartley, 2002) disparity in average grades between the sciences, social sciences, and humanities at US universities, noted by the previously cited Harvard graduate, may shape undergraduate choices in ways that are harmful to the public good.  Studies at Williams College and Duke University (Sabot and Wakeman-Linn, 1991; Johnson, 2003) suggest that these grading differentials influence undergraduate science enrollments, thereby contributing to a growing shortage of scientific talent in US society.  As the author of the Duke study concluded:

As a consequence only of differences in grading practices between academic fields, American undergraduates take, on average, about 50% fewer elective courses in the natural sciences and mathematics than they would if grading practices across disciplines were more equitable (Johnson, 2003,p. 238).

Let me summarize this discussion of Hoxby’s influential study by noting that if her assumptions about and measures of peer group effects, the academic quality of selective institutions, and the educational significance of differences in lifetime earnings are in error, as suggested above, than her conclusion that market competition in the US higher education industry is efficient for society is also brought into question.  Indeed, the accumulating evidence on the current behavior of US colleges and universities suggests just the opposite, that the increasingly costly market competition among US colleges and universities is negatively affecting the quality of the institutions’ teaching and student learning.  

4.1  The Impact of Market Competition on Academic Standards in the US
In a recent national study of US colleges and universities Rand researchers (Brewer et al. 2002) detected evidence of an increasingly costly “arms race” for prestige among large numbers of colleges and universities.  Many institutions are making extensive investments designed to attract high ability students.  The Rand researchers argue that this attempt to build prestige by “cream skimming” the student market does not seem to lead to an improvement in the quality of educational delivery and may lessen the overall educational benefits of higher education for students and ultimately for society.  The Rand researchers suggest that this pursuit of prestige through increasingly costly investments in admissions selectivity is reinforced by commercial college ranking systems in the US that use financial and student “inputs” as a primary measure in national league tables.
  

The Rand researchers classified the US institutions in their national sample into three strategic orientations:  prestige-based (P); prestige-seeking (PS); and reputation-based (R).  P institutions already possessed a high level of prestige and operated in markets with few objective criteria of performance.  These institutions included those public and private US universities that are readily recognized throughout the world.  PS institutions obviously sought to become “prestige” institutions and R institutions sought to succeed by satisfying customer needs.
  Since academic institutions operate in one or more markets with different products and customers, the study investigated institutional competition in four markets – student enrollments, research funding, public fiscal support, and private giving – that correspond to the primary sources of revenue for a US academic institution.

Because US colleges and universities can earn discretionary revenues (i.e., “profit”) through their various revenue markets, they can then allocate these funds internally to achieve their chosen strategy.  The study argues that academic institutions invest in either reputation or prestige as a means of buffering themselves from competitive forces (Table X).  However, colleges and universities can also invest in consumption that benefits internal constituencies.  For example by providing above-market wages for professors and staff members, lower teaching loads for faculty members, and/or higher quality research facilities that benefit faculty members.  Alternatively, these discretionary revenues could be invested in savings, i.e., in endowment.

In the undergraduate baccalaureate market studied by Hoxby R institutions attempted to build reputation by investing in research on the local business community, on student demand, and on labor market demand.  These institutions also invest in program improvement, convenient course scheduling options, and student services.  

In contrast and consistent with Hoxby’s research, P and PS institutions focused their efforts and strategic investments on strengthening their perceived prestige.  This involved increasing the selectivity of the admissions process by linking tuition discounts with academic merit/student ability,
 attempting to lower student acceptance/yield rates, and investing in student consumption benefits such as dormitories, eating facilities, or fiber optic computer networks that will help attract high quality students (note that these expenditures are reflected in increased operating costs for the institutions).  The Rand researchers suggest that this overwhelming focus on admissions selectivity among certain types of US institutions is reinforced in part by commercial college ranking systems in the US that use student “inputs” as a primary measure in national league tables.  

The Rand researchers also note that Prestige Seeking (PS) institutions attempt to build prestige in the student market in the US not by being innovative or by meeting new types of student demands, but essentially by mimicking institutions that already have prestige as will be outlined below.  Therefore, prestige-seeking behavior tends to limit pedagogical improvements in the overall higher education system.  

