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Research currently demonstrates that the supply of schooling in both developed and 

developing countries continues to be, on average, seriously inefficient. The problem 

is now accentuated by widespread fiscal constraints caused especially by 

government deficits. The pervasiveness of the inefficiency is usually demonstrated 

with figures showing growing public expenditure on schooling per head at a time 

when student achievement is stagnant or even in decline. This phenomenon will be 

taken as a point of departure in this paper, which will subsequently concentrate on 

trends and innovations in the finance of education that attempt to combat the 

inefficiencies. 

The Cost Disease 

Before exploring the roots of the cost problem further, however, it is necessary first 

to respond to a well-known line of argument associated with Baumol (1967). The 

focus of his reasoning is upon the claim (or observation) that because, on average, 

government services are labour intensive, it is in the private capital-intensive sectors 

that we normally look for dramatic productivity improvements over time. Once we 

recognize the differential rates of technological growth between the two sectors, it is 

only to be expected, Baumol argues, that the prices of the labour-intensive services 

will rise relative to others. Simply to find that government expenditure per student 

has risen, therefore, does not in itself indicate inefficiency. The reporting of increased 

costs in low productivity growth sectors is often rationalized in terms of ʺBaumolʹs 

Diseaseʺ or the ʺCost Disease.ʺ Such reasoning dominates explanations for cost 

growth not only in government services generally, but also in nonprofit activities 

such as the arts and recreation. It should be noticed, in passing, that the cost disease 

argument does not state that labour-intensive sectors suffer decreasing productivity; 



only that their rate of productivity increase is less than that of the typical capital -

intensive sector. 

Consider now the empirical studies of Hanushek (1996), who finds that 

educational productivity in the United States has been actually falling. The decrease 

has been nearly 3% per year in recent years. In his attempts at explanation, 

Hanushek observes (pp. 11, 12) that while the general Baumol arguments imply that 

external forces inexorably drive costs upwards, the data show that schools have been 

systematically choosing to hire more of increasingly expensive inputs. Collective 

bargaining has resulted in the salaries of teachers being a function of length of 

service (experience) and teachersʹ own education. Thus the percent of teachers with a 

masterʹs degree increased from 23.1% in 1960-1961 to 52.6% in 1991. As well, the 

median years of teacher experience rose from 11% in 1960-1961 to 15% in 1990-1991. 

The pupil-teacher ratio, meanwhile, dropped from 25.6 to 17.3 (i.e. class size fell and 

cost per student increased). 

If such increases in spending and resources had been accompanied by student 

achievement levels that improved at the same, or greater rate, there would have been 

less cause for concern. According to Hanushek (1996, p. 3), however, ʺthe best 

available information suggests that the overall trend in student performance has 

been flat or falling.”1 

Rigid Supply Structures 

As observed by Ferris and West (1996), the argument that external forces drive 

educational cost increases should not be accepted on its own terms. Privatization, for 

example, could lead to changes in the structure of supply that could result in 

ʺgenuineʺ reductions in real costs. These reductions could be expected from the 

break-up of what is now a monopoly system of schooling. One aspect of this system 

is the higher incidence of unionised labour. Recent econometric evidence has found 

that, compared with non -unionised districts, unionised districts are associated with 

                                                           
1 Hanushek (1996) refers to data pertaining to the period 1970-1995 obtained from (a) the National 
Assessment of Student Progress (NAEP) for tests in mathematics, science, and reading, and (b) trends 
in the Scholastic Aptitude Test (SAT). 



increases in expenditures per student of between 7% and 15% (Eberts and Stone, 

1986). Other evidence, moreover, shows that the size of the representative school 

district is growing, a phenomenon that increases the potential for the effective 

exercise of monopoly power (Kenny and Schmidt, 1994). One cause of the cost 

differential between the two systems therefore is the higher compensation of 

unionised teachers. Since private school teachers are less heavily unionised, full 

privatisation can corresponding labour cost reductions. 

Baumol warns that proposing an increasing switch to private enterprise will elicit 

determined opposition ʺwhich has shown itself, for example, whenever any measure 

is proposed that is perceived as even a minor threat to the public schoolsʺ (1993, pp. 

26, 27). The ʺdetermined oppositionʺ to privatisation, however, is concentrated 

among those employed in the public school system and who have the most to lose 

through the erosion of their monopoly. This opposition, in other words, is itself a 

measure of the degree of monopoly power that exists Gallup polls, meanwhile, show 

that around 50% of parents with school-age children favour education vouchers that 

would pave the way for competition. Being more dispersed than school employees, 

the parents certainly face higher costs of political lobbying. But this does not imply 

that their opposition to monopoly is less important in welfare terms than the 

opposition by the public education establishment to proposals for competitive 

supply ultimately be expected to yield. 

