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ECONOMIC FORCES AT WORK IN ACADEMIA

When economists think and write about organizations, they typically focus on commercialfirms A relatively
small number of economists, however, have recently begun focusing on the organization in which they work,
universities. This note reviews some of this literature and draws parallelisms between the behavior and charac-
teristics affirms and the behavior and characteristics ofuniversities. One will note that most ofthis literature is based
on the experience of US universities, while few studies look at West European universities. As far as I know there are no
systematic (English language) studies that use Central and East European universities as subject of study. '

In this note, I will focus on 4 issues: the incentives given by universities to their employees, the internal organization of

universities, the competition between universities for students and faculty and the use of reputation by universities.

Universities and Incentives

Like firms, universities have to use incentives to
motivate their employees. The incentives in the aca-
demic world are almost exclusively of the 'career-
concerns'-type. Better work does not lead to immedi-
ate pay-rises but rather to increased chances on future
pay-rises, promotions, tenure or prizes.

For research, Siow (1991) and Hamermesh et
al. (1982) find that more productive faculty (meas-
ured by the stock of publication) earn higher sala-
ries. Graves et al. (1982) further find that depart-
ments that have a high number of published works
per faculty member are departments that pay more
to researchers, have more secretaries per researcher
and have lower teaching loads. Teaching is gener-
ally seen as a less rewarding job, at least in mone-
tary terms. Still, Fairweather (1996) finds no con-
clusive evidence when reviewing the literature:
there exist studies that find positive, negative and
neutral relationships between teaching-performan-
ce and salary.

Frank (1985) shows further that wage differ-
ences in academe are small, much smaller than for
example the contribution a professor makes to indi-
rect costs and he sees this as an indication of the
importance of 'status’, which can explain why
people are not rewarded according their marginal
products. However, he questions at the same time
whether this marginal productivity principle does
hold in the private sector. Still, Freeman (1975)
finds that, at US universities, inter-field coeffi-
cients of variation are far lower in academic than in
industry or government pay structures.

In several European countries, salary is not dif-
ferentiated according to field, thus creating diffi-
culties for those disciplines where there is an im-
balance between salaries at universities and salaries
outside science. However, the creative use of promo-
tions or pay scales can soften this problem. Bowen
(1964) finds, for British universities that science fac-
ulty get promoted faster than Arts faculty '. Another
element that could make pay differ is the differing
chances on outside research contracts.

There are several prizes for research, of which
the Nobel Prize is likely the most widely known
one. Prizes do also exist for teaching, though the
fame attached to these prizes is much smaller and
much more local. Other bonuses take the form of
royalties paid to inventors or gains from research
contracts that can be appropriated by the scientists

as extra wage’. Again prize incentives are not re-
stricted to the academic world. Many companies
have 'employee of the month' prizes and across
firms, you have the 'Manager ofthe Year' contests
organized by newspapers and magazines (for ex-
ample Business Week has an annual top 25),
though the latter have no money connected to it,
unlike most research prizes in academe.

Baker et al. (1988) conclude their review of
practices in the business world with the observa-
tion that there is a dominance of promotion-based
incentive systems. The academic world, hence, is
not an exception. Indeed, a major prize in academe
is being promoted to full professor.

More specific to academia is tenure (though not
exclusive, it also exists at consulting firms or in
justice)’. Several reasons have been advanced for
the existence of tenure ranging from its supportive
role for academic freedom to the idea that it is nec-
essary to induce existing faculty to choose compe-
tent new professors (see Brown (1997) for a re-
view). Anyway, the advantage for the researcher is
the high degree of safety tenure brings, though par-
tially he pays for this security: Ehrenberg et al.
(1998) find that smaller tenure probabilities slight-
ly increase the starting wage.

Concerning other monetary wage benefits,
Woodburry and Hamermesh (1992) present data
that indicate that the increased relative importance
of these fringe benefits in the academic sector,
which parallels the evolution in the business world.

Next to the monetary rewards, there are the
non-monetary fringe benefits. University staff, es-
pecially professors, tends to have a lot of freedom:
they choose their working hours individually, they
almost autonomously choose the contents of their
teachings etc. Some universities even allow their
faculty to work for their own business. While the
amount of freedom is probably a lot higher in aca-
deme than in firms, the principle itself is not un-
known in business. Tapon and Cadsby (1996) for
example describe a pharmaceutical firm that allows
its researchers to use up to 20 % of their time on
their own curiosity driven projects.

Note also that Argyres and Liebeskind (1998)
find indications that some US-universities are com-
ing back on this absolute freedom: while earlier on
rules on outside activities were unwritten and un-
enforced, they now are more and more explicitly
written down in individual contracts or university-
wide documents.

' Surprisingly, Argyres and Liebeskind (1998) write similar things about US universities: "...the pay of faculty in professional schools
is invariably higher than of faculty in Colleges of Letters and Science (although pay differentials are often only achieved by imaginative

adjustments to uniform pay scales)".

* For example at Stanford, the inventor gets 1/3 ofthe revenues of his invention. For more examples see Janssens (1996).
* Tenure provides job security though not absolute safety: financial difficulties of the university or misbehavior of the professor break

the tenure-clause.
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Besides incentives that make employees per-
form, economic forces also influence the behavior
of the subdivisions of universities, the academic
departments. Again, many business-like practices
canbeobserved.

