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Scattered evidence suggests that the share of all institution-based
student aid funds going to nerit aid has been rising sharply over the |ast
decade. Anecdotal evidence suggests that nerit conpetition is particularly
intense among relatively prestigious universities of the "second tier" and
among liberal arts colleges in the Mdwest that are facing enrollnment declines
and increasingly severe public sector price conpetition. Sone observers
expect the end of "overlap" agreements to cause merit scholarship conpetition
to spread nore widely anong elite institutions as well. These trends seem
very inmportant to understand.

This paper draws on recent data sets that have not previously been
employed in this context to pursue answers to several critical questions:

What kinds of institutions invest in nerit aid? Wat kinds of students are
likely to receive merit aid? How has the level and distribution of nerit aid
been changing over time? Behind these essentially descriptive questions lies
an inportant policy question: \at are the consequences of merit aid
practices for the quality and distribution of educational opportunity in the

United States?

Merit Aid and Society

The social consequences of merit aid are a quite conplex matter.
We find it helpful in sorting out the dinmensions of the problem to contrast
two aspects of the conpetitive forces that push schools toward nerit aid. One
of these is the attenpt by schools of |esser reputation or quality to "buy"
students from nore prestigious schools through offers of nerit aid. This kind
of competitive effort redistributes students anmong institutions, with the
effect of increasing the representation of |ower ranking students at |ess
pretigious institutions and, nore anbiguously, of reducing the representation

of high ranking students at nobre prestigious i nstitutions. 2

1This section draws on material contained in Mchael S. McPherson, M chael
s. and Morton Ownen Schapiro, Selective Admission and the Public Interest. New
York: College Entrance Exanmination Board, 1990.

2 "More anbi guously" because a merit student at a low ranking institution
m ght be a below average student at a higher ranking institution.
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The other aspect of conpetition is that amng schools of roughly
equal quality or reputation for the nost neritorious students in the schools'
conbi ned applicant pool. The individual school's amhere is to inprove its
relative position anong a nore-or-less well defined group of peer
institutions. Merit aid conpetition will nove students within this group of
schools, but will not affect the overall distribution of high-ranking students
by institutional quality. The main effect of nerit aid here is to |lower the
net price paid by neritorious students for an education of given quality.
Merit aid results in a redistribution of dollars between schools and students,
rather than a systematic redistribution of students anong schools.

Plainly, these two aspects of nerit aid conpetition are entangled
together in reality. Analytically, however, they are worth distinguishing
because they raise quite different social issues. |f we focus on the second
aspect of conpetition -- that between peer institutions of simlar quality --
fromthe schools' point of view, nerit aid wars can be seen as an instance of
the "Prisoners' Dilems". Each individual school tries to gain an advantage
relative to its rivals by bidding down the price charged to high-quality
st udents. But the net effect of this conpetitive effort is sinmply that al
schools in the group match one another's offers, and wind up with essentially
the sane group of students they would have had anyway, but with |ess net
tuition revenue. If the schools could arrive at an enforceable agreenent to
abstain fromnerit aid, the allocation of students anmong schools would be
unaffected and the schools woul d have higher net revenues, and hence be better
off. This is the economic logic behind efforts by groups of schools like the
Ivy League to arrive at agreements not to conpete for students through nerit
aid awards

Such agreenents are plainly desirable for the schools involved, but
are they socially desirable? The main social effect of nerit conpetition
among a group of peer institutions of simlar quality is a redistribution of
resources between the schools and (the fanilies of) students. On the one

hand, we need to ask whether increasing the incones of families of high-



ranking students is a desirable thing. On the other hand, we need to consider
what activities the colleges will cut back on as a result of snaller net
tuition revenues if they conpete on merit aid. Both of these are difficult
judgrments, but there is a good case to be nmade that the distribution of
resources that results from prohibiting nerit aid is the nore desirable one.
Consi dering the inpact on fanmily incomes, nerit award wnners will
tend to come from affluent famlies and to have bright future prospects owing
to their high achievenents. There is no obvious purpose of equity served by
adding to their (and their famlies') advantage through a reduced price for
col | ege. However, the presence of nerit awards might provide an added
stimulus to students to perform well in high school, with attendant social
benefits. The prospect of merit dollars may induce students to inprove their
performance both in strictly academc pursuits and in those kinds of
extracurricular activities that college admissions conmittees seem to care
about. Under current arrangenents, conpetition to get into highly selective
col leges provides a strong incentive to top ranking high school students, but
is of little consequence for others. Merit aid at the same class of
institutions would probably not change these incentives notably, but to the
extent that nerit aid extended into the ranks of |ess selective institutions,
it could have a favorable effect on high school students' incentives. W know
of no evidence that would help in assessing the size of such effects.
Concerning the inpact of colleges' nmerit conpetition on colleges'
expenditure on other activities, the nost obvious place to cut back in order
to finance nerit schol arships would be need-based financial aid. From both
equity and efficiency standpoints, this would seemto be clearly an
undesirable trade-off. Schools night, of course, cut back on other types of
expenditure to finance nerit aid, and some of these might have been wasteful.
However, social policies that provide both tax preferences and direct
subsidies to higher education indicate that spending by schools is judged on
the margin to have net social benefits, so it seens plausible that cutbacks in

the activities of colleges, in favor of socially unproductive spending on



merit aid, are undesirable.