Traditional input Analysis 

The traditional (official) policy approach to the search for increase efficiency 

is based on a quest for optimal balance of measurable school inputs (the 

ʺproduction functionʺ approach). In other words, some form of regression 

analysis is used to identify precise determinants student achievement and to 

determine the relative importance of inputs such as the characteristics of 

schools, teachers, class size, and curriculum. To date, the results of such 

analysis are disappointing. The evidence (teacher salaries in developing 

countries, for instance, ʺcontain no compelling support for the notion that 



higher wages yield better teacher” (Hanushek, 1995, p. 231). Evidence that 

smaller classes outperform ly large classes is also lacking, at least in the 

United States. Similarly the education and experience of teachers are not 

systematically related to student performance (Hanushek, 1995, p. 232). All 

these findings, to reiterate, strongly suggest that the authorities have been 

choosing to purchase more expensive inputs. The exercise of such choice is of 

course an administrative and/or political decision and the implication is that 

the policy should be reversed or cancelled if the problem of educational cost 

escalation is to be tackled seriously. 

Side by side with the evidence that measured inputs are not systematically related 

to student performance is the striking fact that schools differ considerably in quality 

in both developed and developing countries. This is a phenomenon that cannot be 

explained by aggregate input-centred analysis. Investigating variations in the quality 

of schools across a sample of primary schools in Egypt, Hanushek and Lavy (1994) 

found that the differences were enormous. The worst school showed an average 

student achievement gain that was 62% below the base school, while the best school 

was 30% above. Only 16% of the variance in school quality was related to teacher 

attributes (such as teacher education) and to school attributes (such as class size and 

facilities). 

So far, attempts to provide additional measures of educational success have failed 

to explain a large portion of the systematic differences across schools. In other 

words, while the evidence reveals that schools differ in important ways, we cannot 

satisfactorily describe these differences. In the words of Hanushek (1995), ʺwe cannot 

describe what makes a good or bad teacher, or a good or bad school. ... we should 

learn to live with that fact: living with it implies finding policies that acknowledge 

and work within this fundamental ignoranceʺ (p. 236). 

The logic of such discussion according to Hanushek, points to the need to shift 

emphasis from policies based on inputs to those based on outputs. And output 

policies imply the constant need for performance incentives and repeated testing. 



ʺMany countries do little systematic testing and evaluation of student performanceʺ 

(Hanushek, 1995, p. 241). But if countries are backward in these respects, one must 

presumably search for alternatives to public schools in the form of private 

organizations that might act as ʺpacemakers.ʺ 

It so happens that a variety of innovations claiming to introduce so-called market 

incentives into education have been introduced over the last 25 years. Such schemes 

have included tuition tax deductions, tax credits, open enrollment plans, charter 

schools, and education vouchers. Tax deductions and credits have hitherto been 

unsuccessful due to strong political opposition and because they fail to deliver 

assistance to low-income families that have little or no tax liability. 

Open Enrollment 

With regard to open enrollment, the state that has promoted it m vigorously in the 

United States is Minnesota. Bearing in mind that over $4,000 in state aid is slated to 

follow each child who transfers from one public school to another, the state governor 

has described system as an example of ʺmarket forces at work.ʺ This proposition 

however, contains five inaccuracies. First, real markets work with use of full or 

near-full pricing. But prices (fees) have not been introduced into the Minnesota plan, 

since public schools must presumably remain ʺfree.ʺ The second problem arises from 

the assertion that Minnesota school districts that fail under the new system will be 

forced to close. The proposition invites scepticism because there is little evidence that 

public schools have been allowed to go bankrupt. A third problem with 

characterizing Minnesotaʹs plan as a market system is that, although the law 

envisages free choice of school districts across the state, the school boards are 

nevertheless free to elect not to accept students. Very little of such discretion, of 

course, occurs in free markets. 

A fourth problem relates to Hanushekʹs call (above) for incentives. Open 

enrollment provides no clear incentives for teachers and administrators of particular 

schools. Incentives would be clear and obvious, for instance, if it were openly 

decreed that salaries of school principle as well as of teachers were to be related to a 



particular proportion of the enrollment they attract. Nothing is said on this score, 

however. Yet if the sponsors of the plan are really looking for market-like 

competition within the public schools, some such specification must be m And it is 

interesting that such an incentive provision is included in British Education Act of 

1988. 

When asked to accept out-of-district students without such incentives, several 

ways are open to a school board in Minnesota to refuse. For instance, a board is 

allowed to simply announce a blanket resolution that non-resident pupils outside 

the local ʺcatchment areaʺ may not attend any of the schools or programmes. As 

well, any school can refuse to take on more students simply on the grounds that the 

school is ʹfullʹ or is ʺovercrowded.ʺ 

A full market system, in contrast, would oblige suppliers to use all possible 

improvisations and expedients to carry any increased load in the short term and to 

make all possible effort to expand in the long term. Suppose customers were 

transferring from a relatively inefficient retail store and were beginning to crowd the 

premises of a rival store.  It would be an odd notion of efficiency that required the 

process to stop because it was encouraging ʺcrowding.ʺ Any retreat to ʺcatchment 

areasʺ to prevent crowding would remove the very pressure that was working to 

improve matters. Under such pressure the favoured store would meet the crowding 

with temporary measures pending plans for expansion, while the unpopular store 

would be under constant pressure to try to match the superior services of its rival. 

