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I. INTRODUCTION

Education management
companies seeking to operate public
schools promise results to beleaguered
districts and communities. They offer
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evaluation of student
achievement in schools

religious affiliations. Education
management companies such as
Tesseract, Nobel, and SABIS own
and operate private schools, but
contracts between private nonprofit

to bring private sector efficiency to managed by schools and management

the operation of schools, a package of companies has shown companies are rare. Nevertheless,
instructional programs, and superior p erform ance, nonprofit private sqhools operate in
technology to improve student . a marketplace relatively free of
achievement. Experience thus far and some independent government regulation, the same
demonstrates, however, that these evaluations found condition in which most education
promises are just that-promises fa ilure. management companies now

without demonstrated improvements
in achievement or efficiency.

Nonprofit schools dominate private K-12
education. For-profit private schools find it tough to
compete against schools that seek no profit, rely
heavily on philanthropy, and usually have
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operate. This article briefly reviews
the behavior and track record of
nonprofit private schools, since it offers clues about
the potential of educational management companies
for public schools.

Education management companies made their
first foray into public schools by contracting
directly with school districts to manage existing
public schools. Most public school districts had
little experience contracting with management
companies, except for support
services-transportation, food, and custodial services.
The experiment with these "contract" schools was
dealt a near fatal blow with the terminations of
several contracts. For example, from 1991 to 1995,
Education Alternatives, Inc. (EAI) managed one
public school in Dade County, Florida, nine public
schools in Baltimore, Maryland, and all of the
public schools in Hartford, Connecticut. During this
time, EAI became embroiled in controversies over
misrepresented student test scores, inflated
attendance figures, disputes over expenses, and
violations of federal and state special education



laws. Soon after the controversies arose, the
Baltimore contract was cancelled. Hartford
terminated its contract. Dade County chose not to
renew.' School districts cancelled other
controversial experiments with private education
management companies as well. A contract with
Alternative Public Schools to run a school in
Wilkinsburg, Pennsylvania, was not renewed.” The
Minneapolis School Board chose not to renew a
contract with Public Strategies Inc., a small
education management consulting firm performing
the functions of the superintendent. Currently, the
only company that contracts directly with school
districts to operate public schools is Edison Schools
Inc.

Despite the generally poor performance of
privately managed public schools, the charter
school movement gave new life to the concept.
State agents "chartered” new or converted schools,
offering families options in addition to their
neighborhood public school. Varying by state,
authorizing agents could include school districts,
state departments of education, state charter school
boards, universities, and municipalities. Charter
school legislation generally grants greater fiscal and
educational autonomy from school district and state
regulations in exchange for greater accountability
for student achievement. One philosophy
underlying the charter school movement is that
competition will force school districts to improve
generally.

Education management companies increasingly
play a large role in charter schools. Typically,
charter schools are nonprofit institutions, but they
may contract with private education management
companies. Some companies even help create the
nonprofit school and its governing board. By the
1999-2000 school year, 36 states and the District of
Columbia had enacted charter school legislation,
and private education management companies
operated about 13 percent of the resulting 1,500
charter schools?® In Michigan, for example,
researchers estimate that at least 70 percent of
charter schools during the 1998-99 school year were
involved with private education management
companies.* Moreover, since companies operate

charter schools averaging three times larger than
nonprofit operators, the percentage of charter school
enrollment in management company schools is
much higher than 13 percent.’

Private education management companies
involved with charter schools include Edison
Schools Inc., SABIS, Advantage Schools, Tesseract
Group (formerly EAI), the Leona Group, Nobel
Learning Communities, Beacon School
Management (formerly APS), Mosaica, National
Heritage Academies, and others. Most are "small
cap" companies and few are publicly traded. Many
are backed by start-up m9ney from wealthy
individuals and venture capital firms who view
education as a largely untapped and potentially
lucrative market.

Though private management of charter schools
is on the rise, the goals of parents, students, and the
broader community are not necessarily furthered by
the incentives for education management companies
created by charter school legislation. The initial
charter school concept envisioned small groups of
teachers and parents starting innovative,
experimental schools. Charter school laws,
however, have created an attractive and protected
environment for education management companies.
These schools, and their management companies,
are free from the supervision of elected officials and
most regulations. In nearly all states, charter school
teachers are at-will employees and often need no
certification, creating a risk of lower quality
education. "Educational accountability" as required
by legislation remains a promise rather than a
reality.

This article begins by reviewing material from
Wall Street analysts and the business press about
the potential public education market. The next
section rebuts the myths of high-cost, dysfunctional
public schools perpetuated by advocates of private
education management. Finally, the article
discusses potential contributions of private
management and the track record to date of
education management companies.

II. WALL STREET AND K-12 PUBLIC



EDUCATION

Wall Street analysts and educational
entrepreneurs have promoted the education industry
as an emerging opportunity for investment, where
education can be improved, costs slashed, and
profits gained. They tout the potential to transfer
dollars from public coffers to private companies.
The message is simple. "We believe this system will
evolve from a failing, government-run monopoly
with little accountability and, by definition, no
competition, into a market-driven system that
competes on price and quality."® Proponents of the
K-12 education market, such as the authors of the
"Education Industry Fund," believe that for-profit
investment in public education will reap not only
financial benefits for investors, but academic
benefits for students as well. "If existing schools
can't take care of students, the marketplace will."’