These are inportant argunents, and they seemto us to provide good
reasons on the whole for discouraging merit conpetition anmobng institutions of
conparable quality. In particular, these arguments may apply with special
force to the nost prestigious group of institutions, which includes the
institutions that were pursued by the Justice Department partly on the ground
that agreements not to offer merit scholarships were illegal. Because
students already work hard in high school to gain admission to these highly
selective institutions, it is unlikely that nerit awards would induce any
further effort toward good performance in high school. Mreover, the possible
beneficial effects of relocating students from nmore to |less selective
institutions through nerit offers, discussed just below, would not pertain to
merit offers from top-ranking institutions. Qur judgnment is that agreenents
among top-ranking institutions to elinmnate or restrict nmerit awards are in
fact socially desirable.

So far, our analysis has focused only on that aspect of conpetition
whi ch concerns schools with student bodies with simlar qualifications. W
must now consider the social consequences of the other aspect of nerit
conpetition -- the use of nerit dollars by schools of |esser reputation to

"buy" students from nore prestigious schools. A key question raised by this
issue is the following: what is the socially nost desirable way to distribute
hi gh-quality students anong colleges and universities? |Is it best to cluster
the nobst capable students together, or to distribute them nore widely anpng
institutions where they will have peers of varying quality?

The existing system of selective adnissions (followed by the top
schools in the country) is a sorting nechanism in which students with the
hi ghest abilities are grouped together, leaving lower ability students in

their own group.3 What woul d happen if merit aid had the effect of |eading

3Pillip J. Cook and Robert H. Frank, "The G owi ng Concentration of Top
Students at Elite Institutions," in Studies of Supply and Demand in Hi gher
Education, Edited by Charles T. Clotfelter and Mchael Rothschild, Chicago:
Uni versity of Chicago Press, 1993, argue that the clustering of top students has
increased in recent years.




5

to a more even distribution of students by ability across a range of
institutions?

There is surprisingly little known about the effects of alternative
groupi ngs of students at the higher education level. However, there has been
agood deal of work done on "tracking" of students by ability group at the
secondary school level. Presumably the gain that is sought in tracking is the
greater efficiency of grouping together students who can handle simlar
material and progress at a simlar pace. yet there may be offsetting
di sadvantages if |ess capable students |earn nmore in classroons that include
sonme nore capable students. Vanfossen, Jones, and Spade summarize that
literature and find that the particular track a student is placed in plays an
important role in determining a variety of educational outcones including
acadenic performance, educational aspirations, and the like. 4

Wy is it that students on a "lower" track end up suffering
acadenically? The authors speculate that teachers may treat these students
differently and, in addition, following Coleman et al., that a critical mass
of interested and enthusiastic students is needed in order to push along the
| ear ni ng process.5 We shoul d add that another explanation relates to the
possibility that sone of the best teachers are attracted by the opportunity to
teach the best students and, hence, teacher quality nay vary positively with
student quality.

If these findings carry over to college, the educational experience
of an average student at an institution that attracts |ess than stellar
students should be less good than the experience the same student would have
at an institution where there are a |arger nunber of better students. An
alternative allocation scheme would be to group students in a nobre random

fashion -- in other words, to increase the ambunt of nixing of students of

4 Vanfossen, Beth E., Janes D. Jones, and Joan Z. Spade. 1987. "Curricul um
Tracking and Status Mintenance," Sociology of Education, April: 104-122.

5@l eman, Janes S., et al. 1966. Equal i ty of Educational Opportunity
Washington, D.C.: US. Covernment Printing O fice.
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different abilities. Taking "better" students away from institutions in which
they predominate and putting themin "lower quality" institutions may inprove
the educational experiences for all students at these |ess prestigious
institutions if this notivates both teachers and other students to be nore

engaged in the |earning process.6

I ndeed, the pursuit of such an outcome is
surely part of the motivation for schools that use nerit scholarships to try
to recruit some highly capable students to their institution.

But such a scheme would not, using the terminology of an econom st
be Pareto optimal, that is, there would be some |osses to acconpany the gains.
In other words, the interests of some students would be served along with,
quite possibly, the efficiency effects of the higher education system but
some students would be hurt.

An interesting paper by Henderson, Meiszkowski, and Sauvageau
describes these differential effects in detail.’ Looking at primary schoo
data from Canada, they find that there is a strong peer group effect -- that
the achi evenent of individual students depends to a large extent on the
quality of his or her classmates. The efficiency gain from mxing students of
different abilities comes fromthe nonlinearity of this effect: the
achi evenent of individual students rises with an inprovement in the average
quality of their classmates but the increment in achievenent falls as average

class quality rises. That is, renoving a superior student from a class

61t resources were allocated in a similar manner -- t aki ng some fromthe
"better" schools and giving nore to the "worse" schools, the positive effect of
this reallocation of students would likely be increased. One study of higher
education recommends just such a change. Andre Daniere and Jerry Mechling,
"Direct Marginal Productivity of College Education in Relation to College
Aptitude of Students and Production Costs of Institutions,** The Journal of Human
Resources, Wnter: 51-70, 1970, conpute expected earnings flows for students wth
different abilities entering institutions of different quality. Wen benefit-
cost ratios are exam ned, the conclusion is reached that we have gone too far in
an al l ocation schene that places high aptitude students in high quality
institutions and |low aptitude students in |ower quality institutions. Instead
the authors recommend that we pursue a policy in which additional college places
should go to higher aptitude students who are placed in |owcost institutions.