Staff who were frustrated by their treatment by unimaginative managers in the 

failing store would be attracted by vacancies occurring in the successful crowded 

one. 

 

The fact remains that clear and substantial individual incentives in general are 

largely absent from the public school system. Many of its teachers become 

disenchanted, not just with inefficient managers, but also with inflexible union rules. 

And the failure of many U.S. state legislatures to enact performance-related merit 



pay incentive programs because of the opposition of teacher unions is yet another 

conspicuous  example. 

Elementary economics tells us that the most crucial condition for competition is 

freedom of entry into a market. And this brings us to the fifth, and most important, 

problem trying to equate with open enrollment with a market system. Since neither 

the Minnesota plan nor any other public school open enrollment plan provides for 

free entry of new private and denominational schools, the conditions of full 

enrollment as ʺpublic schools for choiceʺ is a misnomer, since choice that is 

constrained by the exclusion of private schools is no real choice at all.  

Free entry is essential if we are to benefit from competition as described by 

classical economists such as Adam Smith. They envisaged competition as a 

dynamic process that promptly rewards those who introduce superior 

methods. Suppose that new lower-cost methods are available but have not yet 

been widely adopted. In a profit-driven free market system business 

entrepreneurs will seize the corresponding opportunities for entry. In the 

non-profit world of public schools, in contrast, there are no such 

entrepreneurs, only administrators and decision-makers. The strongest 

incentives for prompt adoption of new ideas are therefore absent. 

Charter Schools 

The next innovation to be examined is the charter school. Charter schools in the 

United States are public schools which operate under state-enabling legislation and 

receive pupil funding from taxpayersʹ dollars, usually by allocation of district-level 

education funding on a per-pupil basis. Sponsors must apply to local education 

districts or a state chartering authority for a charter under which they will function, 

stating educational objectives, curricula, and proposed methods of operating. 

Charter schools are governed locally by citizens, parents, teachers, and universities. 

Charter schools must admit all students under public admission rules and remain 

accountable to public authorities. The charging of tuition is not allowed. Charters are 



granted for a set period of time (3 to 15 years, depending upon the state legislation). 

Some significant incentive effects exist because a charter is in effect a 

performance-based contract: if the school does not perform up to the standard set in 

the charter, it can be revoked and the school shut down. 

Several studies suggest that charter schools often receive less (sometimes 

significantly less) funding per student than comparable government schools, based 

on the state charter law funding mechanism formula. Charter school legislation, for 

instance, does not provide a specific reimbursement for capital costs to cover 

building or acquiring a facility, although some states provide modest initial start-up 

operating funds. 

In the United States, 25 states now have charter laws, and by the end of 1997, 

about 500 charter schools will be in operation around the country. President Clinton 

has stated that the United States should set a goal of 3,000 charter schools by 2000. 

Charter proponents generally classify state charter laws as ʺstrongʺ or ʺweakʺ, in 

accordance with the degree of operating autonomy, automatic exemption from laws 

and regulations, true fiscal and legal autonomy from the district school system, and 

sponsorship options other than local school boards. Elimination of most state laws 

and rules (except health, safety, and civil rights) governing conventional schools is a 

central feature of the charter concept. Although my account is focusing on the 

United States it must be recognized that the spread of charter schools involves 

several other countries. Table 1 gives a brief summary. 

 

 

 

Table 1. The Spread of Charter Schools 

Year Event 

1988 Britainʹs Education Reform Act permits self-goveming public schools 1, 116 direct 



ʺgrant-maintained schoolsʺ (charters) now in place 

1989 New Zealand charters all of its 2,600 schools 

1991 Charter school legislation approved in Minnesota, USA.  By 1997 close to 500 charter 
schools established in 26 states. President Clinton calls for 3,000 charters by year 2000. 

1995 Alberta becomes the first Canadian province to adopt charter legislation. By 1996, 8 
charter schools are approved 

1996 The Minister of Education in Ontario, Canada, announces that his government will 
consider charter proposals 

Source: Raham (1996, p. 4). 

A Charter Schools and For-Profit Organizations 

If it is agreed that for-profit organizations experience the strongest incentives and 

disincentives, the main interest will be the United States, where ʺfor-profitsʺ are 

gaining ground. Canada, Britain and New Zealand, in contrast, are dominated by 

nonprofit private (charter) schools. It is true that American states have passed 

legislation that attempts to prohibit for-profit operators from chartering. This does 

not necessarily prevent for-profit companies from entering the market, however. 

Such companies may simply contract with the charter ʺholderʺ to operate a school. In 

the case of the successful for-profit school organization called SABIS,2 for example, 

while it has not been allowed to contract directly for a charter school in Chicago, it 

has got into the business indirectly by being hired as a charter school manager by a 

not-for-profit company. Elsewhere the for-profit mode is making a significant 

appearance. Of the 46 charter schools that began operation in Arizona in 1995-1996, 

13 were being run by for-profit organizations. 

