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President Clinton’s major tax cut pro-
posal in the current election campaign
would allow income tax deductions of up
to $10,000 for college tuition payments.
This deduction would be phased-out on
higher incomes (over $100,000 on joint
returns or over $70,000 on individual re-
turns). This deduction would be allowed
even if the taxpayer does not itemize other
deductions.

In addition, he also has proposed
“Hope Scholarships,” a refundable income
tax credit of up to $1,500 ($750 for part-
time enrollment) for the first year of col-
lege. This could be renewed for the sec-
ond year if the student maintained a B
average or better, but eligibility for the
tax credit would be reduced to the extent
that the students receive Pell Grants
(means-tested grants for college tuition).
The figure of $1,500 is the approximate
cost of a year at a community college.

What Would this Accomplish?

There is only one virtually certain con-
sequence of the President’s proposals —
increased bureaucracy and administrative
costs. The Internal Revenue Service (IRS)
would have to verify the amounts of tu-
ition paid by students and, in the instance
of the “Hope Scholarships,” the amount
of Pell Grants received and whether the
student maintained a B average in their
first year. Colleges and universities would
have to comply with regulations to ensure
accurate and timely reporting to the IRS.

Other consequences are conjectural.
For example, if instructors believe that
lower grades could cause some students
to drop out for financial reasons, the re-
quired B average could further erode aca-
demic standards via “grade inflation.”

Tax Breaks for College Tuition

The “middle class tax cut” that President Clinton promised 4 years

ago seems to have finally emerged in the form of tax breaks for college

tuition payments. Such an attempt at social engineering would not

only be wildly inefficient compared to direct outlays, but the history of

past efforts in this regard suggests that it would be futile. Funds spent

to make college more affordable have been absorbed by rapidly esca-

lating tuitions.

Even the main result presumably envi-
sioned by the Clinton administration (in-
creased college enrollment) could be much
smaller than he expects, especially in re-
lation to the amount of money involved.

In comparison to, say, Pell Grants, the
“Hope Scholarship Program” would be far
less convenient for low-income students
to utilize. The money would come either
in the form of reduced payroll withhold-
ing (if a revised W-4 form was submitted
to the employer) or, more likely, in a lump
sum after the income tax form was filed.
Neither of these procedures would help
the student come up with the tuition when
it is due (typically before the term be-
gins). More significantly, most of the tax
breaks would go to people who are, or
will be, in college without the tax break
anyway.

There are roughly 12.5 million under-
graduate students at present (of whom
nearly 6 million are enrolled in 2-year in-
stitutions). Some of these (those paying
$10,000 or more in tuition who are from
families in the 28 percent income tax
bracket) would receive $2,800 each, but
most would receive less according to their
tuition payments, tax brackets, and Pell
Grants. If the average tax break turns out
to be $1,500 (on the very rough assump-
tion that those for whom the deduction is
worth less than $1,500 will opt for the
credit and that the credits of less than
$1,500 offset the deductions worth more
than $1,500) the initiatives will mean
about $18.5 billion less revenue for the
Treasury per year, even before any addi-
tional students are encouraged to enroll.

If the tax breaks somehow did encour-
age another 1 million students to enroll in
college, the Treasury’s loss would increase

(again at $1,500 per student) by $1.5 bil-
lion. This suggests that an increase in col-
lege enrollments by 1 million, from 12.5
million to 13.5 million, would “cost” the
Treasury about $20 billion, or about
$20,000 per additional student. If the pro-
posed tax breaks only induced an addi-
tional 500,000 to enroll, the “cost” per
additional student would be nearly
$40,000 per student, and if the increase
was 2 million, it would be $10,000 each.

These “rough and ready” calculations
compare, for example, to the aforemen-
tioned Pell Grant program which in 1992
assisted about 4 million low-income stu-
dents at a cost of about $6 billion, or about
$1,500 each. Some of these students might
have remained in college without their Pell
Grant, but it should be abundantly clear
that, as a means of encouraging people to
go to college, the President’s proposed
“targeted tax cut” would be very costly
and inefficient in comparison to “targeted
spending” for the same purpose.