7 Vernon Henderson, Peter Meiszkowski, and Yvon Sauvageau. 1978. "Peer G oup
Ef fects and Educational Production Functions," Journal of Public Economcs, 97-
106.
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comprised of other superior students and placing her in a class of weak
students will raise the achievenent |evel of the weak students nore than it
woul d reduce the achievenment of the class that the student left. Hence
m xi ng weak and strong students raises the overall performance of the student
popul ation as the gains of the weak students exceed the |osses of the strong
students. VWile the authors point out that this finding is quite
controversial, it suggests that efficiency gains cone at the expense of sone
students while hel ping others.

There is, to our know edge, no enpirical evidence bearing on the
anal ogous question for higher education (although conversation wth nany
i ndi vidual s has convinced us there is no shortage of strong opinions!) But
suppose it were established that the efficiency of higher education, in terns
of the overall achievenent level of its students, could be increased by
spreading the nost talented students nore evenly across institutions of higher
education. Then merit awards that attract students from nore prestigious to
| ess prestigious institutions may work in this desirable direction. If elite
colleges that enroll the great majority of highly able students refrain from
offering nmerit awards, then other schools may have the opportunity to attract
some of these acadenmic stars by offering them attractive financial aid
packages.8 The student may very well pay a price in terns of ultimte
educational or financial gain from education.9 This student is, however,
provi ding educational benefits to his or her classnmates -- benefits that are

according to the assunption we are nmaking here, greater than those that the

81t is interesting to note that this provides further support for the view,
argued above, that agreenents anonﬁ premier institutions not to award "no-need"
schol arships may very well be in the public interest. Such agreenents actually
make it easier for non-participants to conpete. An Enory University, for
exanpl e, can "bid" students away fromthe Ivy's without so rmuch concern about
counter-bids if the Ivy's adhere to an agreenent anong thenselves not to make no-
need awards.

9t the human capital npdel of education is correct, this loss nay result
from a dimnished anount of learning at a lower "quality" institution;
aIternativeI%, if the credentialing nmodel holds, the loss may result fromthe
perception that anY student attending a school that is |ess prestigious (based
on the average quality of students) Is herself less qualified.
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same student would provide to others at an elite school. The fact that the
student's education is obtained at a |ower cost may be seen as appropriate
conpensation for the benefits to others and tends to offset the possible |ower
educational returns to the individual students.” The advantage of
redistributing students in this way, conpared to other possible ways of
redistributing students anmong institutions, is that the student relocates

vol untarily.

There are obviously serious questions to consider about whether
students and their fanmlies are able to do a good job of judging trade-offs
bet ween such educational benefits and dollars. As more schools have noved
aggressively to offer generous nerit awards to the very best students,
increasing nunbers of famlies will face these difficult dilemms. Is a
Harvard or Princeton or Wllianms education worth $100,000 nore than a free
ride at a less prestigious institution |ike George Washington University or
Wabash? These questions pose agonizing dilemas for famlies, and it is easy
to worry that they may make choices that are shortsighted or poorly inforned.
Yet it is hard to see that anyone else is in a better position than the fanmly
menbers thenmselves to weigh such difficult choices.

In sum the social inpact of increases in nerit aid is not as clear
as is usually assuned. Even if merit aid went mainly to students who were
already advantaged, if the efficiency increases associated with spreading the
most talented students over a wider range of institutions were great enough,
| ess-advant aged students might still benefit. If this argument holds, then
under certain circunstances there may be equity as well as efficiency gains
from expanded nerit aid

However, when merit aid constitutes another reward to students who
have already garnered a greatly disproportionate share of the nation's

resources and does not lead themto reallocate thenselves in a nanner that

101q put this in economc terns, efforts to |ower the net price through "no-
need" schol arships may offset |lower returns due to attending a |ess prestigious
institution. Hence, the rate of return nay be the same as that obtained at a
more prestigious (but more costly) institution.
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increases total educational output, it is clear that neither our equity nor
efficiency goals would be satisfied. In other words, the best justification
from the interests of society would be an efficiency gain associated with a
nore even allocation of our best students -- if merit aid offers from less
prestigious institutions succeed in attracting top students who would not
otherwi se consider enrolling there, efficiency gains might be sufficient to
justify this policy fromthe viewpoint of society. If, instead, merit aid
merely redirects a top student from one of our premier institutions to
another, it may be in the interest of the individual student, but it is not in
the broader interest of society, especially since the opportunity cost of this
spending is presumably either reduced support for need-based student aid or
some other use of the resources to advance the educational purposes of the
institution.

Ve look next at which institutions give merit aid and then turn to
the question of who gets it. W conclude by relating those findings to the

theoretical argunents presented above.