 

 

The Springfield Massachusetts Venture 

                                                           
2 The name SABIS was constructed from the abbreviated surnames of the founders Leila Saad and 
Ralph Bistany. SABIS is an international chain of for-profit private college prep schools with units in 
Lebanon, Pakistan, England, the United States, and five of the United Arab Emirates. 



The example of SABIS is worth further comment since it appears increasingly 

successful at obtaining managements of new charter schools. Part of the explanation 

is its performance in its first entry into the ʺbusinessʺ in Springfield, Massachusetts, 

in 1995. There, in one year, it transformed a below-average school in a ʺblightedʺ 

low-income neighbourhood into the most sought after school in the district. Of the 

600 students, 39% are white, 31% Hispanic, 29% black, and 1% Asianʹ The Iowa Test 

of Basic Skills results released in June 1997 show that the school, now known as the 

SABIS International Charter School (previously the Glickman Elementary School), 

has gone from nearly the lowest to among the highest in the city for student 

performance. 11 Students progressed, on average 1.5 years during a single school 

year. 

The 1997 report by the state Department of Education contained the assessment of 

a team that visited the building in the fall of 1996. The team scrutinized nearly every 

classroom, meeting teachers, reviewing grades and test scores. The Departmentʹs 

general conclusion reads: ʺSABIS ... has assembled what appears to be a solid 

management team and fundamentally changed the second-worse performing school 

in the city into what appears to be a clean, well-equipped, safe and perhaps most 

impressive, one with high academic standardsʺ (Union News, 1997, p. B2). 

The chairman of the state Board of Education expressed approval of the focus on 

English and mathematics, the immersion in Spanish at all grade levels, and the 

position of an academic coordinator who works with the classroom teachers. The 

chairman pronounced the SABIS venture to be ʺthe best charter school I have ever 

seenʺ (Union News, 1997, p. B2). This is high praise indeed coming from professional 

educators who are normally suspicious of for-profit organizations. 

With such a growing reputation it is perhaps not surprising that the SABIS 

management is being appointed to more emerging charter schools. Besides 

Springfield it is now operating (or about to operate) in Chicago, Delaware, and 

Arizona. 

The SABIS Approach 



In this respect, it is pertinent that SABIS seems to have developed its teaching 

methods when facing the strong challenge of meeting education problems in 

developing countries in the 1960s. Accepting a contract to prepare students from 

underdeveloped Mideast nations, SABIS discovered that it had seriously 

underestimated the degree of adversity in the environment from which the pupils 

came. The primitive elementary schooling that they had typically received had left 

them further behind academically than was initially believed. It was from this exi-

gency, indeed, that the school developed its characteristic system of incremented 

steps of academic achievement that are rigorously tested. The concept of incentives, 

indeed, is represented in this institution in all its aspects. 

SABIS now divides its curriculum into concepts called ʺpoints.ʺ Teachers teach 

each point, pose questions about it, and check the answers of preselected senior 

students or ʺprefects.ʺ The ʺprefectsʺ then check other students in a system that 

SABIS calls peer tutoring. Students earn points for their prefect work and they are 

listed on their report cards. It is open to each student in a school to apply to become 

a prefect of some sort. In addition to the traditional academic sphere, there are 

prefects in sports, in school management, and even in the supervision of garbage 

collection or the running of soda machines. 

The concept of incentives is also demonstrated in the context of teacher 

remuneration. In contrast with the U.S. public school system, which, as shown 

above, remunerates in strict accordance with the length of teaching experience and 

the formal education (measured by diplomas or degrees) of the teachers, SABIS 

rewards teachers simply according to their success in the classroom. Such success is 

measured in terms of promoting gains (or ʺvalue addedʺ) in student achievement.3 

Charter Schools in Perspective 

As we have shown, not all charter schools are run by for-profit organizations. 

Indeed, several states do not welcome even indirect association with them. It has to 

                                                           
3 Peer tutoring plus payment of teachers by results was first developed systematically in 19th-century 
England and Wales. It eventually collapsed under the weight of strong opposition by the organized 
teacher administrator profession. See Birchenough (1927). 



be remembered meanwhile that charter schools are public (government) schools, not 

private. 

With few exceptions, and the SABIS school seems to be one such, charter schools 

in most states are still hindered by a multitude of rules and procedures. Many lack 

access to capital and start-up funding. Some are forced to hand back significant 

portions of their budgets to the local district as a rent or overhead payment. It is not 

clear therefore that the typical charter school will be able to continue to operate with 

significantly less money than conventional public schools, and simultaneously 

produce superior results. One should, in any case, keep the situation in the following 

numerical perspective: even if the United States reaches President Clintonʹs stated 

goal of 3,000 such schools by the year 2000, there will still be some 80,000 public 

schools (over 96% of the whole) that are not charter schools.4 

Vouchers 

For governments to go a step further than the charter school arrangement in 

continued search for incentives, the next development would presumably be that of 

education vouchers. An education voucher system exists when governments make 

payments to families that enable their children to enter public or private schools of 

their choice. The tax-funded payments can be made directly to parents or indirectly 

to, the selected schools; their purpose is to increase parental choice, to promote 

school competition, and to allow low-income families access to private schools. 