What he is proposing is, in essence,
another “middle class entitlement.” Such
entitlements are the main source of the
Federal Government’s budget woes,
which, among other things, have led to
cut-backs in the Pell Grant program.

Be that as it may, it is far from clear
that the long involvement of the Federal
government in the financing of higher edu-
cation has been genuinely helpful to stu-
dents, their families, or even to educa-
tion.

The Effects of

Government Intervention

The involvement of the Federal Gov-
ernment in higher education has grown
markedly from its very simple beginnings
of grants of public land for the establish-
ment of colleges and universities. Prior to
World War II, the Federal Government
was largely concerned with encouraging
teaching and research in areas deemed
useful by Congress (agriculture, mining,
engineering, military training, etc.). This
has continued over the years (with a spe-
cial boost in 1958, after “Sputnik,” when
the National Defense Education Act be-
gan to pour funds into scientific research).
Overall, institutions of higher learning re-
port receiving about $20 billion per year
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from the Federal Government, but it is
not clear how much of this relates to stu-
dents (instruction, facilities, etc.) and how
much to other activities (research, univer-
sity hospitals, etc.).

In addition, beginning with the G.I. Bill
and continuing with a wide variety of pro-
grams, the Federal Government became
involved with tuition assistance to students
in the form of grants, loans, and loan guar-
antees. Spending on such assistance has
grown over the years, and it now totals
about $8 billion per year.

The rationale for all this, as well as the
vastly larger involvement of state and lo-
cal governments in education at all lev-
els, is that the benefit of education to the
Nation’s economy and society as a whole
is greater than it is to individuals, or as it
is perceived by individuals. This is prob-
ably correct: on average, individuals
would spend less on education if it was
their own free choice than is spent via
government taxing and spending.

However, the process limits the
consumer’s choice. In the instance of el-
ementary and secondary education, fami-
lies who might wish to send their children
to independent or parochial schools are,
or course, free to do so, but they still have
to pay the taxes used to support the public
schools — they have to pay the private
tuition on top of the taxes. The same situ-
ation occurs in higher education to some
extent. Some outstanding students choose
to go to their state university rather than

enroll at one of the elite private universi-
ties costing three or four times as much.

But the main impact of Federal inter-
vention in higher education has been on
the operation of the institutions them-
selves. The proportion of each age cohort
who attend college and receive bachelor’s
degrees has increased over the years (to
roughly two-thirds and one-third, respec-
tively). However, the proportion receiv-
ing degrees in traditional and more rigor-
ous fields (liberal arts, the sciences, and
engineering) has increased much less.
Most of the increase in the college popu-
lation has been among students who do
not receive 4-year degrees or who receive
their degrees in less demanding and more
vocationally-oriented programs.

In announcing his proposed “Hope
Scholarships,” President Clinton asserted
that, “I believe that the clear facts at this
time make it imperative that our goal must
be nothing less than to make the 13th and
14th year of education as universal as the
first 12 are today.” The “facts at this time”
would appear to be that our high school
graduates do not know enough. But the
remedy that Clinton proposes is not the
only possibility — much of what appears
to be taught in the “13th and 14th year of
education” (particularly, but by no means
exclusively, at community colleges) would
appear to be remediation of the failures of
elementary and secondary education.

In short, a major effect of Federal in-
tervention in higher education has been a

“dumbing down” of the curriculum. It is
also far from clear that the huge sums spent
on making college more “affordable” have
been effective. As shown in the chart, col-
lege tuitions have increased about twice
as much as everything else (as measured
by the Consumer Price Index) during the
past 15 years. These increases probably
would not have been possible if the subsi-
dies were not there — much, if not all,
“student aid” has been appropriated by
the colleges and universities in the form
of higher tuitions.