[1. Wwo Gves Mrit Ad? The Institutional Perspective

Table 1 reports amounts of non-need based grant aid awarded by
institutions in 1983-84 and 1991-92, with the institutions classified by
public-private control and Carnegie classification. 1 The sanple is limted
to non-profit bachelors'-degree-granting institutions in the United States.
W onitted from consideration institutions which had missing data in
categories of interest for either year. The resulting sample includes 379
observations.  1983-84 data are converted to dollars of 1991 value using the
Consuner Price Index. W report non-need grant dollars (excluding athletic

schol arships) per full-time freshman (including those not receiving aid) for

11 Qr analysis of institutional behavior regarding merit aid is based on two
data sets maintained by Peterson's. These are the Peterson's Annual Survey of
Undergraduate Institutions, a formgenerally conpleted by a school's adni ssions
officer, and the Peterson's Financial Aid Supplenent, a form conpleted by the
}nstri]tution' s financial aid officer which focuses on financial aid awards to

reshnen.
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both years, non-need grant dollars as a fraction of all (need and non-need)
institutionally-funded grant dollars, and real annual growth rates of non-need
and need-based institutionally funded grants. The final colum shows the size
of freshman enrollment in 1992 for each institutional category.12

In 1983-84, 294 of the 379 institutions in the sanple (78% reported
provi ding non-need based aid (other than for athletes). In 1991-92, 308
institutions (81% reported spending on non-need based aid.

In the aggregate, it is clear that non-need based grant aid has grown
quite rapidly over this period. For this sanple of institutions as a whole,
non-need aid per enrolled freshman has grown from $177 in 1983-84 to $505 in
1991-92 (after adjusting for inflation). The annual real growth rate has been
13% conpared to 10% for need-based institutionally-funded aid. Non-need
grants now account for alnost a quarter of all institutional spending on grant
aid. Gowth has been rapid in both public and private institutions. At
public institutions, non-need based aid accounted for 56% of al
institutionally-funded aid in 1991-92, up from 44% in 1983-84. At private
institutions, while non-need aid accounted for only 21% of the total in 1991-
92 (17% in 1983-84), the dollars per freshman are substantially larger -- $742
at private institutions conpared to $252 at public institutions in 1991-92

Further insight results from breaking the data down into categories
according to the classification system devel oped by the Carnegi e Foundation.
Institutions are classified into research universities (which receive ngjor
funding for supported research), doctorate-granting universities (which
receive |less external support), conprehensive universities (wth graduate
prograns but fewer doctorates), liberal arts colleges, and various categories
of specialized institutions. The first four categories (research
uni versities, doctorate-granting universities, conprehensive universities, and
liberal arts colleges) are further subclassified into two quality |evels,

designated "I" and "II". In private higher education, the less prestigious

121t s inportant to note that some of the reported categories include
quite a small fraction of all freshnen.
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research universities (Research Il), doctorate granting institutions
(Doctorate I1), and liberal arts colleges (LA Il) have made especially | arge
investments in non-need based grant aid, with spending per freshman in 1991-92
at $1,051, $1,442, and $1,040, respectively. This can be contrasted with
spending at their nore prestigious counterparts of only $474 at Research I,
$399 at Doctorate |, and $660 at LA | institutions. The two types of
conprehensive universities, on the other hand, spend sinilar amunts on non-
need based grant aid.

In ternms of changes over time, Research |l universities have been
investing heavily in non-need based aid as evidenced by an annual real growth
rate that is alnpst twice as great as the growh rate in need based aid (20%
versus 11% and the growth rate in non-need based aid at Research |
institutions (again, 20% versus 11%. Interestingly, while both Doctorate |
and Doctorate Il schools have also been increasing non-need based aid far nore
rapidly than need based aid (with annual real growh rates of 27% versus 15%
at Doctorate | schools and 17% versus 7% at Doctorate Il schools), the nore
prestigious schools in this category have been increasing their non-need based
aid at a nuch nore rapid rate than the others. 13 At conpr ehensi ve school s,
there is little difference between growth rates in non-need and need based aid
or between institutions of different quality. The same is largely the case at
liberal arts colleges, although LA |l institutions have increased their non-
need based aid faster than their investnent in need-based aid (with annual
real growth rates of 15% versus 9%.

Public institutions show many sinilarities to the trends for the
private sector. The research and doctorate-granting universities have
targeted a lot of their aid resources on non-need based grants, sonetines in

14

the face of low growth or decline in overall aid resources. The heavi est

13Note, however, that the Doctorate | schools are starting froma much
smal | er base than the Doctorate |l schools.

14 Gaution is advised in interpreting the nunbers for certain institutional
categories due to the small nunmber of freshnen enrolled. For exanple, enrollnent
in the public doctorate Il category is only 1,359.
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investnent in ternms of dollars per freshman anong public institutions occurs
at Research Il ($525), Conprehensive Il ($507), and LA Il ($852) institutions.
At those schools, the greatest evidence of differential investnent in non-need
based aid is at the liberal arts colleges, although the small nunber of
observations makes this finding tentative

These results suggest that a closer ook at non-need based aid
according to the "selectivity" or "prestige" of the institution may be
helpful. Table Il exam nes one selectivity neasure -- a self-report from the
institution on difficulty of entrance, rated on ascale from1l to 5 wth 1
nmeani ng nost sel ective. 1°

For public higher education there is a clear pattern in the data: the
nmore selective institutions (in 1983-84) had the highest growth rates of non-
need based aid. Those public institutions who described entrance as "very
difficult" (rated 2) raised their spending per freshman on non-need grants by
20% per year after adjusting for inflation, while those rated 4 or 5
(mnimally difficult or nonconpetitive) raised their spending by only 9%
annual ly.  Nonetheless, it was still true in 1991-92 that the |argest number
of dollars spent per freshman on non-need based aid was at the |east selective
among the public institutions ($311), an amount that was two and a half tines
the level of spending at the nost selective public schools ($124).