Vouchers can be of the selective variety (as in Milwaukee, see below). In other words, 

they can be restricted to families receiving less than a given income level. In so far as 

such restricted vouchers caused efficiency in supply, such as with the SABIS 

approach, the whole program could be judged unambiguously in terms of equity as 

well as efficiency. 

Some opponents argue that given the freedom to use vouchers, the families 

that are less motivated to exert themselves and take advantage of the new 

freedom will be left in gutted, underfunded, and decaying public schools. But 

                                                           
4 This paragraph has drawn on Finn (1997). 



this argument rests on the questionable assumption that the public system 

will refuse to adjust to competition in the face of private schools. Holmes 

(1990, p. 23) maintains that ʺthere is no reason why inner-city schools of the 

future, where alternatives are available (with vouchers), will be worse than 

the ones at the moment where there is no choice.ʺ 

It should be emphasized, that there are several forms of vouchers. The typical 

variety that appears to be developing around the world is one where ʺfunds follow 

the child.ʺ With this method governments subsidize ʺschools of choiceʺ in strict 

proportion to enrollment. This type of voucher has recently been adopted by 

developing countries such as Bangladesh, Belize, Chile, Colombia, Guatemala, and 

Lesotho, as well as by industrial countries such as Poland, Sweden, the United 

Kingdom, and the United States (West, 1997). 

The Milwaukee Plan 

One of the most striking examples of a successful voucher system for the poor is 

found in Milwaukee, Wisconsin. Pioneered largely by Democratic Representative 

ʺPollyʺ Williams in 1990, the plan permits a limited number of low-income 

Milwaukee students to use state funds to attend a private, non-sectarian school of 

their choice. The Milwaukee plan has been opposed by various educational 

establishment groups, including the State School Board Association and the 

Wisconsin Congress of Parents and Teachers, Inc. This opposition has probably 

influenced the administrative restrictions that have accumulated recently. Thus in 

1994 the state legislature authorized a cap (ceiling) on the plan limiting it to 1.5% of 

Milwaukeeʹs 100,000 school age population, or 1,500 students. Schools participating 

in the plan must limit voucher students to 49% of their student body, so further 

limiting the number of places available. Since its inception, the planʹs ~lack of space 

has resulted in more students being turned away than have been accepted into the 

plan. In consequence, spaces in over-subscribed schools are apportioned by lottery. 

Despite its smallness, the Milwaukee scheme is the only source of hard evidence 

on the effects of vouchers in the United States. Comments hitherto on the 



success/failure of the scheme have depended on the annual reports of Professor John 

F. Witte, the state-selected outside evaluator. His first reports led some critics to 

complains that the participating schools suffered excessive attrition and that 

attainment tests were biased because the mothers of the families using vouchers 

have a higher average high-school completion rate.  These complaints were later 

rebutted by McGroaty (1994). 

The unambiguously positive parts of Witteʹs findings, meanwhile, appear to 

combat three popular fears or predications about the voucher program. The first is 

the suspicion that vouchers will help individuals such as the nonpoor, who need 

help least. Witteʹs evidence shows, on the contrary, that ʺchoice familiesʺ are among 

the poorest of the poor. Their average income in fact, was about half the level of the 

average Milwaukee Public School family. 

The second commonly expressed fear is that vouchers will lead to segregated and 

antisocial schools. Evidence supplied by Witte, however, shows that the Milwaukee 

program fosters diversity and that no participating school has been teaching cultural 

supremacy or separatism. ʺThe student bodies of participating [voucher] schools 

vary from schools that are almost all one minority race, to racially integrated schools, 

to schools that have used the Choice program to diversify their almost all white 

student bodiesʺ (quoted in McGroaty, 1994, P. 110). 

The third fear is that voucher schools will draw the ʺcreamʺ of the student ʺcrop.ʺ 

From his evidence, however, Witte concludes: ʺOne of the most striking and 

consistent conclusions from the first two years is that the program is offering 

opportunities for a private school alternative to poor families whose children were 

not succeeding in school. This is a positive outcome of the programʺ (quoted in 

McGroaty, 1994, p. 110). 

Other positive conclusions from Witteʹs reports include the finding of high 

parental involvement, once in the system, and high parental satisfaction. 

ʺRespondents almost unanimously agreed the program should continueʺ (quoted in 



McGroaty, 1994, p. 110). In addition parents found that it increased learning and 

discipline. 

Side by side with these positive findings is an intense controversy over whether 

the Milwaukee voucher schools do or do not generate student achievements (e.g., 

literacy attainments) that are greater than those in public schools. Witte finds that 

when studentsʹ socio-economic backgrounds are properly accounted for, there are no 

significant differences. 

I have three comments: First, the case for vouchers rests partly on argued needs 

for choice and diversity of schooling. Witte reports that in all five years of the 

Milwaukee program, parental satisfaction with choice (voucher) schools increased 

significantly over satisfaction with prior public schools. Such revealed preferences of 

educationʹs customers should presumably receive appropriate weighting in any 

accounting of the total benefits of schooling. In other words, it is erroneous to 

confine attention to formal academic testing as the sole criterion when measuring 

total efficiency. When, for example, parents choose a voucher school partly to protect 

their child from violence in the officially allocated or zoned public school, their 

motives call for due evaluation in any overall measures of efficiency. 