Subsidies usually have a double cost.
Farm subsidies, for example, cost taxpay-
ers when they are paid to producers and
they cost the consumer who pays higher
prices. Similarly, the panoply of tax-
breaks to homeowners and housing sub-
sidies have been largely offset by higher
costs. Construction costs have increased
at about the same rate as everything else,
and the inescapable conclusion is that
higher house prices mainly reflect higher
land prices — the main beneficiaries of
efforts designed to make shelter more af-
fordable have been landowners.

The same process seems to have oc-
curred in higher education to some ex-
tent. The average salary of full time (9
months a year) full professors at 4-year
institutions (which now stand at over
$80,000 per year, including fringe ben-
efits) increased about one-third faster than
the Consumer Price Index over the past
15 years, although there is little evidence
that their productivity has increased at all
(quite the reverse, in fact, with reduced
teaching requirements and the proliferation
of fields of studies of doubtful utility).

Paying the Piper, Calling the Tune

However, the bulk of the tuition in-
creases have not been appropriated by the
professoriate. Tuitions have increased
more rapidly than the professors’ salaries
(a series that we selected somewhat arbi-
trarily for the purposes of comparison, but
which tracks quite closely with total out-
lays per student reported by the institu-
tions for instruction and student services).

The major reason for this seems to have
been that a myriad of rules and regula-
tions come along with Federal money.
These, as usual, add to administrative
costs. But, more significantly, they have
required colleges and universities to spend
money for items (equality in women’s ath-
letic programs, access for the handicapped,
etc.) that they otherwise might not have
spent. When they make up their budgets,
the difference between what they are re-
quired to spend and what they have from
various sources is made up in tuition —
tuition is the balancing item. ❑

* Tuition receipts at all colleges and universities divided by enrollment.
† Average salary and fringe benefits for full professors teaching full time (9 months) at
private 4-year colleges.
Source: Statistical Abstract of the United States.
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Statistical Indicators of Business-Cycle Changes

Change in Base Data Cyclical Status
Jun. Jul. Aug. Sept. Primary Leading Indicators Aug. Sept. Oct.

- - - M1 money supply - - -
+ - + M2 money supply +? +? +?
+ + + Change in sensitive materials prices ? +? +?

+ + - New orders for consumer goods + + +
- + - Contracts and orders for plant and equipment +? + +
- + - Index of new housing permits + + +?

- + Ratio of manufacturing and trade sales to inventories + + +
+ - + - Vendor performance ? ? ?
+ - + + Index of common stock prices (constant purchasing power) + + +

+ - + + Average workweek in manufacturing +? +? +?
- + + Initial claims for unemployment insurance (inverted) +? +? +
- - - Change in consumer debt - - -

Percentage expanding cyclically 80 82 82

 Primary Roughly Coincident Indicators
+ + + - Nonagricultural employment + + +
+ ncr + + Index of industrial production + + +
+ -r + Personal income in manufacturing + + +

- + Manufacturing and trade sales + + +
+ + - + Civilian employment to population ratio + + +
+ Gross domestic product (quarterly) + + +

Percentage expanding cyclically 100 100 100

 Primary Lagging Indicators
- + - + Average duration of unemployment (inverted) +? ? ?
- + Manufacturing and trade inventories ? ? +
+ -r + Commercial and industrial loans +? + +

- + - Ratio of consumer debt to personal income + + +
- - + Change in labor cost per unit of output, manufacturing ? ? ?
+ + - + Composite of short-term interest rates ? ? ?

nc No change. r Revised. Percentage expanding cyclically 100 100 100

Under “Change in Base Data,” plus and minus signs indicate increases and decreases from the previous
month or quarter and blank spaces indicate data not yet available. Under “Cyclical Status,” plus and
minus signs indicate expansions or contractions of each series as currently appraised; question marks
indicate doubtful status when shown with another sign and indeterminate status when standing alone.

According to the latest batch of eco-
nomic statistics, it appears likely that the
economy will continue to expand in the
months ahead. Among our 12 primary
leading indicators, five reached new highs
for the current business cycle. Despite a
drop in the base data, new orders for con-
sumer goods and materials continues its
sharp increase (this series and all other
dollar-denominated series are reported in
constant dollars). Although the latest base
data for contracts and orders for plant
and equipment decreased, the moving av-
erage continues to expand. Due to sales
increasing much faster than inventories,
the ratio of manufacturing and trade sales
to inventories continues to expand.