In private higher education, the npost selective institutions
represented in this data set reported virtually no spending on non-need

awards. '8 The least selective institutions had the hi ghest spendi ng on non-

Lpeterson's provides guidelines to institutions in making this rating.
For exanple, institutions ranked "I-Mst Difficult" are those where "nore than
75% of freshnmen were in the top 10% of their high school class and scored over
1250 on SATs or over 29 on ACT; about 30% of all applicants accepted". Those
rated "S-Nonconpetitive" agreed that "virtually all applicants accepted
regardl ess of high school rank or test scores." The following are the suggested
acceptance rates for the other categories: 2 (Very difficult) - 60%or fewer; 3
(Mderately difficult) - 85%or fewer; and 4 (Mnimally difficult) - 95%or fewer
(but not 100% .

16I\/hny highly selective institutions were at the tine of this survey
parties to agreenents to confine their student aid spending to need-based awards.
It is possible that sone non-need based aid was provided by these institutions
in disguised form (for exanple by offering to pay for graduate study, or by
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need awards in 1983-84, but increased their spending on non-need based aid by
only 1% annually, while other categories of institutions raised their spending
quite rapidly. In 1983-84, the least selective places spent $500 to $600 nore
per enrolled freshmen on non-need based aid than did other private

institutions; by 1991-92, that gap had shrunk to $250 or so, with schools that
are "noderately difficult" to enter actually spending nore per student than

the least prestigious institutions.

The quite rapid growth in spending on non-need based aid in general
and academic nerit aid specifically (except at the npst selective private
col l eges and universities), is perhaps the nost significant finding here. It
appears from these data that non-need based aid is becoming a nore inportant
competitive factor for a wide range of institutions.

It is easy to understand why the nost selective and prestigious
institutions invest less in merit aid than other institutions. These
institutions face a substantial excess demand anobng applicants, rejecting two,
three, or nore applicants for every one they accept. G ven that many of these
rejected applicants would be full pay students if admitted, the opportunity
cost of nerit awards is quite high: rather than the alternative to a nerit
student being an enpty bed, the alternative is a student who brings
respectabl e credentials and a substantial tuition paynent

These basic econonic considerations have undoubtedly been bolstered
by agreenment anong several groups of prominent institutions to linit their aid
awards to need based aid only, prohibiting non-need nerit awards. \hile
Justice Departnent actions against adnissions overlap practices, which
provided a particular mechanism for enforcing these agreenents, have led to
t he abandonment of overlap neetings, Congressional |egislation (which expires
Cctober 31, 1994) has explicitly legalized agreements anong institutions not
to engage in nerit aid conpetition. Wile these agreenents are inportant, we

woul d also stress that the basic econonmic incentives for engaging in nerit

provi ding guaranteed support for sumrer research). OQher institutions may have
declined to report on non-need based aid, even if they were not part of such
agreenents.
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conmpetition are less for highly selective institutions than for others.

A second observation we noted earlier is the rapid increase in use of
merit aid at a wide range of institutions. This upsurge in nerit aid, we
woul d suggest, is related to the extended period of denographic decline
col l eges and universities have endured since the early 1970's. Many
institutions are apparently using merit aid as part of a defensive strategy,
hoping to preserve enrollment levels and student quality in the face of
declining applicant pools. Tothe extent that this force has been at work, it
woul d be reasonable to expect sone abatenent in the use of nmerit aid as
denmographic trends reverse thenselves later in the decade

Finally, if schools are engaging in either a repositioning or
defensive strategy with regard to the use of nmerit aid, this would inply that
merit aid investnents are made on a tenporary basis. As one index of how much
variation there is in institutions' reliance on nerit aid, we conpared the
list of the top forty institutions in use of nerit aid per enrolled freshnen
in 1984 and 1992. Only eight of the forty institutions appear on the list in
both years. This appears to indicate that, at least for schools that invest
heavily in nerit aid, their commtnent to its use varies quite substantially

over tinme.

1. Wo Receives Merit Aid? The Student Perspective

Qur analysis of the distribution of nerit aid amng students draws on
the National Postsecondary Student Aid Surveys (NPSAS) for 1987 and 1990. 17
Data were collected for 43,176 students in 1986-87, and 46, 788 students in
1989-90. 18 Included in the NPSAS files are wei ghts that can be used in

17 These are uni que anong national data bases in providing infornmation about
fam |y resources and neans of financing college that are verified through data
obtained fromthe student, the student's parents, and the institution's records.
Simlar studies were conducted for the 1986-87 and 1989-90 academic years. In
both years, students enrolled in public, private and proprietary schools (ranging
from program lengths of less than two years to university-level) were sanpled

~18The analysis below is restricted to students attending four-year non-
profit institutions, leading to sanple sizes considerably smaller than the tota
nunber of students interviewed in the NPSAS surveys.
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devel oping national estimates from this sanple.