A number of Wall Street firms such as
Montgomery Securities, EVEREN Securities, and
Smith Barney put forward a case for investment in
the education sector.® They offer the following
arguments for investing in K-12 education:

e Very little K-12 spending goes to the private
sector;

¢ The revenue stream in K-12 education is
predictable and guaranteed;

e The demographics of the sector show
continued growth;

¢ Education never goes out of style; in fact,
education is counter-cyclical. In poor economic
times, education is perceived to be even more
important;

e Dissatisfaction with public schools, as
evidenced by charter schools, vouchers, and other
alternatives, encourages shifting public money to
private providers; and

e Price flexibility allows providers to charge
more and generate higher revenues.

Although several investment banking firms are
attentive to opportunities in K-12 education, the
Wall Street firms have failed to convince large
numbers of investors to get into this arena due to
some formidable obstacles. The first problem is that
investors have very limited vehicles in which to put

their money. Less than two dozen education
management companies now operate schools. Few
of them have ventured into the public capital market
with an initial public offering (IPO), despite the
most bullish stock market of all time. Only Edison
Schools Inc. (EDSN), Tesseract Group (TSST), and
Nobel Learning Communities (NLCI) are publicly
traded companies. Edison's IPO in November 1999
drew a lukewarm response, listing at $18 per share,
well below its expected offering price of about $25
per share.”

Secondly, investment in for-profit education is
perceived as high risk. A national survey of venture
capitalists conducted by KnowledgeQuest Ventures
in 1999 reveals that while potential investors are
cautiously interested in the entire education
industry, they have the lowest level of interest in
pre-collegiate education, including K-12 education
services.'’ Investors viewed education management
companies in K-12 education as riskier than the
post-secondary and corporate training sectors.'' A
1998 KnowledgeQuest survey also found investors
deploring the lack of good investment opportunities
in education management, noting that many
companies lacked good business plans and suffered
from poor administration.'? Clearly many of the
education entrepreneurs in the K-12 market have
not convinced the investment community that they
will deliver a strong return on investment.

Not surprisingly, the motives of investors
diverge significantly from those of promoters,
KnowledgeQuest asked venture capitalists to rank
factors influencing their investment in education.
Return on investment ranked first, tied with size and
growth rate of industry."> Concern about the state of
U.S. education ranked last.'"* While some venture
capitalists profess altruistic motives, improving
education is not part of their business objective,
according to KnowledgeQuest."> Given the ranking
of motivations, it is hard to see how education
management companies, that must answer to
investors with very different goals, will contribute
to quality of education.

III. WHAT WALL STREET SHOULD KNOW



ABOUT PUBLIC (AND PRIVATE)
EDUCATION

Wall Street analysts offer a simplistic view of
spending in public education, generally arguing that
market efficiencies will tame ever-growing
spending increases, lead to better service, and
deliver a profit. While citing a rise in spending,
analysts ignore well-known reasons for the increase.
They rarely note the significant impact of special
education on the cost of public education. In
addition, they disregard data showing that private
school costs, tuition, and teacher salaries have
escalated at a much higher rate than similar public
school costs. While accused of runaway costs,
public K-12 education's share of the Gross
Domestic Product (GDP) was 4.4 percent in both
1972 and 1996."° Wall Street critics fail to
recognize that education labor costs, which remain
aligned with the costs of other workers in the U.S.,
have barely outpaced inflation. They also
underestimate demanding teacher workloads.
Moreover, investors and entrepreneurs, who blithely
dismiss U.S. public education as dysfunctional,
ignore the still-vigorous debate over the
effectiveness of public education in this country.

A. THE LIMITED POSSIBILITIES OF COST
CONTAINMENT

Some analysts claim that the demand for cost
containment drives growth in private management
of education - a concern that is second in
importance only to improving student
performance.'” Highlighting seemingly low tuition,
policymakers and Wall Street analysts often
compare existing private schools to public schools,
and look to these comparisons for cost-effective
answers to economic pressures. Private education,
however, has struggled with cost containment even
more than public education. In fact, the cost of
private education has escalated at a higher rate than
the cost of public education during the past three
decades, Adjusting for inflation, while public school
spending increased 155 percent since 1964, private
K-12 education costs rose by 242 percent.'® From