The Internal Competition
between University Departments

Universities are far from monolithic entities as
they conglomerate different kinds of knowledge.
And this has consequences for the university: the
Carnegie International Survey of the Academic
Profession reveals that ‘faculty express strong loyalty
to their disciplines andfields ofstudy, but they have
significantly less commitment to their own colleges
anduniversities'(LewisandAltbach, 1996).

One of the consequences of this is that depart-
ments will try to further their own interests rather
than think and act in the interest of the university
as awhole. As a consequence, there exists compe-
tition within the university. A nice example of this
is what happened at Indiana University (Marcus,
1999). Between 1990 and 1997, the enrollment of
the college of arts and sciences declined by about
40 %. But 'since the university's budget is divided
among its various schools, based on the number of
credit-hours they teach, the college of arts and
sciences has run a deficit of between $1 million
and $1.5 million dollar in each of the past three
years, and has had to borrow to make ends meet.’
So the college reacted: 'the college tried luring
incoming students away from the university's
popular pre-professional programs with colorful
advertisements on campus shuttle buses, in news
papers and on posters.

Such internal competition, however, happens
aso in the business-world: for example, Merck-
DuPont Pharmaceutical, ajoint venture of Merck
and DuPont, competes with Merck, that thus cre-
ated a benchmark for itself (Tapon and Cadsby,
1996). And at the beginning of the nineties, the
business units of IBM were free to compete with
each other (Fauli-Oller and Giralt (1995)).

Above we described the internal competition
between departments. At the same time, universi-
ties have installed certain mechanisms that try to
manage the whole institution and thus try to keep
this competition into certain limits or to influence
the results of this competition in a way the univer-
sitiesasawholeprefer.

The tuition-policy of universities has such in-
ternal consequences. In general, universities do not
differentiatetuition according to subject although it
is clear that costs differ from one subject to an-
other. This means that expensive subjects are made
more attractive then they would be otherwise, thus
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that some students are lured away from the cheaper
departments. At the same time, this destroys the
incentives of departments to keep costs down.
Many US-universities use price discrimination so
they set a high sticker-price and then allow for dis-
counts that are a function of the present wealth.
Future wealth, which is subject related, is not taken
into account, thus shifting demand towards those
subjects with higher returns.

Central offices of universities act yet in other
ways like an 'internal capital market'. Such an in-
ternal capital market can be used to ‘invest' in the
most promising research projects and most attrac-
tive study-programs (instead of investing in the
department where the money originated) but many
academic institutions try to remain ‘egalitarian’
and thus try to redistribute income from the poor
departments to the rich (see for example Cohen
and Noll (1998) and Ehrenberg et al. (1993)).

This ‘internal capital markets-idea has long
been seen as one of the reasons of the existence of
firms. Recently, however, this idea has become
more and more questioned (Bolton and Scharfstein,
1998) because severd studies find that these mar-
kets do not work like they should: instead of in-
vesting in the departments that are most profitable,
they rather subsidize less performant divisions.
Lamont (1997) for example shows that after the
negative 1986 oil shock, oil companies signifi-
cantly reduced their nonoil investment compared to
the median industry investment.

Competition between Universities

Firms compete on the market for inputs and
outputs. Similarly, universities compete for faculty
and students.

A) Competition for faculty and staff

Because professors can show their research
skills to the world through their publications, it is
not surprising to see an important externa job
market where professors move from one university
to an other in search of higher salaries and more
reputation. Ehrenberg et al. (1991) find that the
turn-over of faculty is about 10 % each year, a
number that remained fairly equal between 1970
and 1990 and does not differ that much over differ-
ent types of institutions.

In the US, there is also a market for presidents
and other university administrators (in other words,
the 'managers’ of the university). Siegfried's
(1998) list of economists that have had administra-
tive positions shows several persons that held ad-
ministrative positions at different universities. Ce-
cil Mackay Jr. for example has been president of
Michigan State University, Texas Tech university
and the University of South Florida. Still, the aver-
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age tenure of a university president is quite high:
Mixon and McKenzie (1999) find that on average
they remain 11.5 years president at the same uni-
versity, with public universities having a substan-
tially higher average tenure (+5 years) than pri-
vates, which is claimed to be a consequence of the
difference in managerial incentives.

The above evidence described the situation in the
US. In Europe though, the situation is different. The
rectors of European universities are almost always in-
house professors. Similarly, the market for faculty is
largely constrained by national borders. As a conse-
quence, options outside academe become more im-
portant, which can be illustrated by the large number
of faculty that combine the roles of scientist and poli-
tician (see Frey and Eichenberger, 1993).

B) Competition for students

US Universities compete for students, or better,
they compete for the good students. Indeed, almost
none of them does admit everybody that applies.
One way of enlarging its pool of (good) students
appears to be increasing R&D expenditures: Siow
(1997) shows that more students will come from
out-of-state if R&D expenditures are higher. An-
other is the use of merit-aid: students with high
SAT students get more financial aid ofthe univer-
sity (Hoxby, 1999).