In the US research is a revenue market because of the competitive allocation of federal research funds and the growing funding of university research by business and industry.  But the amount of external research funding received by a university has also become an important indicator of prestige.  PS institutions therefore seek to increase their potential for research funding by investing in PHD programs, in laboratories, libraries, computer facilities, and research management as well as by attracting research-oriented faculty.  There is also increasing evidence of P and PS institutions subsidizing their federal research activity through increased investment in grant matching funds and/or by attempting to lower their indirect cost rate (Feller, 2000).  Since the funds to support these latter activities are derived from other revenue markets (e.g., public financing, student tuition, and private giving) that are designed to cover the costs of education, this is an example of the means by which US colleges and universities increasingly use teaching to cross subsidize research as a means of generating or maintaining college and university prestige.
 

In the market for public fiscal support, obviously the vast majority of funds are awarded to public institutions.  However, P and PS public institutions are competing with publicly supported R institutions in the market for public funding.  As the US states become more interested in improving student learning and economic development, and as they increase their accountability mechanisms for higher education funding, P and PS institutions find their preferred strategy increasingly constrained.  P and PS institutions may therefore use their political influence to negotiate with critical public stakeholders for greater flexibility from education accountability mechanisms.

	Student Market
	Research Market

	P/PS invest in:
	Rs invest in:
	PS invest in:

	· Improving admissions
selectivity*

· Lowering student acceptance/yield rates*

· Student  consumption benefits (dormitories, eating facilities, fiber optic computer networks)*

*college ranking measures
	· Research on local business community; nature of student and labor market demand; and means of program improvement

· Convenient course scheduling

· Student services 
	· PHD programs

· Laboratories/libraries computer faculties

· Research management

· Attracting research-oriented faculty

· Grant-matching funds


Table X:  Student and Research-Related Investments by “Prestige,” “Prestige-Seeking,” and “Reputation” Oriented Colleges and Universities in the US (Derived from Brewer, Gates and Goldman, 2002)

Finally, the market for private giving, historically dominated by private institutions in the US, is becoming increasingly competitive as growing numbers of public institutions seek private funds to supplement or replace declining public support.  The Rand researchers note the interaction between student selectivity and private support; prestige in the student market tends to be associated with success in raising private funds.  The need for private fund-raising therefore provides a further incentive for universities to adopt a strategy of expenditures that attract the most able and the wealthiest students.

The Rand researchers conclude their study with several observations on the overall social benefit of the higher education industry in the US that provide some perspective on the results of Hoxby’s studies.  They note that while the market for reputation defined as meeting customers’ needs is infinitely expandable, the market for prestige is necessarily a zero-sum game.  That is, an increase in student selectivity can only lead to an increase in overall institutional prestige if there are commensurate increases in the academic quality of the national pool of student inputs, which may not in fact be occurring in the US.  Similarly an increase in research can only lead to an increase in overall prestige if there is real growth in overall federal funding for research.  Furthermore, the Rand researchers suggest that competition for prestige in the student market does not seem to improve the quality of educational delivery, while prestige-seeking behavior in the research revenue market induces many institutions to subsidize research through the building and maintenance of costly research facilities and investment in matching funds.  Both of these behaviors may lessen the overall educational benefits of higher education for students and ultimately for society.  

5.0  Commercial League Tables and Information on Academic Quality 

A necessary assumption for efficient markets is that both consumers and producers have “perfect” information; rational choice requires that economic agents are well informed about both price and quality (Teixeira et al, 2004).  If government as a consumer of education and student consumers lack sufficient information on the quality of university goods and services they are therefore unlikely to make choices that positively influence academic standards.  However, valid information on academic quality is important not only for consumer protection purposes, but also for producer effectiveness.  Accurate information on the educational quality of an academic program provides an incentive for academic staff to make genuine investments in quality improvement as a means of competing in the market (Dill and Soo, 2004). 
In theory inadequate consumer information on academic quality may provide incentives for commercial organizations to produce organizational report cards or rankings (Gormley and Weimer, 1999).  The emergence of commercial university league tables in the UK and US is an indicator of the growing role market competition is playing in higher education and consumer expenditures on these university league tables can be interpreted as an indirect measure of the inadequacy of existing information on academic quality.  Unfortunately, as noted in both the UK and US cases, the academic quality information provided by the existing commercial university league tables appears to undermine the assurance of academic standards and the productive efficiency of the market in academic programs.  
If university league tables are to correct the information imperfections of the academic degree market, several linked behaviors need to occur (Gormley and Weimer, 1999).  First, league tables and related consumer information on academic quality need to utilize measures that closely approximate or are clearly linked to the development of human capital, i.e., to the knowledge, skills, and abilities achieved by graduates.  Second, league tables must inform and influence student choice of university or encourage universities to act in anticipation of the potential effects of published rankings.[  Third, universities must respond to student choices and/or to the potential effects of rankings by genuinely improving student learning.]  