Second, the case for vouchers rests also on the argued need to weaken the public 

school monopoly or, in other words, to promote competition. But when competition 

is introduced, those suppliers who initially lose or expect to lose customers will, in 

self-defence, act to lift the quality of their services. Applied to our education context, 

six years of the Milwaukee plan is more than enough time for the threatened public 

schools to have improved under the pressure of new voucher competition. And 

insofar as vouchers can take some credit for inducing the improvements in tested 

achievement that have in fact occurred over the years 1990-1996 (in public and 

private schools), findings of no current difference in achievement growth between 

public and voucher (choice) schools do not unambiguously imply that vouchers have 



failed to improve efficiency. This is so even when we leave aside the new benefits of 

parental choice discussed in the previous paragraph.5 

Third, in the first four years of the Milwaukee program, the value of the voucher 

was around $3000 while the public school costs per student were approximately 

$6000. (The voucher increased to $3,209 in 1994-1995, but this again was almost 

one-half of the public school costs per student in that period.) Economists speak in 

terms of benefit/ cost (B/C) ratios such that, for instance, if one ʺfirmʺ produces 

benefits worth $1,000 at a cost of $1,000 the B/C ratio is 1000/1000 = 1 or unity. If a 

new competing firm produces the same benefits but at a cost of only $500, the B/C 

ratio increases to 1000/500 = 2. The conclusion is that the new firm is twice as 

efficient as the first. A similar implication applies to education in Milwaukee. The 

benefit/cost ratio for private schools that accept vouchers is nearly twice that of the 

public schools. If we accept Witteʹs finding (reported in McGroaty, 1994) that private 

voucher schooling in Milwaukee is no worse than public schooling in terms of 

student achievement, then the voucher schools are overwhelmingly more efficient 

than public schooling per dollar spent.6 

Milwaukee private schools are no exception to the finding that generally they are 

more economical than public schools, which, as we have seen, tend to purchase 

unnecessarily expensive inputs. Nationally in the United States, there are about 

28,000 private schools, and they are, on average, low-cost institutions. In 1990, for 

example, average tuition non-Catholic private elementary schools was $1,780 and in 

secondary schools $4,395. This contrasts with average per-pupil expenditures in 

public schools in the same year of $5,177 (elementary) and $6,472 (secondary) 

(Catholic schools have even lower costs than non Catholic private schools). 

Privately Funded Scholarships 

                                                           
5 New empirical evidence has been published in the 1990s showing that the introduction of competition 
via increased use of private schooling leads to improved public school performance. (See Couch et al., 
1993; Minter-Hoxby, 1994; Rangazas, 1995; Borland and Howsen, 1996.) 
6 Multiple regression research by Rouse (1996) finds that the Milwaukee Parental Choice Program has 
increased math scores in voucher schools by between 1.5 and 2 percentage points per year, while the 
results for reading scores were mixed. 



It should be noticed, finally, that in the United States there is a system of privately 

funded vouchers or scholarships which appears to be working well in the sense of 

competition and increased efficiency in education. Since the private funding of such 

vouchers is usually less than 100% there is considerable room for contributions also 

from parents. 

Major examples of particular programs occur in Milwaukee, San Antonio, 

Atlanta, and Battle Creek. In Milwaukee, the largest pre-college scholarship program 

to date was launched with massive support from the Lynde and Harry Bradley 

Foundation and the Archdiocese of Milwaukee. In its first year, the Milwaukee 

program served more than 2,000 students. In the same year in San Antonio a group 

of business leaders, in conjunction with the Texas Publics Policy Foundation, 

launched a private voucher program serving over 900 students. As well, it made a 

concerted effort to replicate what is called the Golden Rule model in other cities with 

the offer of technical assistance and background materials to program organizers. 

The Golden Rule model for awarding private scholarships for pre-college 

education includes a first-come, first-served admissions policy; income eligibility 

based on the formula for the Federal school lunch program; allowing the family or 

guardian to choose any non-government school; and awarding scholarships equal to 

one-half of tuition, subject to a dollar cap. 

Programs vary widely in how they ensure that families match the scholarship 

amount in making tuition payments. Milwaukee, and Phoenix, for instance, do not 

require a match per se, and Indianapolis does not require an exact match but does 

insist that families pay something towards the cost of private schooling. Nine 

programs do require a match from families, and ensure the condition either by a 

certification from schools or an agreement with the school or family. 

There is no doubt that the private voucher movement so far described is peculiar 

to the United States. One of the reasons is the more generous attitudes of American 

state governments towards tax deductions for charity donations. Most of the 



programs have had to apply for section 501(3)(3) tax-exempt status from the Internal 

Revenue Service, a process that takes on average between three and six months. 