A, Tabular analysis

It is of particular interest to examine nerit awards in ternms of the
race and gender of the students who receive them These results appear in
Tables 3 through 5. Table 3 exanmines aid distributions over all classes of
institutions, while Tables 4 and 5 consider private and public institutions,
respectively. The data reported here focus only on 1989-90. Athletic awards
are not included in the awards reported in these tables. Non-need awards both
to students who also receive need-based aid and to students who do not receive
need-based aid are included in these tables. 9

Beginning with Table 3, we can first note that, aggregating over both
institutional type and racial group, a larger fraction of wonen than men
receive awards (8.70% versus 6.95% and female recipients of awards receive
| arger awards than nale recipients ($1,766 versus $1,578). This pattern of
| arger and nore frequent awards for wonen than nen holds for Wites, Blacks
and Hi spanics, but not for American Indians or Asi ans. 20 Conparing racia
groups, Wites are considerably nore likely to receive merit aid than are
Asians, W th Blacks, Hispanics and American Indians falling in between
Average award anmounts for those receiving awards are, however, sonewhat
smaller for Wiites than for other racial/ethnic groups. Asians and Bl acks
receive the largest awards on average, W th H spanics and American |ndians
havi ng average award |evels in between.

It is worth noting that a nunber of different factors may contribute
to these results. \Wile one consideration is that particular schools my give
different awards to otherw se conparable students of different racial or
ethnic backgrounds, it is also true that students from different groups may

also vary in the types of schools they are likely to attend (and, as shown

19The results described in the par agr aphs bel ow are |argely replicated when
non-need awards to needy students are ignored

2QNote that the representation of Anerican Indians in the sanple is very
| ow, which renders any conclusions about this group perilous.
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above, sone types of schools give nore or larger awards than others) as well
as in personal characteristics |ike SAT scores or high school grades that
i nfl uence whether schools provide nerit aid and how nuch aid is awarded. The
mul tivariate statistical analysis discussed below reports results that control
for sone of these influences.

In turning fromthe aggregate results to results that conpare the
public and private sectors, sone interesting differences between the sectors
energe. At private institutions, Wites are about twice as likely to receive
merit schol arships as are nenbers of nminority groups, while at public
institutions, Blacks and H spanics are nore likely than Wites, Asians or
Anerican Indians to receive nerit aid. In both sectors, average awards are
hi gher for mnority group menbers than for Vi tes. 21

The last two colums of Tables 3 through 5 provide a useful way to
summari ze some of the relationships we have considered. These colums show,
first, the share of all students who belong to a particular race-gender group
and, second, the share of all merit aid dollars devoted to that group. Thus,
for exanple, Table 3 shows that wonen conprise 51.9% of enrollments in all
four-year institutions, while receiving 60.2% of all merit aid. A similar
pattern of allocation of aid dollars by gender is observed in both public and
private sectors. The story on distribution of merit aid dollars by race is,
however, quite different in the two sectors. At private institutions, 82.9%
of students are Wiite, while 86.4% of nerit aid dollars are allocated to Wite
students. At public institutions, 81.3% of students are white, but only 71.9%
of nmerit aid dollars are allocated to that group. At public institutions,

Bl acks and Hispanics get a disproportionately |large share of nerit aid:
Bl acks conprise 8.2% of enrollnent while receiving 16.7% of nerit aid dollars,
whi | e Hi spanics conprise 4.9% of enrollment while receiving 7.5% of aid. In

private institutions, by contrast, both Blacks and Hi spanics receive aid

21The exception is Anerican Indians at public institutions. Note, however,
that data for this group are based on just two students in the sanple who
received nerit awards at public institutions.
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shares that are less than their enrollment shares. In both public and private
sectors, Asians receive a smaller share of aid dollars than their enrollnent
share.

B. Miltivariate Statistical Analysis

We can gain further understanding of the determinants of individual
merit awards through the use of multivariate statistical techniques, which
allow us to examne the influence of variation in a single factor on a
student's expected nerit award while hol ding other influences const ant . 22

We discuss first variables nmeasuring students' acadenmic qualification
-- the SAT score (or ACT equivalent) for freshmen, and the GPA for
upperclassman.23 The coefficients on both variables are positive and
statistically significant. That is, all else equal, an increase in the SAT
score for a freshman or the GPA for an upperclassman woul d produce an increase
in the expected size of the nerit scholarship that student would receive
Conparing the magnitudes of these two results, we can say that a third of a
point on the GPA (e. g., a change fromB+ to A-) is equivalent in its inpact
on the expected nerit award to a 118 point increase in the SAT score

We turn next to the effect of several denographic and economnic
characteristics (gender, fanmily incone, and race) on the expected value of the
merit award, holding other things constant. Miles receive significantly
smal l er awards than wonmen, after controlling for differences in other
characteristics. Students from fanilies with higher incomes receive smaller
merit awards. Race-ethnic differences in expected award |evels are not

statistically significant, with the exception of Asian upperclassmen, where a

2 The nost familiar such nultivariate technique is an Ordinary Least Squares
(CQLS) regression. However, this technique is inappropriate in the present
context -- it presupposes that the dependent variable (in our case, the dollar
value of the nmerit award) is normally distributed and ranges over all possible
values. Merit awards, however, are always positive or zero, with many students
receiving no nerit award. W therefore enploy a statistical technique known as
TOBIT analysis, which corrects for the presence of a large nunber of observations
with the dependent variable equal to zero

23 Whenever possible the analysis described bel ow using 1990 data was
plicated using 1987 data. Inportant differences are sunmarized at the end of
[

re .
this section
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negative effect is observed. Turning to institutional categories, attending a
public Ph.D. granting institution or a private institution (regardless of

whet her they grant Ph.D.s) generally positively affects the expected value of
the nerit award relative to the value at public institutions that do not grant
the Ph.D.