1987 to 1994, private school tuition escalated at a
rate double that of public school expenditures."’
Why have traditional private schools been just
as unable as public schools to escape the rise in
inflation adjusted costs? Both the private and public
education sectors are quintessentially
labor-intensive industries and are unlikely to
increase productivity at the same rate as
technology-driven industries. W.J. Baumol's
"theory of unbalanced growth" helps to explain why
education costs increased faster than inflation even
with no apparent productivity gains.”’ Teachers and
other education workers belong to one giant labor
market composed of all workers in the economy.
This competitive market yields a single wage for
similarly skilled workers who are free to move
across all sectors of the economy. Therefore, the
costs of labor in education depend on the
productivity and cost of labor in the economy as a
whole, rather than productivity in a particular
sector. The "unbalanced" aspect of the theory is that
some sectors of the economy that are unable to
benefit from productivity growth will diminish
drastically in size or disappear-those sectors still
provide price-sensitive goods or services. However,
education is a critical sector, the key to personal and
national wealth. Therefore, demand for it is not
sensitive to price. Thus, according to the theory,
costs inevitably increase more rapidly than capital-
and technology-driven sectors of the economy.
Management companies champion bringing
efficiency to public education, but no company bids
for a charter school or a contract asking for less
money than other public schools receive. Instead,
management companies promise more
education-longer days, longer years, and additional
coursework-for the same dollar amount. As
suggested in the next section, however, productivity
gains do not finance these promises. Instead, the
business models of most education management
companies generally do not include significant and
expensive services that public schools must provide.

B. WHERE THE MONEY GOES



Do existing private schools provide the same or
better education at a lower cost than public schools?
If so, private management may be able to bring the
same cost efficiencies to public education.
However, if public schools taught the same students
and provided the same services as private schools,
average public school costs would look smaller and
resemble those of private schools. If one accounts
for the additional services that public schools must
provide, the private schools with the best
reputations, such as private-order Catholic high
schools and nonsectarian schools, spend much more
per pupil than public schools.?!

Few existing private schools provide special
education, federally funded compensatory education
such as Title 1, transportation (an extra charge or
provided by public schools), government subsidized
school lunch programs, vocational education, or
desegregation programs. In public schools, these
costs amount to more than 40 percent of the budget,
clearly distorting public-private cost comparisons.
Special education expenditures increased from 4 to
19 percent of spending between 1967 and 1996. **
In one study, spending on regular public education,
excluding special education and programs for
low-income students, declined from 80 percent to
57 percent of total spending from 1967 to 1996.%
Forty percent of new inflation-adjusted funds went
to special education over the same time period,
nearly double the amount of new money flowing to
regular education. Another study reached similar
conclusions about the impact of special education
on public school spending in New York state.”* On
the other hand, the much larger real increases in
private sector education spending over the same
25-year period have been devoted to reducing class
size and raising teacher salaries.”

C. EMPLOYEE COSTS AND WORKLOAD

Some critics charge that salaries for teachers
are too high, the benefits too generous, and the
work week too short. They see excessive employee
costs as part of the so-called efficiency problem in
public schools. Most education management

companies have argued that public school teachers
are overpaid, underworked and immune from
market forces. Companies hire inexperienced
teachers and pay them less, avoid state teacher
retirement systems, increase work demands by
lengthening the school day and school year, and
often increase class size.”® The early results from
management companies' efforts to reduce salaries
and increase workload can be seen in high levels of
teacher turnover, which likely diminishes staff
quality.”’

The data on teacher compensation and
workload in the United States, as compared to
teachers in other industrialized countries and other
professions, confirm that employee costs in public
schools are anything but excessive. Salaries for
teachers and other educational staff in public
schools have barely stayed ahead of inflation.*®
After adjusting for inflation, the 1997-98 average
teacher salary of $39,347 is almost identical to
1992-93 levels.” It is just $1,900 more than the
$37,423 (measured in 1998 dollars) average teacher
salary recorded in 1972.% The inflation-adjusted
hourly wages of teacher aides, custodians,
lunchroom workers, and bus drivers rose by less
than 25 cents an hour since 1991.>! By contrast,
over the past four years, salary offers for college
graduates have grown at about twice the rate of new
public school teacher salaries. New graduates
received average salaries in excess of $35,000,
while beginning teachers cleared just $26 '000.*

In the United States, teacher pay is about
average compared to other countries, and just below
average measured relative to national standards of
living (per capita GDP). Senior upper secondary
teachers in the United States earned about $38,000
per year in 1992.%

After converting to U.S. dollars using
Purchasing Power Parities (PPPs) to account for
differences in purchasing power, their counterparts
in 1992 earned $43,000 in Germany (after 21
years), $45,000 in Japan (after 32 years), and up to
$70,000 in Zurich, Switzerland.**The pay gap,
however, is not so great for primary teachers> and
U.S. teachers have less training.”® Most European
countries expect their high school teachers to have



five or six years of training before they begin their
teaching career.”’ Unlike our international
competitors, U.S. management companies tend to
hire teachers with a basic four-year degree.®

Benefits for public school employees are hardly
excessive compared to those offered in other
professions. Benefits for teachers in the U.S. made
up 23.7 percent of total compensation in 1999.%° In
blue-collar occupations, benefits averaged 30.7
percent of total compensation, and in service
occupations, the average was 26.2 percent.*’ Of the
total pay package for teachers, 8.0 percent went to
health insurance, slightly higher than the average
for all workers.*! Another 6.2 percent went to
retirement funds, and the remaining 5.5 percent
went to legally required benefits including social
security.” Assessing international data on
retirement, healthcare, and other fringe benefits
proves difficult, but statistics show that employee
contributions to state retirement funds and national
social security generally exceed the amount paid by
teachers in other countries.*