The stock market continues to reach
new highs. After a two month dip, the 2-
month moving average of the constant-
dollar index of 500 common stock prices
reached a new high in September, and the
current-dollar index has since increased
further. Initial claims for state unemploy-
ment insurance (inverted) also reached a
new high, if we ignore the previous peak
in 1994 in this series. Sometimes it is use-
ful to ignore earlier peaks in a series when
it becomes apparent that the peak in ques-
tion was probably not associated with a
change in the series’ cyclical trend. All
five series mentioned above are appraised
as clearly expanding.

The index of housing permits decreased
in August and is now 3 months off its
high. This downturn was judged sufficient
to downgrade the series to probably ex-
panding. The average workweek in manu-
facturing was unchanged at 41.7 hours
per week. The change in sensitive materi-
als prices increased in August and the 6-
month moving average has been trending
upward for 7 months. The cylical trend of
this volatile series remains somewhat in
doubt, and it remains appraised as prob-
ably expanding. The M2 money supply, a
broad measure of money, increased this
month but has yet to surpass the peak
reached last March. It, too, remains ap-
praised as probably expanding.

There has been no apparent trend in
vendor performance for the past several
months, and the latest data shed little light
on this series’ cyclical trend. Its cyclical
status remains indeterminate.

The M1 money supply and the rate of

BUSINESS-CYCLE CONDITIONS

The outlook for the economy remains favorable. Our primary lead-

ing indicators show no indications that the economy is likely to con-

tract in the near term. Most of the coincident indicators are at new

cyclical highs and the lagging indicators are not showing signs of

developing bottlenecks.

change in consumer debt, both of which
had established clearly contracting trends,
decreased again in August. Overall, 82
percent (9 out of 11) of the primary lead-
ing indicators with apparent cyclical trends
are expanding. The cyclical score, AIER’s
purely statistical assessment of the lead-
ing indicators, increased one point to 69.
Both of these indexes suggest that a re-
cession is not likely to occur in the near
term.

According to the primary roughly co-
incident indicators, the economy is in good
shape. Five of the six coincident indica-
tors reached new highs for the cycle. The
index of industrial production increased
0.2 percent in September and personal
income in manufacturing increased for the
fifth consecutive month. Manufacturing
and trade sales, the ratio of civilian em-
ployment to population, and Gross Do-
mestic Product (quarterly) all increased

as well. Nonagricultural payroll employ-
ment was the only coincider not to reach a
new high this month. Although employ-
ment fell by 40,000 jobs, this 1-month de-
crease was judged insufficient to warrant a
downgrade in the series’ status. All six of
the coinciders are clearly expanding.

There were two new highs among the
six primary lagging indicators. Although
one of these occurred in manufacturing
and trade inventories, this series has gen-
erally held steady for the past year fol-
lowing a sharp increase the year before.
One consequence of this levelling off,
coupled with rising sales, is that
manufacturers’inventories are now at their
lowest level, relative to sales, since the
late 1970s. The other new high occurred
in commercial and industrial loans. These
loans are now at their highest level ever,
which could pose a problem for businesses
should the economy begin to deteriorate.
Both series are appraised as clearly ex-
panding.

The ratio of consumer debt to personal
income decreased in August, due to a
slower rate of increase in consumer debt.
This increase was the slowest since May
1993. The slowdown was due in large part
to a substantially smaller increase in re-
volving credit (i.e., credit card debt). Re-
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volving debt increased 7.5 percent — less
than half of  the 16.5 percent average
monthly increase recorded since last Au-
gust. Even so, the debt-to-income ratio
remains close to the all-time high reached
the previous month. The series remains
appraised as clearly expanding.