The Increasing Intensity of the Voucher Debate 

As the case for parental choice and competition has gained in popularity, the 

criticism of those antipathetic to vouchers has increased in fervor. This section 

summarizes the opposing arguments. 

Intellectuals and the Market Place 

When some intellectuals envisage the free market that vouchers would encourage, 

they think primarily of the abandonment of the pursuit of social welfare for the 

crude individual needs of ʺeconomic man,ʺ selfishly pursuing his individual material 

gain. For a long time, however, economists have abandoned narrow assumptions 

about self-interest. As Gary Becker observes: ʺBehavior is driven by a much richer set 

of values and preferences. [My] analysis assumes that individuals maximize welfare 

as they conceive it, whether they be selfish, altruistic, loyal, spiteful, or masochistiJ 

(Becker, 1993, pp. 385, 386). One pertinent example is the case of the members of the 

Polish Civic Educational Association in the late 1980s objecting to the national school 

system inherited from the collapsed Communist regime. Their position was that they 

wanted to maximize welfare as they as individuals saw it, and this was to be a 

welcome change from having welfare defined and imposed by totalitarian 

authorities or highly centralized bureaucracies (Glenn, 1995, p. 127). 

Another common argument by intellectuals is that parents cannot be expected to 

Take sound choices for their children (Carnegie Foundation, 1992; Levin, 1991; 

Bridge, 1978; Wells and Crain, 1992). One reply is that parents have hitherto been 

denied choice for too long but that after some initial experience with it they will 

become more adept. A second response is that if, in a democracy, there are serious 

impediments in decision-making by parents, they will show up also at the ballot box 

when they choose political representatives to make decisions on education. A third 

response is to quote empirical studies demonstrating rational choice for their 



children by parents who themselves have only modest amounts of education 

(Fossey, 1994). 

A related argument by opponents is that a free market would lead to racial 

segregation (Krashinsky, 1986, p. 143). The usual reply here is to quote the work of 

Coleman (1990) which shows that segregation in the public school system is in fact 

greater than in private schools. 

A further concern is that vouchers (or tax credits) for education might result in 

fraudulent practices. Murnane (1983) makes the analogy with food stamps in the 

United States. Experience there, he observes, shows that unscrupulous parties make 

claims for fictitious individuals.  The work of Schmidt (1995), however, shows that 

the serious shortcomings of fraud and dishonesty are already present in the public 

school system. 

Shanker and Rosenberg (1992) argue that difficult-to-educate children would be 

rejected by profit-making schools under a voucher system. Lieberman (1991), 

however, found that the single largest U.S. group of for-profit schools caters to the 

disabled. Evidence, meanwhile, that urban private schools maintain a higher level of 

discipline than do public schools is provided by Blum, (1985). 

Public versus Private Benefits from Education 

Some economists emphasize that the education of oneʹs child provides not only 

private benefits to the family (mainly by increasing income or the expectation 

thereof), but also public (or external) benefits (Krashinsky, 1986). Others point out 

that private schools are also direct producers of externalities (Hettich, 1969). But they 

also generate them indirectly (West, 1991). It is generally agreed that private schools 

are more efficient at producing private benefits, through more effective teaching of 

the ʺbasicsʺ such as literacy. This is so partly because public schools are monopolies, 

while private schools have greater output per dollar because they experience 

competition. But literacy is a necessary condition for communicating the common 

values and fostering economic growth. This indirect assistance by private schooling 



to the production of such public benefits is at least as important as the direct 

production. 

Potential Damage to the Public School System 

One of the most frequent arguments of government sector unions of teachers and 

administrators is that a voucher system will destroy the public school system. 

Krashinsky (1986), for example, argues that after the introduction of vouchers, 

middle- and upper-class parents would desert the public system in favour of private 

schools that discriminate in various ways against poor, disadvantaged, or minority 

applicants. The poor would be left in gutted, under funded, and decaying public 

schools. But according to Wilkinson (1994) this kind of argument rests on the 

questionable assumption that the public system will refuse to adjust in the face of 

competition from private schools. Krashinskyʹs fear of middle-income parents 

deserting the public school system with the aid of vouchers has no basis, moreover, 

where they are allotted exclusively to low-income families, as in the case today in 

such widely different countries as Bangladesh, the United States, Puerto Rico, Chile, 

Columbia, and the United Kingdom. By most reports, such systems are improving 

the condition of the poor relative to those in the rest of society. 

Vouchers and Poverty Reduction 

Krashinskyʹs implicit assumption Is that the public school system benefits the poor 

in a way that is superior to any alternative. But low income families are stratified 

residentially and their children are typically allocated to the schools nearest their 

homes. If they want to choose a better public school in a middle-class area they are 

obliged to purchase a home there. Usually, however, the house prices are so 

prohibitive as to prevent the move. Middle-class families, on the other hand, are 

more able to move because they are less restricted financially. In this way, the public 

school system becomes heterogeneous in provision, with the poor, on average, 

receiving the worst quality. Vouchers would help remove the barriers to mobility. 