Finally, for upperclassnen, we can conpare expected awards for
juniors and seniors to those for sophonmores. W find no significant
difference between awards to sophonmores and juniors, while seniors are
expected to receive awards that are smaller than those for sophonores. Thi s
effect could result either from colleges' treating upperclassnen differently
from freshmen, or from increases over time in the award levels to successive
cohorts of students.

W& next separate out private schools and public schools. Beginning
with the academic qualification neasures, the effects of increases in either

SAT score or GPA are virtually identical across the two sectors. 24

Turni ng
to the other explanatory variables, as was found earlier in the aggregate
results, freshman nales fare poorly, while higher fanily income generally is
associated with less nmerit aid, although there is no significant |ink between
fam ly income and merit awards for upperclassmen at public schools. As was
found in the aggregate results, race-ethnic differences in expected award show
that Asian upperclassmen attending private schools receive nerit awards that
are substantially less than a simlarly qualified Wite students would
receive. In addition, the separate private-public regressions show that a
Bl ack freshman attending a public institution would expect to receive a nerit
award that is larger than would a Wite counterpart.

Differences between institutions that grant the Ph.D. and those that
don't depend on the sector in question. A freshnan attending a Ph.D.-granting

private institution would receive less in nerit aid than if that student

24 Note, of course, that substantially lower tuition in the public sector
nmeans that an identical merit scholarship constitutes a nuch higher percentage
of total tuition at public schools than at private schools.
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attended a non-Ph.D. granting private school. The same is true for

upper cl assnen. In the public sector, however, there are no statistically
significant differences between Ph.D. and non-Ph.D. granting institutions in
the amount of nerit aid a freshman woul d receive. For upperclassnen,
attending a Ph.D. granting public school actually increases the nerit award.
Finally, conparing juniors and seniors to sophonores, there are no
statistically significant differences in nerit awards at either private or
public schools.

It seens likely that the amount of merit award a student will receive
depends not only on the absolute level of her qualifications, but on how those
conpare to the average qualifications of students at the school. Qher things
equal, We would expect a given SAT performance to yield a higher nerit award
at a school where the average SAT was | ower.

The aggregate results show that there is no statistically significant
difference in the nmerit award a student would receive for attending a school
with an average SAT score below 800 as conpared with a school with an average
SAT score between 800 to 1000. However, a freshman attending a school with an
average SAT score between 1000 and 1200 gets less in nerit aid than if that
student had attended a school with an average SAT score of between 800 and
1000. Should that student attend a school with an average SAT score of
greater than 1200, she would receive substantially less (more than $8, 000
| ess) than she would if she had attended a school with an average SAT score of
bet ween 800 and 1000. As for freshmen, an upperclassman attending a school
with an average SAT score above 1200 gives up a substantial anount of nerit
aid that the student would have received had she attended a school with an
average SAT score between 800 and 1000.

At private schools the opportunity cost of attending a school with an
average SAT score above 1200 (as opposed to a school with an average SAT score
between 800 and 1000) is very large, alnost $10,000 for freshnmen. However,
there appears to be no difference in expected nerit award level as a function

of a school's average SAT at public institutions.
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Another way to gain insight into the inpact of a student's SAT score
relative to the school average is to estimate the increase in nerit aid a
student can expect for attending a school with an average SAT score bel ow what
the student achieved. W created a variable defined as the individual's sar
score mnus the institutional average

Students receive a good deal of merit aid for attending a school with
an average SAT score that is low relative to the student's score. In the
aggregate, the payment is $12.13 per SAT point, wth $13.26 per point at
private schools and $5.71 per point at public schools. Should a student
choose to attend a school with an average SAT score 100 points less than his
or her own, these estimates indicate an increase in nerit aid of $1,326 at
private schools and $571 at public schools.

The regression results provide a consistent picture. As expected,
acadenmic qualifications play a major role in the awarding of nerit aid.
Academic qualifications relative to the average qualifications at a schoo
also play a significant role. [Income also matters, with students from high
i ncome backgrounds receiving smaller merit awards, controlling for other
student and institutional characteristics, although this factor was nore
inmportant in 1987 than in 1990, and at private rather than public
institutions. Turning to gender, nales receive significantly smaller awards
than women. Certain statistically significant racial/ethnic differences are
al so apparent, with Asians suffering in terns of nerit aid awards relative to
VWites, and Slacks doing relatively well. Both the Asian and Black inpacts
are stronger in 1990 than in 1987, although it is interesting to note that
these racial/ethnic effects disappear when controls for institutional quality

are introduced.25

25 This | ast fact does not necessarily inply that racial/ethnic background
plays no role in awarding nerit aid. For exanple, if Asians are offered |ess
nerit aid than their Wiite counterparts with simlar acadenic qualifications,
Asians might then be nore likely to attend nore selective schools that offer
little nerit aid to anyone. Thus, the fact that, controlling for the acadenic
quality of the institution, being Asian does not appear to affect nmerit aid
awards, does not necessarily nean that racial/ethnic differences don't matter.
Qur analysis is not able to resolve this question either way.
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[V.  Conclusion

VWat do the findings presented in sections Il and Il inply in terms
of the positive and negative inpact of merit aid for the nation?