An analysis of the primary commercial league tables published in the UK and US suggests that they fail to meet these conditions (Dill and Soo, 2005).  University league tables published by US News and World Report in the US and by The Times in the UK place greatest weight not on valid measures of student learning, but on inputs similar to those emphasized in Hoxby’s research:  quality of entering students, quality and number of faculty, financial resources, and facilities.  These indicators are known predictors of research reputation and university prestige (Astin, 1985; Yorke, 1997), but are not valid indicators of the educational value-added by attending a particular university or enrolling in a specific academic program.  As a leading US researcher on student learning in higher education (Pascarella, 2001) concluded:   

A more serious problem with the national magazine rankings is that from a research point of view, they are largely invalid.  That is, they are based on institutional resources and reputation dimensions, which have only minimal relevance to what we know about the impact of college on students (p. 20).  
Ideally league tables of academic quality should focus on measures of the outputs or outcomes of universities that are valued by society, rather than on input indicators (Gormley and Weimer, 1999).  All three of the mentioned league tables include some output measures, such as graduation rates, the number of first and second level degrees, job prospects, student satisfaction, and university reputation.  However, each of these measures is of questionable validity as a measure of academic quality.  The number of graduates and types of degrees produced by a university are certainly socially valued outcomes, but graduation rates can be increased both by more effective teaching and student learning and by lowering academic standards.  The issue of university grade inflation and inflation in honors degree awards has in fact been a point of contention in both the UK and US (Yorke et al. 2002, Rosovsky and Hartley, 2002).  Job prospect information utilized in the UK league tables reports the proportion of students that have found a job six months after graduation without controlling for the individual’s social class background, class of degree, the degree subject studied, or local labor market conditions, all of which have been discovered to influence scores (Smith et al. 2000).  Neither does this indicator identify whether students are employed on graduate level jobs or are under-employed.  A final limitation of the existing output measures (i.e., job prospects, graduation rate, degree levels awarded) is that they are highly correlated with the quality of entering students.  Unless league tables control output measures by the quality of entering students the rankings provide more information on the universities’ recruitment policies than on the actual quality of education.

Reputation is an important component in the USNWR’s rankings.  USNWR claims that their assessment of college and university reputation using the views of institutional administrators is aimed at measuring “intangibles” such as faculty dedication to “teaching.”  The USNWR’s reputation score, however, correlates much more closely with high per-faculty federal research and development expenditures than with good graduation-rate performance (Graham and Thompson 2001).  Another problem with USNWR’s reputation survey is that while it may be relevant for ranking the best known schools, even a sample of prominent people is unable to assess accurately the quality of all programs in all schools.  Therefore their opinion is likely to be influenced more by the existing reputation of the university (i.e., “halo effect”) than by actual knowledge of program quality (Clarke, 2002). 

The USNWR output measures include student satisfaction with their educational experience as measured by the proportion of alumni who make contributions to the institution, freshman or first-year student retention, and graduation rate.  However, alumni giving rate as an indicator of graduate satisfaction is of questionable validity as this measure may be more a function of the vigor of the development office and the tradition of fund raising at that institution than a measure of student satisfaction (Ehrenberg 2002b).  
A potential valid alternative to input indicators would be measures of the teaching and educational process known to be related to student learning (Kuh, 2003).  The USNWR does not include such indicators in its overall ranking; while in the UK The Times does give some weight to Teaching Quality Assessments formally conducted by the QAA.  In response to some of the noted weaknesses in The Times’ rankings The Guardian published a league table specifically designed to inform student consumers about teaching quality in academic subjects.  While The Guardian’s league table makes a serous attempt to lessen the influence of university prestige on academic quality rankings by placing greatest weight on QAA teaching assessments, it is questionable whether they actually succeeded.  Studies of the relationship between TQA and Research Assessment scores suggest that TQA assessors have a positive research bias and university research ratings are a strong predictor of favorable TQAs (Drennan and Beck 2001).
   