Friedman and Friedman (1980) insist that they, too, favour the reduction of 

poverty and the promotion of equal opportunity, but that in both respects the 



voucher system would unmistakably improve things. They insist that liberty, 

equality of opportunity, and the reduction of poverty are complementary and not 

competitive goals of their voucher system.  The main argument is that lower-income 

families, who are usually trapped in large-city ghetto schools, would benefit the 

most from vouchers:  

ʺAre the supermarkets available to different economic groups anything like so 

divergent in quality as the schools?  Vouchers would improve the quality of 

the public schooling available to the rich hardly at all; to the middle class, 

moderately; to the low income class, enormouslyʺ (p. 169). 

The Middle-Class Windfall Gains Issue 

Some voucher opponents focus on what they call the inequitable windfall gains for 

families (usually well-to-do) that customarily purchase private education. In other 

words, costs to governments would increase by the extension of vouchers (or tax 

credits) to rich private school clients not now financed by government (Gemellc, and 

Osman, 1983). West (1985) and Seldon (1986) point out, however, that total costs to 

government could fall depending on the value of the voucher as a proportion of per 

capita public school costs. The government savings would occur, according to 

Friedman, if the voucher value was 75% of public school costs. The implication of 

this reasoning is that, offsetting the cost of the windfall gain to accustomed users of 

private schools would be the economies caused by migrants from public to private 

schools, who would now cost the government 25% less than before. Notice, 

meanwhile, that because voucher supporters emphasize that private schools can 

deliver at lower costs than public schools, their case looks more consistent if they 

demand vouchers at values less than 100% of average per pupil costs in public 

schools. 

The windfall gains problem could also be handled by making them subject to tax. 

Moreover, the choice of a selective voucher that was restricted to low-Income families 

would be even more effective. In this case the high-income families now patronizing 

private schools would automatically be prevented from enjoying the windfall gains. 



Regulatory Threats to Private School Identity 

The remaining and latest aspect of the debate involves strong believers in the 

philosophy of freedom who want to see more competition in schooling but who are 

apprehensive that voucher systems would seriously threaten the autonomy of 

independent schools. Currently the most articulate and influential spokesman for 

this point of view in the United States is Richman (1994). In his words: ʺIt is likely 

that before schools could accept vouchers, they would be required to meet a raft of 

standards that before long would make the private schools virtually 

indistinguishable from public schoolsʺ (p. 83). Voucher initiatives that insisted on 

zero regulation would stand no chance of acceptance because, ʺas the opposition 

would inevitably point out, the voucher plan would appear to authorize 

appropriation of ʹpublicʹ money to institutions not accountable to ʹpublic authorities` 

(p. 84). 

Expressing a similar opinion in the United States, North (1993) argues: ʺWe will 

have federal guidelines operating in every voucherusing school, equal opportunity 

policies and quota systems of every kind, teaching hiring and firing policies, racially 

and religiously mixed student bodies. There will be a whole army of federal 

bureaucrats, not to mention state bureaucrats policing every ʹprivateʹ schoolʺ (p. 149). 

Friedman has always separated three levels of issues, first, whether schooling 

should be compulsory, second, whether it should be governmentally financed or 

privately financed, third, how it should be organized. His position has been that 

whatever may be oneʹs answers on the first two levels, a voucher scheme would 

produce a better and a more effective organization than the present one; that is, 

vouchers remain a superior alternative to a system of governmentally run as well as 

governmentally financed schools. His most recent position indicates that, as do 

North (1993) and Richman (1994), he sees benefits also in eventually removing 

compulsion and government finance. But Friedman (1993) is concerned with the 

question of how to get there from here. Vouchers, he believes, are still a practical 

transitional measure. 



As for the governmentsʹ regulatory takeover threat to private schools, Henderson 

(1994) points out that these institutions do not have to accept vouchers with all their 

tie-ins. Others argue also that the recipients of vouchers can and will lobby their 

government against heavy regulation. Lieberman (1991, p. 6), meanwhile, argues 

that the more likely cause of increased regulation will be the political objections to 

funding both public and private schools while closely regulating only the former. 

Consequently, Lieberman observes, supporters of vouchers must argue that to 

approach parity what is needed is the reduction of the regulation of public schools, 

not an increase in the regulation of private schools. 

In Conclusion 

The quest for increased efficiency in public (government) school systems has been 

hindered by a lack of sound empirical analysis. The work of Hanushek, quoted at the 

beginning, appears to be doing much to fill this gap. He concludes that the 

traditional approach of seeking optimum aggregate combinations of inputs has 

largely been a failure. In consequence, he switches attention to the need to 

concentrate on outputs. The relationship between outputs and incentives, meanwhile, 

appears crucial. 

This essay has offered, accordingly, a critical account of alternative patterns of 

finance and regulations that are claimed to be favourable to the incorporation of 

sensible incentives. Selected charter schools seem to be offering some partial 

solutions in this direction while, in the light of new experience with them, properly 

designed voucher systems seem to be even more promising. And while many 

remain adverse even to the mention of the incentive of profit seeking, an 

examination of the new achievements of for-profit organizations in education, as 

provided above, may well be salutary as well as surprising. 
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