There are no identifiable trends in the
remaining three lagging indicators. The
average duration of unemployment (in-
verted) decreased to 17.2 weeks, despite
an increase in the base data. Throughout
most of the current expansion, the aver-
age duration of unemployment has been
unusually long. Other than the period fol-
lowing the 1981-82 recession, the dura-
tion of unemployment has never been this
long, and for such an extended period, in
the postwar era. The unusually slow re-
covery in employment following the 1990-
91 recession may be a factor, but it is not
yet clear why the duration of unemploy-
ment has not significantly shortened this
late in the expansion.

The change in labor cost per unit of
output in manufacturing increased, but not
enough to reveal a cyclical trend in the
series. The composite of short term inter-
est rates increased as well, from 5.35 to
5.42 percent. This increase did not clarify
the cyclical trend in interest rates, how-
ever. Overall, 100 percent (3 out of 3) of
the primary lagging indicators with ap-
parent cyclical trends are expanding.

It’s Been Long, But Has It

Been Strong?

Although the current expansion is the
third longest postwar expansion, by most
measures, it also is one of the weakest.
Based on the increase in constant-dollar
Gross Domestic Product (GDP), the mar-
ket value of all goods and services pro-
duced within the nation’s borders, this ex-
pansion, now over 5 1/2 years old, has the
slowest growth rate of any expansion since
since World War II. Table 1 shows the
average annual growth rate during the cur-
rent expansion and the previous five ex-
pansions. The 2.5 average annual growth
rate for the current expansion is more than
one percentage point below that of the
next slowest expansion, that of 1982-90.
This low growth rate is due in part to the
exceptionally slow growth of GDP dur-
ing the beginning of this expansion. How-
ever, 66 months into this expansion, the
increase in GDP is still below historical
averages.

The accompanying chart shows the cu-
mulative increase in real GDP during the
current expansion, as well as the average
for the past five expansions. This chart
shows the percentage change (vertical
scale) in the level of GDP from its level at
the trough of each business cycle. These
differences are shown for the 4 quarters
prior to the trough to 21 quarters (the
length of the current expansion) after the
trough. Since three of the five previous
expansions did not last 21 quarters, the plot
of the “average” expansion includes some
periods of subsequent recession and ex-
pansion that followed the initial expansion.

As the chart indicates, the current ex-
pansion took about 3 quarters to begin
expanding at a rate nearer to its historical
average (the slope of the curve is an indi-
cation of the rate of growth). Then, at
around the seventh quarter, the growth rate
slowed, and the wedge between the his-
torical average and the current expansion
widened. This widening “wedge” between
the two curves indicates that the
economy’s lackluster growth has remained
below historical averages during most of
the present expansion.

This evidence does not warrant the as-
sertion, however, that there is a trend de-
veloping towards longer or slower expan-
sions. One of the longest expansions
(March 1975 to January 1980) was fol-
lowed by one of the shortest (July 1980 to
July 1981), and there also is no correla-
tion between the length of an expansion
and the amount of growth during the ex-
pansion. In order to become the longest
postwar expansion in history, this expan-
sion will have to last another 31/2 years. It
is far too soon to speculate on whether or
not it is likely to last that long. ❑

AIER on the Internet
Over the past few years, the Internet has become a popular vehicle for sharing

ideas and information. AIER maintains a site on the World Wide Web portion of
the Internet. To visit AIER’s home page, point your web browser to:

http://world.std.com/~aier/

If you do browse our site, please send us a message (you can do so right from
the site) and tell us what sort of information you would like to see put online or
how we could improve the site.

If you would like to send AIER e-mail, you can do so. Our e-mail address is:

aier@world.std.com

Table 1

Gross Domestic Product, Average
Annualized Growth Rate During
the Current Expansion and the
Previous 5 Expansions

Expansion Rate

Feb. 1961 to Dec. 1969 4.9%
Nov. 1970 to Nov. 1973 5.3%
Mar. 1975 to Jan. 1980 4.3%
Jul. 1980 to Jul. 1981 4.5%
Nov. 1982 to Jul. 1990 3.8%
Mar. 1991 to Present 2.5%

%