Finally, not only are the measures used in the USNWR’s rankings of questionable validity with regard the quality of student learning, but they are also unreliable measures as well.  While the UK university league tables are based upon data collected and verified by government agencies, most of the data utilized in the USNWR’ league table were supplied by the institutions themselves.  Hossler and Litten (1993) reviewed the overall provision of information on academic institutions in the US.  They noted that virtually all of the published data on colleges and universities, whether collected by government, or by the publishers of guidebooks and commercial rankings, are supplied by the institutions themselves and that no independent source of verification exists.  Their concerns were warranted.  Since they wrote there have been numerous reported incidents of US colleges and universities manipulating the data submitted to commercial league tables in an attempt to enhance their rankings (Ehrenberg, 2002b). 
The second necessary condition for commercial league tables to contribute to the improvement of academic standards is that the rankings effectively inform student choice.  One indirect measure of the consumer relevance of university report cards is the nature of the readership or purchasers of these league tables.  Research in the UK and US suggests that commercial league tables are most often designed for and used by a narrow segment of the potential student market – students of high achievement and social class (McDonough et al. 1998; Sarrico et al. 1997;).  Many of these students appear interested primarily in the ‘‘prestige’’ rating of a university as reflected in the future opportunities and incomes of an institution’s graduates.  But research in the UK, and US on the preferences of student applicants also suggests that league tables that provide university rankings based upon a single weighting scheme do not meet the needs of the majority of students, who desire a much more varied list of factors for deciding where to apply (Connor et al. 1999; McDonough et al. 1998; Moogan et al. 1999; Sarrico et al. 1997).  

For example, a recent survey on student choice in the UK (Connor et al. 1999) indicates that the most important factors influencing the choices of applicants to full-time university education are the course or subject, academic quality (particularly teaching reputation), entry requirements, employment prospects for graduates, location, available academic and support facilities, social life, and costs of study.  Despite the differing structure of American higher education, the extensive US research on college choice suggests that similar factors are important for US students and parents in choosing among colleges.  The most significant factors include the academic program (major area of study), tuition costs, financial aid availability, general academic reputation/general quality of institution, location (distance from home), college size, and social atmosphere (Hossler et al. 1989; Manski and Wise 1983; Paulsen 1990; Zemsky and Oedel, 1983).  
Information on the academic subject has consistently proven the most influential on student choice in the UK (Moogan et al. 1999) and raises fundamental questions about the utility of league tables such as The Times that provide rankings and information only for the overall university.  First, highly ranked universities may not have the specific subjects sought by a student. Second, entry qualifications may vary across subject fields even within the same university.  Finally, and most importantly, the quality of the student learning experience, graduation rates, student satisfaction, employment prospects, and even lifetime earnings are apt to vary significantly by subject field within the same university.  Therefore, rankings based upon average data for the university as a whole not only misrepresent the experience for particular subject fields, but fail to provide the type of academic quality information most desired by student consumers.

US league tables also under-inform student consumers because they rank whole institutions rather than providing information on academic programs within institutions.  Because most US university students begin their education with a “general education” program prior to selecting a “major,” a case can be made that institutional rankings are appropriate for student consumers in the US context.  However, there is also reason to believe that in the US the relative influence of general education on student learning may be declining relative to the influence of the major” field or subject (Trow, 2000).  Therefore, it is likely that similar to their peers in other countries, US university students derive their primary educational benefits from their chosen academic subject or major field.  Furthermore, the quality of the student learning experience, graduation rates, student satisfaction, employment prospects, and even lifetime earnings are apt to vary significantly by subject field within the same university (Bratti, 2002; Chevalier and Conlon, 2003; James, et al 1989).  Therefore, even in the US rankings based upon average data for the university as a whole fail to provide the type of academic quality information most useful to student consumers.  Consequently students’ college choices will be less educationally beneficial to themselves and ultimately to society. 

In sum the indicators used for academic quality in the commercial league table in both the UK and US are of questionable validity and appear to be biased toward research reputation and academic prestige rather than student learning.  The available research on student choice in the UK and US suggests that commercial league tables have not been very influential on applicants’ selection of a university or degree program except in the case of students of high achievement and social class.  Furthermore, the lack of high quality information on the educational value – added by specific subjects and the fact that the available output data do not adjust for differences in unit costs and entering student ability between universities, means that potential students do not have the information necessary to promote market efficiency (Coates and Adnett, 2003).  Not surprisingly, as noted in the previous discussion of UK and US universities' responses to market competition, the information from commercial league tables has not influenced universities to take actions that improve academic standards.  
6.0  Market Regulation of Academic Quality:  An Assessment.
Many economists and policymakers in the UK, the US (Barr, 2004; Hoxby, 2001, Teixeira, et al, 2004), and elsewhere assume that market competition can provide an institutional framework for universities that is welfare maximizing for society.  The behavior of producers and consumers in competitive markets, however, often departs from theoretical expectations.  The distinctive characteristics of universities and their consumers in mass systems of higher education produces imperfect competition that fails to efficiently produce the expected human capital for society.  The experience with the emerging market for universities in the UK as well as the more mature market in the US suggests a number of the reasons for this.