Not surprisingly, universities also react to the
actions of their competitors: Yale started to reno-
vate its campus after Harvard had taken similar
actions (Wall Street Journal 14/10/1998). And
Harvard decided to increase its scholarship awards
after its major competitors had done the same
(Wall Street Journal 17/09/1998).

Hoxby (1998) shows that due to the decreased
importance of proximity (as a consequence of de-
creases in the price of being mobile) in the 'where-
to-enroll'-choice of students, universities became
more quality-homogenous internally while quality-
heterogeneity increased between colleges, both
evolutions that conform to the predictions of the
'industrial organization' - literature. At the same
time, the 'across universities'-variability of tuition
and educational subsidies, increased.

C) Collusion among universities

Above we focused on competition between
universities. At the same time, universities cooper-
ate. Shafer and Reed (1996) describe several con-
sortia of universities in which institutions work
together on administrative and academic issues,
ranging from joint programs to joint purchase of
on-line journals or telephone services.

Cooperation even might lead to collusion: in the
US, the Department of Justice (DOJ) filed a case
against a group of universities that organized meet-
ings in order to synchronize financial aid to students
that applied simultaneously to several of the groups'
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members. The universities claimed that they needed
this practice to assure that based was need - rather
than merit based. The DOJ, however, saw colluding
colleges that tried in unfair ways to raise their reve-
nues and decrease their aid (Salop and White(1991)).

Similarly, in 1990, the UK government decided
to let the universities tender for students. Bids,
however, turned out to be almost uniform. One of
the reasons for this failure is thought to be collu-
sive behavior (Cave et al.,1992): At the same time,
the Committee of Vice-Chancellors and Principals
encouraged an information exchange. Universities
were asked to indicate anonymously in advance the
size and the level of their bids. Finally, attempts
were made at the level of individual cost centers
and subject groups to oppose competitive tender-
ing. Many of these relied upon moral suasion, but
in some cases the possibility of sanctions were in-
voked. For example a professional organization
responsible for accrediting degrees wrote to uni-
versity departments indicating that any discounting
ofthe guide price might provoke an examination of
the quality of teaching provided, possibly leading
to a withdrawal ofaccreditation.’

Universities and Reputation

Similarities between universities and business
can also be observed in the marketing practices.
A typical practice of universities is umbrella
branding: they cover all their educational activi-
ties under the name of the university instead of
using different brand names for the component-
disciplines. This is a practice that is also widely
used in the business world (Sappington and
Wernerfelt (1985)). From a more recent date is the
big scale branding of non-educational products. In
1998, universities earned 2.5 billion $ in licensing
fees and some even quarrel about the patent on
names: Ohio University and Ohio State University
for example battled about who could use the word
Ohio' (Wall Street Journal, 19/12/97). Especially,
universities with strong sports teams are repre-
sented in this market.

Reputation is also important when a university
tries to enter into new businesses because it can
'halo' some of its reputation on its new department
which will give the latter the necessary respectabil-
ity. Goldin and Katz (1998) view this brand-name
advantage as one of the reasons of the increase in
scope of US-universities and of the demise of in-
dependent professional institutes between 1890 and
1940: ‘Certain universities had, as well, the capac-
ity to bestow reputation on new divisions in untried
areas, such as business schools, and in areas
plagued by claims of quackery, as were medical
schools in the wake ofthe 1910 Flexner report.’
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Conclusions

This paper has given a number of examples that
show that in many ways, universities behave like firms.
Universities use incentive mechanisms and marketing
mechanisms that are widely used by firms, they com-
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Tom Kyne

AK IIPAITIOIOTb EKOHOMIYHI ®AKTOPUA
B AKATEMIYHIN OCBITI

IIpu docrioxncenni opeanizauiii ma Qipm nepegasxcha Oinbuicms eKoHOMIcCMie 36epmaemscs 00 NPUKAADI6 8eAUKUX
Kopnopauiii, 00HaK NOKU W0 MAo 8UEHAomy opeanizayii, de 60HU cami npaylowmMs, a e1acHe -yHigepcumemu. Aemop
cmammi pobums 02450 aimepamypu 3 Haeedenoi memamuku. binvwicme Haykosuyie docaidxcyioms yHisepcumemu
Cnoayyenux Illmamie, nabazamo menuie-ynieepcumemu 3axionoi €eponu, npome, Ha OYMKY a8mopa, HeMae HcoOHOT
cucmeMamu4Hol aHeA0Mo8HOI nyOaiKayil CMoCOBHO UEeHMPANbHO- MA CXIOHOEBPONELCLKUX YHIgepcumemie.

Y emammi aemop euceimaroe womupu acnekmu oOpanoi memu, a came: CMUMYAU, AKUMU YHigepcumemu
B8NAUBAIOMb HA CB0IX NPAUIGHUKIG; GHYMPIWHIO OpeaHi3auyito yHigepcumemis, OOpomuvOy Midc: YHiGepcumemamu
3a cmyodenmieé ma 6UKAA0A4i8; UKOPUCMAHHS YHIGepCUMemamu ceocipenymauii.