Public school teachers face weekly work-time
demands comparable to other professionals,
although the work year of approximately 190
workdays is shorter than the U.S. average of
approximately 220 days. The required workweek
for teachers has remained steady for over thirty
years, ranging from 36.5 hours in 1966 to 36.3 in
1996.** Additionally, teachers must grade
homework, prepare for class, and perform
extracurricular duties outside the required work
week. In the private sector, 95 percent of employees
in medium and large firms are required to work at
least 35 hours a week, but not more than 40 hours
* A recent Bureau of Labor Statistics study found
that teachers work on average 44 hours a week
(including preparation time and grading homework)
- an equivalent work week to engineers and
somewhat less than physicians.*® These statistics
dispel the myth that teachers "don't work as hard" as
others and have extra time to squeeze out added
productivity by, for example, lengthening the school
day.

Increasing class size and classroom hours are
not acceptable ways to improve efficiency. The

reduction in class size in the U.S. has been
comparable in the public and private sectors. The
pupil-teacher ratio declined from 29 to [ to 15 ~o I
in the nonprofit-dominated private school sector
over the past 35 years, while it declined from 25 to |
to 17 to I in the public sector.?’ Still, the U.S. has a
higher pupil-teacher ratio at both primary and
secondary levels than a majority of European
nations.*® Japanese teachers have larger classes, but
they teach fewer classes, so the pupil-teacher ratio
is not much larger than the U.S. ratio. Most
European teachers also spend less time in the
classroom and a considerable amount of their
workweek is devoted to planning and preparing. As
a result of the disparity, U.S. primary teachers
spend more time with students than teachers in most
other nations, and U.S. secondary teachers have the
largest number of instructional hours per year.*
One has to wonder if education management
companies that cut teacher salaries and increase
workload severely threaten the quality of their
product.

D. ACCOUNTABILITY AND PUBLIC
EDUCATION

The appeal of private management of schools
thrives on the perception of dysfunctional public
schools that are unable to change. The attack
frequently invokes international comparisons
showing the poor academic performance of U.S.
students.

Those who criticize public education, however,
ignore recent positive trends in the quality of public
education.” Under intense pressure to improve
student achievement for at least fifteen years,
reform-minded educators and policymakers
implemented innovative and demanding changes
and significant performance improvements have
been recognized. State takeovers and reconstitution
for low-performing schools are popular reforms.
Most states now have comprehensive testing
programs. A wide variety of national indicators
show performance gains, both short-term and
long-term:

e Students are taking more rigorous subjects and



courses. The percentage of high school graduates
taking biology, chemistry, and physics has doubled,
rising from 11 percent in 1982 to 19 percent in 1990
and 21 percent in 1994.%" The number of students
taking advanced placement (AP) exams rose from
24 per 1,000 11th and 12th graders in 1984 to 66
per 1,000 in 1995; **

e The National Assessment of Educational
Progress (NAEP) shows long-term gains in
student achievement in math since the late
1970s.> The improvement in math was equivalent
to at least one grade level. The achievement gap
between white and minority students narrowed
substantially over the period;™*

e (College admissions test scores have improved,
even as the numbers and diversity of test-takers
increased. The American College Testing (ACT)
Program's national composite score increased from
20.7 in 1992 to 21.0 in 1997.° On the Scholastic
Aptitude Test (SAT), combined verbal and math
scores increased 19 points from 1982 to 1997, with
15 points of the increase occurring between 1992 to
1997. In 1997, the average mathematics score was
at its highest level in 26 years; and”®

e Dropout rates have declined, particularly
for minority students. For blacks, the dropout rate
fell from 18.4 percent in 1982 to 12.1 percent in
1995-a 34 percent decrease.’’ For whites, the rate
fell from 11.4 to 8.6 percent over the same period,
a 25 percent decrease.’®

IV. WHAT PRIVATE MANAGEMENT
PROMISES TO BRING TO PUBLIC
EDUCATION

Given the modest compensation and
demanding jobs of education workers, public
demand for small class size, and continuing
improvements in student performance within public
schools, what can private contractors contribute to
public education? Can management companies limit
ever-increasing costs, improve labor productivity,
provide nurturing educational environments,
stimulate innovation, and raise student
achievement? This section first addresses what
private management might offer to the business side

of schooling: namely, capital to improve
infrastructure, technology-driven productivity,
reduction in labor costs, management expertise, and
economies of scale. Then, the examination turns to
the potential contributions of private management to
educational programs.

A. WHAT MANAGEMENT Contractors
BRING TO THE BUSINESS OF SCHOOLING

It is no surprise that most management
companies bring private financial resources. EAI
(now the Tesseract Group) raised $36.7 million in a
stock sale.” Edison Schools Inc. raised almost $232
million from private investors,’’ and raised another
$122 million in its initial public offering.®!
Advantage Schools has venture capital backing
from Chase and Fidelity.®> These companies use
capital largely to finance their own start-up
operations, but some also is used for up-front
investments in the schools they manage for facilities
and technology. Although the capital is appealing to
cash-strapped districts, schools can borrow money
or acquire debt at far more favorable rates than any
private entity by selling tax-exempt securities.