First, and most importantly, academic prestige based primarily upon research performance, faculty reputation, as well as financial and student inputs, becomes the dominant goal and signal for all colleges and universities in a competitive market.  As noted in both the UK and US, the indicators of academic prestige drown out the weaker signals of the quality of teaching and student learning and the aggressive pursuit of prestige crowds out activities associated with the improvement of academic standards.  While prestige based upon scholarly reputation has long been recognized as the primary goal of universities (Garvin, ?), the dominance of the prestige goal in systems of mass higher education encourages all institutions to invest in cream skimming the student market, in building their research capacity, and in incentives designed to recruit and retain the most prominent scholars/researchers.  The pernicious effect of this competitive pursuit of academic prestige is that it diverts resources as well as administrative and faculty attention away from the collective actions within universities necessary to actually improve academic standards (Kuh and Pascarella, 2004).  

Second, the rational choices of student consumers in mass systems are unlikely to create sufficient pressure for universities to improve academic standards.  Although it is believed, because of the increased maturity and motivation of university applicants, that student choice will be more influential on quality in higher education than in lower education (Barr, 2004), there is little empirical evidence at the first degree level to support this view (Dill and Soo, 2004).  Students choose universities primarily for the private benefits they will receive, not because of the social benefits that an effective education may eventually provide society.  High achieving students in the UK and US therefore select universities based primarily upon indicators of academic prestige rather than measures of the quality of teaching and learning in academic programs, because they believe – correctly -- that graduation from these institutions will provide a signal to society that assures their future status (Dill and Soo, 2004).  Many students, particularly in a mass system, are also attracted to universities for consumption benefits that they value personally, but which may ultimately produce little benefit to society.  These include the pleasures of living in attractive university surroundings, the appeal of university social life, and in the US the distractions of university athletics.  For these reasons, if enrolled students receive satisfactory marks and eventually graduate, only the few in a mass system of higher education may complain if they believe they have actually learned little in the process.  This point is not meant to denigrate university students, nor the importance of valid information on academic quality to socially beneficial student choice, but does suggest that informed student choice alone is not apt to assure the efficient provision of human capital in a competitive market for higher education.  

Third, the void in valid information on academic quality is not likely to be filled by the market (Dill and Soo, 2005).  With many goods and services, a market failure due to insufficient information may motivate commercial publishers to provide the necessary information to consumers (Gormley and Weimer, 1999).  The evidence in both the UK and US suggests that commercial guides and league tables will not effectively address the information deficiencies in the higher education market (Dill and Soo, 2005).  The cost and complexity of developing valid indicators of academic quality with relevance to student choice are significant and for-profit publications already enjoy substantial sales and influence among opinion leaders, higher achieving students, and even university personnel by focusing on readily available and/or highly subjective indicators of academic prestige.  As noted by the different types of quality indicators available in UK league tables as compared to those in the US, the provision of more valid and reliable academic quality information for student consumers is therefore dependent upon Government intervention (Dill and Soo, 2005).  Therefore addressing this market failure would entail state regulations obliging institutions to provide reliable academic performance information and additionally may require state subsidies or incentives for valid league tables or guides to inform student consumers.  An interesting example of a more socially beneficial commercial league table is the Good University Guide in Australia (Dill and Soo, 2005).  This guide provides information not currently available in either the UK or US on graduates’ perceptions of teaching quality, skills learned, and satisfaction as well as graduates’ employment/further study prospects for all academic subjects in Australian Universities (Dill and Soo, 2005).  This commercial publication is made feasible by the provision of relevant data through Australian education agencies as well as by government mandated Graduate Destination Surveys and Course Experience Questionnaires.  
Finally, the effects of market competition on academic behavior compromise the capacity of universities to maintain and improve academic standards.  The incentives of unregulated academic markets encourage faculty members to “satisfice” academic quality in first-level academic programs (Massy, 2003); to limit their time investment in undergraduate teaching and the collective activities of academic quality assurance, while maximizing their time investment in their preferred activities of graduate instruction and research.  In addition to the decline in discretionary time devoted to instructional activities, many universities have also lowered teaching loads as a means of attracting or retaining more visible researchers and scholars, thereby requiring a marked growth in part-time staff to cover the necessary courses.  This emerging academic structure, characterized by more atomistic, less coherent, academic programs, increases both the challenges and the costs of maintaining and improving academic standards.  Furthermore, market competition creates incentives for opportunistic behavior among faculty members that compromises academic standards.  Many universities have responded to the more competitive market by linking academic promotion to student evaluations of teachers and tying departmental budget allocations to student enrollments.  The absence of meaningful outcome measures and effective collegial oversight therefore provides the opportunity for instructors to increase the demand for their individual courses and programs by inflating grades and/or lowering academic standards rather than by actually improving student learning.  
As already noted, the particular nature of consumer markets in higher education suggests that valid consumer information on academic quality alone, while a worthy and necessary policy intervention, will not strengthen the capacity of universities to assure academic quality.  Therefore, if competitive higher education markets are to efficiently maximize the production of human capital for society, state monitoring or incentives for institutional self-regulation may be also be needed to maintain the integrity of each university’s collective process for assuring and improving academic standards (Dill, 2005).
  