The institutional data show that the |ess selective institutions in
both the public and private sectors are far nmore involved in nerit aid than
their nore prestigious counterparts. This is encouraging from a socia
perspective -- it suggests that the potential efficiency gains acconpanying
more mxing of students of different quality may be realized. At the sane
time, the fact that the nobst selective institutions are not spending very nuch
to induce top students to attend one high quality school over another inplies
that there is little in the way of socially wasteful economic rents. These
results should tenper any worries conming from our discovery that non-need aid
conprises nore than half of all institutionally based aid at public schools
and about one-fifth of all institutionally based aid at private schools.
Neverthel ess, the revenue foregone by institutions that engage heavily in
merit conpetition clearly absorbs resources that could otherwise go into the
educational enterprise. These costs of nerit conpetition are clearly on the
rise.

The final set of regression results described above, those which
consi der the conbined inpact of the individual student's SAT score and the
institution's average SATs, have an especially interesting bearing on the
question of whether nerit aid has an inportant mxing effect in U S. higher
education. A student with a given SAT score gains substantially in expected
merit award by attending an institution (particularly a private institution)
with [ower average SAT scores. O, to put it in slightly different terns,
students are generously rewarded for the difference between their SAT score
and the school's average. Since one school's merit student may be another's
average student, this inplies that the nixing effect of merit awards is quite
wi despread

In sum it is very clear that nmerit aid works to conpensate students

for attending schools that are "beneath" them especially in the private
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sector. This finding inplies that the efficiency gains discussed above are a
distinct possibility. But what about the equity repercussions? Does a

di sproportionate anount of merit aid go to students who already have a variety
of advantages bestowed upon then? Here the story is nore mxed. Wiile Wite
students get a proportionate share of nerit aid (excluding athletics) in
total, they are overrepresented in the nmerit pool at private institutions
whil e underrepresented at public schools. Blacks and Hi spanics have the
opposite experience -- collecting a disproportionate share of nerit aid at
public schools while losing out in the private sector. Asians, on the other
hand, are underrepresented in terns of nerit aid at both groups of schools.
Finally, the evidence that, everything else equal, nerit aid rewards higher
academc qualifications while, especially in the private sector, providing
smaller awards to students from nore affluent backgrounds, is encouraging from
both an equity and an efficiency perspective.

Wiile it is undoubtedly helpful to have a clear picture of the role
merit aid plays in our higher education system our understanding of the
effects of merit aid is limted by what little we know about fundanental
questions relating to the educational process. |If, as expected, nerit aid
continues to become a bigger part of the total aid pie, it becomes even nore
inmportant to add to our understanding of the efficiency and equity effects
associated with changes in the distribution of top students. As a former
Harvard University director of adm ssions argued years ago, "It has not by any
means been denonstrated that the overall welfare of the nation or of humanity
woul d best be served by concentrating all the ablest students in a few of the
strongest uni versities."26 The question of the educational inpact of
alternative ways of distributing students is difficult to research, but
terribly inportant to a w de range of concerns about the social inpact of
hi gher education. In addition, we need further study of how nerit aid

influences the college selection choices of individual students as well as of

26 Aden B. Thresher, College Adnmissions and the Public Interest, New York:
Col | ege Entrance Exam nation Board, 1966, pp. 22-23.
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how i nstitutions nake deci sions about whether and on what terns to provide
such awards. This paper, by presenting basic information on who gives nerit
aid, who receives it, and under which conditions society gains or suffers as a
result, could set the stage for additional research into this increasingly

i mportant topic.
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Research |
Research I
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LA 1l

Art and Design
Other Spec

Research 1
Research 11
Doctorate 1
Doctorate Il
Comp |
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90

43
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244
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Note: Carnegie classification as of 1987
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.00
.00
.44

.08
.10
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classification of institution,
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9
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11
20
27
17
11
14
15
13
10
10
10
13
24
14
13

13

need
11
19
2
-17
-1
15
10
-9
-13
6

11
15

13
12

11
11
13
13
19
11
17
10

10

1991-92
33056
4957
10874
1359
52488
4251
977
1390
374
110003

14361
4757
6322
2515

24808

11462

27156

19123

396
599
447
3391
1755
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117262
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Table 2

Non-need aid per freshman by institution®s admissions difficulty,

1983-83 and 1991-92

Non-need aid per Annual real
Entrance freshman (1991 dollars) growth rate Freshmen _enrolled
difficulty 1983-84 1991-92 1991-92
Public 2 25 124 20 9183
3 83 251 14 71261
4 143 284 18029
5 147 311 11530
All public 96 252 12 110003
Private 1 0 1 16 11683
2 208 640 14 29547
3 292 924 14 65322
4 204 665 15 8486
5 824 899 1 2291
ALL private 253 741 13 117329
All 177 505 13 227332

Note: difficulty of entrance

Source:

Peterson®s institutional and financial aid data bases

is judged by institution, with 1 as most difficult.
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TABLE 3

NPSAS 1990

Public and Private 4-year and 4-year PhD
Non- Need Awards (Excluding Athletic Awards)
Including Awards to Students who also Receive Need Awards
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in group
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award per
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$1, 686
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$1, 846
$2, 133
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is based on weights
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TABLE 4

NPSAS 1990
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TABLE 5

NPSAS 1990

Public I-year and |-year

Non- Need Awar ds
Wi ghted Val ues

average nerit
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$1, 234
$1, 321
81,115

$ 821
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