Private capital may be more appealing to
charter schools, which usually have difficulty
maintaining cash flow, procuring facilities, and
securing start-up funding. Charter schools are
generally unable to take advantage of the low-cost
financing available to school districts. Furthermore,
lenders and investors often regard charter schools as
high-risk, charging a premium for funds or refusing
to do business altogether. Researchers Jerry Horn
and, Gary Miron report that charter schools may
choose to work with management companies to
improve schools' access to capital and to reduce
budgetary problems.®

Though appealing, the mixture of private
capital and public funding raises troublesome issues
for charter schools. Most states allow charter school
boards to own property. Only a few contracts with
management companies, however, leave the
ownership of physical property to charter school
boards, while many clearly state that the school's
physical assets belong to the management



company.® If charter schools change management
companies, schools may be left with no physical
assets.

Computing power, telecommunications, and
the Internet are behind the sizable real productivity
gains in the U.S. economy in the 1990s. Mimicking
the technological sizzle of the private sector,
management companies offer technology to public
schools to make their contracts attractive. The
technology works primarily as a sales tactic,
however, rather than promoting management and
education productivity gains through innovative use
of technology. For example, computer labs and
classroom telephones were a big component of
EAI's program.® The computer labs, however, were
no different than the ones used in thousands of other
schools.*

Edison Schools Inc. is the only company
struggling to do something different with
technology. Edison originally promised to put a
computer in the home of every student, but facing
cost pressures, the company now issues computers
to students in third grade or higher, during the
second year of operation.’” Additionally, every
teacher receives a notebook computer.® Many other
public schools also provide computers for every
teacher and encourage electronic communication
between parents and schools, but few can match
Edison's attempts.

Based on their market orientation and
championing of competition, cost reduction and
performance-based contracting logically should be
at the core of private sector involvement in
education. So far, this has not been the case. While
frequently basing teacher pay on performance,
management companies generally do not operate
through a performance-based fee schedule linked to
the accomplishment of educational goals.
Management companies generally make money
simply by spending less than the revenue they
collect. A review of management contracts by the
Charter Friends National Network reveals that some
companies keep the surplus (i.e., the excess of
revenues over expenditures) as their fee.”” Other
contractors charge a percentage of revenues or
expenditures, usually in the seven to twelve percent

range, but many of these contracts allowed the
contractor to keep the surplus anyway.”’ Only a few
contracts have incentive bonuses (in the 2.5 to 3.5
percent range) for improving student achievement
or meeting other performance standards.”' The
Charter Friends study points out that the surplus
payment method leads management companies to
earn money by cutting costs, not by improving
performance. Private grants and contributions may
simply go to the company's bottom line. The study
also raises potential compliance problems with
federal programs that stipulate how funds are to be
spent.”

The cost-cutting formula for most management
companies focuses on resource reallocation,
primarily the reduction of labor costs. Companies
cut labor costs by increasing class size, hiring less
experienced and less qualified teachers, and
reducing compensation costs in other ways. Teacher
experience and turnover rates are important
measures of teaching quality in a school, and
practices that lead to low experience and high
turnover are detrimental to educational quality.
Multiple examples illustrate how management
companies have reduced costs through a reduction
in labor quantity and quality.

A primary example is Education Alternatives,
Inc. (EAI) in Baltimore. EAI managed preexisting
public schools using school district teachers, but it
had the power to set staffing levels. During the first
two years of the contract, 56 of 205 teaching
positions at EAI elementary schools were cut.”” As
a result of the reduction in staff, the
pupil-to-certified-teacher ratio in elementary
schools managed by EAI rose from 16.5 to I to 22
to 1.”* EAI replaced teacher aides with lower-paid
"interns" hired through a temporary employment
agency.” in some instances, the $6,000 to $9,000
per year interns took on responsibilities formerly
handled by certified teaching staff.”®

Edison Schools Inc. has lower costs primarily
due to hiring less experienced teachers. Edison
selects or hires teachers for both its charter schools
and its schools managed under a contract with
school districts. Somewhat like EAI's approach in
Baltimore and Hartford, Edison often retains



teachers as school district employees in its school
district contract schools. Typically, half of their
teaching force has fewer than five years of
experience, in comparison with the national average
in public schools of 16 years of experience.”” High
teacher turnover rates in Edison schools result, in
part, from teacher inexperience. The company
revealed a 23 percent turnover rate in 1997-98,
twice the 1994-95 national average for urban public
schools.”