In sum because the new competitive market context is characterized by inadequate and inappropriate information, an ambiguous conception – “academic prestige” – comes to represent educational quality in the public mind, which can lead to a price-quality association that undermines productive efficiency.  The distorting influence of prestige in both the US and UK markets means that the educational costs of elite universities provide a “price umbrella” for the rest of the system and present spending targets for less elite institutions that wish to compete by raising their prices (Massy, 2005).
  Competitive markets thereby encourage an academic “arms race” for prestige among all institutions, which rapidly increases the costs of higher education and devalues the improvement of student learning.  As noted in both the UK and US, an unregulated academic market can lead to a situation in which no university constituency -- students, faculty members, or administrators – has a compelling incentive to assure academic standards.  This is a recipe for a classic and significant market failure in which the rising social costs of higher education are not matched by equivalent social benefits (Teixeira, et al, 2005).  
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� For a discussion of regulations affecting accreditation in the amendments proposed in the 2003-2005 reauthorization of the Higher Education Act, see “Government Relations” on the website of the Council for Higher Education Accreditation at: � HYPERLINK "www.chea.org" ��www.chea.org�.


� Legislation currently before Congress would require institutions to provide the Department of Education with a Consumer Profile that the Department would disseminate to the public.  Recognized accreditation agencies would in turn be required to assess the validity of each institution’s profile, which would include descriptions of every academic program, its learning outcomes, as well as related student completion and graduation rates.  


� Astin (1985) uses a similar definition of academic quality in his “talent development model.”  Astin argues that the major purpose of a university is to develop the talents of its students to their maximum potential.  This development is achieved by facilitating changes in students' intellectual capacities, skills, values, attitudes, interests, habits, and mental health.  Therefore, in Astin’s view, institutions that provide the largest amount of developmental benefits to students possess the highest academic quality.


� This introductory discussion follows Williams (2004).


� UK Research Councils did award research funds on competitive basis.  Historically their grants represented a small proportion of UK funding for university research, although the proportion has been increasing over time.


� In 1976 the Labor Government removed the means test on student fees, effectively making university education free for all (Williams, 2004).


� For example, UK universities possessed the autonomy to set and retain their own fees, but had not utilized this authority since World War II (Williams, 2004).


� Note, however, that in the case of UK universities, they are legally autonomous (i.e., private) institutions,


� Williams (20004) also notes the development of “third sector” funding in which competitive grants were made available by the state to encourage university programs in the market for public service.  Arguably this is an additional example of a government introduced “quasi-market.”  


� Universities submitted bids for a specific number of students at a specific price. 


� For an informative discussion of the design flaws in the UFC bidding process, see Johnes and Cave (1994) and Witzel (1991).


� Reflecting on the effects of a similar research assessment exercise introduced into the Hong Kong University system by the University Grants Committee, Massey noted that it produced a “land rush” into research by university faculty members and led to the UGC developing an academic audit process designed to reemphasize attention to teaching and student learning (Massy, 2003).


� There is evidence that the internal market created for research has had some clear positive as well as possible negative consequences for society (Hare, 2003; McNay, 1999), but the focus of this discussion is on the (unintended) consequences of this new competitive market for academic standards.  


� A study commissioned by the HEFCE on the affects of the RAE (J M Consulting, 2000), reported the widespread view among academic staff that university teaching was not adversely affected, but the 2003 government White Paper on Higher Education (DFES) nonetheless explicitly noted that teaching in universities may be cross-subsidizing research and called for increased efforts to strengthen the quality of teaching and student learning.


� The discussion that follows draws upon analyses in Dill (2003) and Dill and Soo (2004, 2005).


� As Hoxby notes (1997), this generalization was less true in the northeast and middle Atlantic areas of the US than in other parts of the country.


� The substantial difference between public and private institutions in the proportion of in-state students is explained by the need for state-supported institutions to give preference to in-state students, an irrelevant consideration for most private institutions.  The state of North Carolina, for example, places a limit on the number of out-of-state students that can be admitted as undergraduates to its public universities.   


� Hoxby (1997) identifies a number of significant predictors of this geographic integration of the market for US baccalaureate education including deregulation in the airline and telecommunications industries that resulted in substantially lower prices for long-distance travel and communication, the advent of modern, standardized admissions testing, the information exchange system among students, colleges, and scholarship donors that was initially generated by the National Merit Scholarship program, and tuition reciprocity agreements among states’ public college systems (for a more extended discussion, see Dill, 2003).


� Hoxby’s assumption about students as complimentary goods leads her to advocate “matching” high ability students in universities in order to maximize the efficiency of the industry.  An obvious competing view is “mixing” students of different ability levels to maximize benefits to the society.  For a discussion of these contrasting perspectives see Canton and Vossensteyn (2001).


� Hoxby’s assertion that increased competition leads to increased prices (tuition) appears to violate basic economic thinking, a point that will be further explored below.


� For a comprehensive review of this economic research, see Winston and Zimmerman 2003.


� It is worth noting that the crucial assumptions among educational economists about the existence of peer effects was developed in an economic modeling exercise motivated by observed differences in graduates’ incomes (Rothschild and White, 1995), not by empirical research on factors influencing student learning.  Rothschild and White (1995) do note that the differences in the incomes of graduates of more and less selective colleges and universities may in fact be attributable to other factors than peer effects.  





� Ehrenberg (2002a; 2002b) also notes that the heavy weighting on institutional expenditures and faculty salaries in the USNWR formula provides an incentive to increase costs in higher education, since efforts to cut costs or increase productivity would lower an institution’s ranking.


� Combining the classifications from the Rand study with related data on colleges and universities, Massy (2003) estimates that the categories of P and PS institutions together account for more than half of the 1200 four year institutions in the US and almost three-quarters of the financial resources invested in US higher education. 


� The study also reported an increasing tendency in PS and some P institutions of relaxing admissions standards for those students who would pay the full price of admission.


� For a systematic analysis of such cross-subsidies in US higher education see Massy, 2003.


� The Guardian table commendably controls student degree performance by student entry standards and weights this indicator at 9% of the overall score.  The USNWR also controls graduation rates by university spending and entering student test scores.  In the case of USNWR, however, the value-added measure contributes only 5% to the overall ranking.  Furthermore, faculty salaries and per student spending independently contribute 17% and relevant characteristics of the entering student body including test scores and class rank contribute another 11%.  Thus the amount of ‘‘correction’’ provided by the USNWR value-added measure, as well as the influence of the measure itself, are effectively compromised in the overall ranking.


� While there are arguably some educational benefit to the increased emphasis on research and scholarship encouraged by market competition in the UK and US noted above (Clark, 1997), it is unlikely that the increasing transfer by many institutions of resources and time from teaching to research can be justified by commensurate increases in human capital.  Research on student learning suggests that the correlation between research productivity and first level instruction, the demand for which is the primary rational for the development of mass higher education in all countries, is very small and that teaching and research appear to be more or less independent activities (Fox, 1992; Coate et al, 2001; Marsh and Hattie, 2002; Terenzini and Pascarella, 1994).


� There is an obvious parallel here between the recent government regulations designed to strengthen corporate processes for assuring financial integrity in competitive markets and the need for regulations to strengthen university processes for assuring educational integrity in competitive markets.


� Note that when the UK Government adopted the highly controversial policy of permitting universities to raise tuition up to 3,000 GBP, almost all of the less prestigious universities followed the elite institutions in charging the maximum amount.
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