Alternative Public Schools (APS) (now Beacon
Education Management) serves as yet another
example of a management company cutting labor
costs in public schools. After contracting with the
management company, the school district board
fired or reassigned all 24 of the Turner School's
teachers in Wilkinsburg, Pennsylvania.”” APS
replaced the 24 school district teachers with only 20
teachers.* The company used six teacher assistants
or aides to handle some of the workload.*' APS's 15
teachers were each paid $44,000 per year regardless
of experience, which approximately matched the
school district average.™

Michigan, where management companies run a
majority of charter schools, demonstrates labor cost
cutting. Half of charter school teachers in the
southeastern area of the state were under age 30
during the 1997-98 school year, and the median
teaching experience was three years.*® As an
indication of turnover, 22 percent of teachers in this
survey said they were not planning to return.** In
the Western Michigan study, 48 percent of teachers
outside the Detroit area were under age 30 in the
1997-98 school year.*” Teachers averaged 6.4 years
of experience®® compared to about 16 years
nationally. Only about one in five had earned a
Master's degree or higher, compared to 50 percent
nationally.®” While actual data on teacher turnover
school district's budget.”’ EAI used only 5.6 percent
of its spending for special education, which was
approximately half of the district's budget for the
schools.”

The administrative and overhead costs of
Edison Schools Inc. also raise serious questions
about promises of administrative efficiency. Edison
tells school districts that it can deliver a longer

is not available, 36 percent of teachers were
"insecure" about their future at their particular
school.*® In the southeastern part of the state, one
result of using inexperienced teachers was that
salaries averaged about $30,000 in schools managed
by private companies, compared to $44,933 in
surrounding schools.*’

In addition to reducing labor costs,
management companies generally promise a
reduction in administrative overhead. The
perception of administrative bloat in public schools
proves an easy target, but few companies have
achieved this goal. Unlike public schools and
nonprofit private schools, management companies
must seek a return for investors, pay taxes and fees,
and contribute to corporate overhead before any
improvement in efficiency frees resources for
educational uses. When they contract with public
schools, management companies introduce
inefficiencies by overlapping with some existing
school district administration and support services.
In addition to the obvious costs of travel and
administrative overlap, multistate school
management companies also must spend resources
to acquire specific knowledge of each state and
school district's regulations, reporting requirements
and student achievement testing programs.

EAI did not fulfill its promise to save money on
non-instructional services and redirect dollars to the
classroom. Instead, EAI cut instructional staff and
redirected the resources to non-instructional costs,
including lawyers, accountants, project
administration, corporate travel, improvement of the
physical plant, and profit.”® The Baltimore school
district's internal review found that EAI spent only
62.5 percent of its budget on regular instruction,
compared to 72.3 percent of the

school day, a longer school year, a technology-rich
environment, and other enhancements for the
district's average per-pupil revenue by reducing
administrative overhead.”” Edison claims that 86
percent of revenue remains at the school site.”* The
Edison comparison, however, is somewhat
misleading. In Pennsylvania, for example, district
expenditures for management and business office



expenses comprise only five percent of spending.”
Expenditures in Pennsylvania include pupil support
(six percent), teacher support (one percent),
program support (three percent), non-instructional
pupil services (five percent), out of district
obligations for student placements (four percent),
and facilities (nine percent).”® Second, corporate
subsidies need to be included in the calculations.
Edison's 1999 SEC filing indicated that during
1998-99, Edison expended private capital equal to
38 percent of its public revenues.”’

The prospect of efficiency and economies of
scale may be brighter in the charter school arena.
Management companies provide assistance with
state reporting requirements and "running the
business." Most charter school boards struggle to
understand and comply with lengthy and
complicated state paperwork. Charter school
operators must meet a payroll, set a budget, track
expenditures, and perform other personnel and
financial functions. Management companies gain
experience in reporting and administration and can
apply this expertise efficiently to multiple schools.

In some cases, this function has been so useful
that some management companies only provide
administrative and financial services, not
educational services. Arizona Benefits Solutions
provides reporting and business services to more
than 100 charter schools in Arizona, but leaves the
educational and day-to-day operations to the charter
schools.” Charter school authorizers may also find
it advantageous to have schools work with
management companies because the management
companies will have access to capital and also
fewer budgetary problems.”

Many studies note that charter schools have
higher administrative costs, which are usually
attributed to their small size.'” Some evidence
indicates that management companies may be less
effective than other charter schools in keeping
administrative costs down. The PSC/MAS( CIMUS
study of Michigan revealed that there were
considerable differences in how "chain" schools
spent money compared to "single entity" schools.
Single entity schools include for-profit companies
operating only at one site, while a chain school is
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one of many schools operated by a single
management company such as Edison or Advantage
Schools. Chain schools in Michigan spend a much
larger percentage on administrative expenses (33
percent compared to 22 percent in single entity
charter schools, and 11 percent in host school
districts).'” They spend much less on instruction
(35 percent compared to 51 percent in single entity
charter schools, and 54 percent in host public school
districts).'” However, these figures overstate
administration costs for both chain and single entity
charter schools because facilities leases and
payments to private contractors for instructional
support are misleadingly classified as business and
administration expenditures by Michigan's uniform
accounting system.

Management companies claim to serve special
education students more effectively and efficiently
than public schools. Management companies,
however, generally serve a lower percentage of
students with disabilities, especially those with
high-cost disabilities, because the companies seek
to provide services provided only in regular
classroom settings. Researchers in Massachusetts
found that for-profit charter school operators
including SABIS, Advantage Schools, and Edison
have "counseled out" students with high-cost
disabilities.'"” EAI reduced expenditures on special
education in Baltimore, though they touted
inclusion of special needs students.'”

Evidence from a Michigan study, where
companies managed half of state charter schools in
1997-98, indicates that charter schools are not
adequately serving special needs children. Spending
on these students is significantly less in charter
schools than in public schools. Charter schools in
southeastern Michigan spent 4.2 percent of their
budget on "added needs students," a category that
includes special education and compensatory
education programs for low-income children.'
Surrounding public school districts devoted 18
percent of their budgets to added needs students.'"’
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B. WHAT MANAGEMENT Contractors
BRING TO EDUCATIONAL PRACTICE

It is valuable to consider the concerns of
parents when judging the effectiveness of
educational practice. Perhaps more than public
schools, management companies rely on parent
satisfaction as an important accountability measure.
Parents often evaluate education differently than
researchers and prognosticators. When parents refer
to quality and standards, they do not necessarily
mean the highest possible achievement for their
children. Instead, some may seek to match their
child's achievement to that of students of similar
motivations and ability, or search for specific
pedagogy and curricula.'® Parents typically prefer
small class size, assuming it will promote a
nurturing environment and individual attention.'®
To parents, school selectivity--attained either by
school selection or neighborhood location-is
important for shaping their child's peer group as
well as the child's academic experience. While
some researchers and policy experts deplore the
selectivity resulting from school choice programs,
selectivity appeals to parents.

Charter schools often have fewer students than
public schools, which is appealing to parents. The
average public elementary school has about 475
students, and the average charter school enrolls
fewer than 140 students.''® Management
companies, however, often sacrifice the feel of
small schools for economies of scale. The subset of
charter schools operated by management companies
tends to operate schools much larger than either the
average charter or other public schools. The typical
Edison Schools Inc. elementary school serves more
than 600 students, and some enroll more than 1,000
elementary students.''' Advantage Schools also
operate elementary schools of about 600 students.
The large school size is often viewed as antithetical
to the charter school movement and a replication of
the standardized, bureaucratic public school system.
In 1997-1998, the average school size of
management company schools was 397 students.'"?

Management companies contribute little to the
innovative educational programs and curricula
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promised by the charter school movement. In fact,
they sometimes implement off-the-shelf programs
already widely used in other public schools such as
Success for All (SFA) or Direct Instruction (DI).""*
While centralization can contribute to efficiency,
charter schools were envisioned as a way to try
innovative practices unlikely or impossible in
traditional public schools. Private managers,
however, are giving the public something else.

Many education management companies are
organized into "chains" of look-alike or "cookie
cutter" schools, with uniform school design and
pre-packaged curricula. For example, Edison uses
SFA in its elementary schools, a widely admired
reading program designed to raise student
achievement in low-performing schools that have
high concentrations of disadvantaged children.'"
SFA was developed by researchers at Johns
Hopkins University and is also used in
approximately 1000 traditional public schools
throughout the U.S."'® Advantage Schools employs
DI, a highly prescribed teaching technique in which
students learn reading and math through recitation.
This instruction method has been used in many
traditional public schools nationwide.''” National
Heritage Academies uses "Back-to-the-Basics"
approach with a strong emphasis o moral values.'
Both Advantage and National Heritage schools
resemble the "traditional academies" offered b3
many public school systems as part of their magnet
school programs.

"An Educator's Guide to Schoolwide Reform,"
a study conducted by the American Institutes for
Research (AIR), is a helpful tool for comparing
innovation in educational design. The report rates
24 approaches to educational reform based on
statistically reliable evidence supporting higher
academic achievement. The Success for All and
Direct Instruction programs, used by hundreds of
public schools as well as some management
companies, received top ratings from AIR.'"
Although involved in the AIR study, Edison
Schools Inc. was not evaluated.'*” None of the other
management companies discussed in this article
participated in the AIR study. The use of
well-known, off-the-shelf programs that are already
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extensively used by traditional public schools raises
serious questions about what educational
innovations management companies have to
contribute.

The selectivity of charter schools, inherent in
the concept of school choice, appeals to parents.
Selectivity is a primary reason why parents choose
to enroll their children in non-traditional schools,
including those managed by private companies.
121Several reasons may contribute to parents'
attraction to selective schools. Psychologically,
parents may feel embraced and rewarded when their
children are admitted by such institutions, even if
the admission comes by winning a lottery rather
than through academic competition. Parents may
perceive selective schools as safer and more orderly
because they assume that parents with children in
the schools share motivations similar to their own.
Similarly, parents assume that trouble-making
students will be separated, forced out to the local
non-selective public school. Parents' contributions
in charter schools are exhibited in many ways.
Many charter schools find it infeasible to provide
transportation or federally subsidized lunch
programs, and parents handle those responsibilities
themselves. The concern and effort exhibited by
parents in getting their children into schools of
choice can have positive effects on student
achievement. If the exercise of choice is a proxy for
highly motivated parents, then that characteristic
can be reflected in their children and contribute to
high student achievement.

Research indicates that charter schools tend to
attract students based on self-motivation rather than
race or income. Early statistical reports indicate that
the racial and economic makeup of charter schools
is representative of the racial and economic
environment of the states in which they are located.
'22In Michigan, where private companies operate a
majority of schools, the average charter school
enrolls a higher percentage of minority students
than the state average.'> One reason for this finding
is that charter schools concentrate in urban areas
with higher minority populations.'**

Michigan's privately managed charter schools,
however, enroll fewer disadvantaged students than

traditional public schools. Students eligible for free
lunch programs in Michigan automatically generate
about $600 each. Schools managed by private
companies obtained at-risk funding of only $69 per
pupil enrolled (averaged across the entire
membership, not just at-risk students), compared to
$281 in surrounding school districts.'® The smaller
amount shows that charter schools managed by
private companies enroll fewer low-income
children. Similarly, few privately managed schools
qualified for federal aid for low-achieving needy
children (Title 1), while host school districts
received an average of $386 per pupil in federal
Title I funding.'*® Clearly, traditional public schools
continue to bear the responsibility for serving
students with more expensive needs.

V. THE TRACK RECORD OF
MANAGEMENT COMPANIES IN
IMPROVING STUDENT ACHIEVEMENT

According to an analysis of the education
industry by Montgomery Securities, improving
academic achievement and the need for a more
knowledgeable and better-trained workforce will
drive the growth of management companies.'*’ So,
is student achievement increasing in privately
managed schools? This section begins by reviewing
the track record of nonprofit private schools since
they too compete for students in a marketplace.
Student achievement data from voucher programs in
Milwaukee and Cleveland also provide evidence on
the effectiveness of private schooling and
management companies in situations involving
public funding. The record of private managers with
school district contracts, principally EAI and Edison
Schools Inc., is then examined. Early evidence on
the effectiveness of management companies in
operating charter schools concludes the discussion.

Early research found that private schools were
superior to public schools in producing academic
achievement, but later research questions this
conclusion. in the first study of its kind, researchers
found Catholic schools superior to public schools in
promoting academic achievement.'*® However,
some voiced skepticism as to whether the Catholic



school advantage was attributable to the
performance of the schools, or to the differences in
student characteristics within those schools.'® In a
later study, researchers considered the effects of
initial student achievement, but still found that
private Catholic schools contribute a significant
advantage to academic achievement.'*® More recent
research also concludes that Catholic schools
produce higher achievement and a more level
distribution of achievement than public schools.

Contrasting results in other studies, however,
casts some doubt on the advantages of Catholic
schools. Two recent studies suggest that private
schools do not offer such advantage to academic
achievement. One study shows no advantage for
secular private schools, and an advantage for
Catholic schools only in math.'* Yet another
researcher concludes that in no case is there a
statistically significant positive effect favoring
Catholic private schools.'*® The best summary of
this research is that any advantage toward academic
achievement offered by private schools is too small
to have any policy importance.'*

Voucher programs similarly show little
significant advantage for students, and some studies
even suggest that traditional public schools are
more likely to improve student achievement. An
evaluation of the Milwaukee voucher program,
funded by the Wisconsin legislature, found no
impact on student performance.'* Sharply critical
of this evaluation, another study found directly
contrasting results, with large test gains in math and
reading for students who had been in voucher
schools for at least three years."*® In this study, the
gains of voucher students who remained in the
program were compared to students who sought a
voucher unsuccessfully and decided to remain in
Milwaukee public schools. The authors of the
original evaluation reassessed the conflicting results
of the two studies and once again concluded that no
math or reading advantages existed for the voucher
students.””’ Yet another study in Milwaukee
confirmed no advantage in reading.'** An advantage
in math in some comparisons for voucher program
students depended on the expansion of the data set
to include information on students with very high
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levels of missing data.'* in subsequent published
research, the same researcher found that students
from voucher schools (pupil-teacher ratio of about
15 to 1) and students in several Milwaukee public
schools experimenting with pupil-teacher ratio (17
to I compared to a system-wide average of 20 to 1)
significantly outperformed students from other
public schools in math."*® Furthermore, the public
schools with the smaller classes outperformed the
voucher schools in reading.'"!

Experience from Cleveland's voucher program
also demonstrates little advantage for student
achievement. One analysis of voucher schools
managed by a private company claimed that the two
Cleveland voucher schools, the Hope Schools,
realized "moderately large" gains in reading and
"even more substantial" gains in math.'*?

The usefulness of this study, however, is
questionable because it evaluated the school before
it completed its first year of operation. Further, the
school did not participate in the Ohio Department of
Education's first year evaluation of the Cleveland
voucher program.'* The second-year evaluation
included these for-profit schools. Academic
performance was significantly lower in each tested
area than that of their public school peers or
voucher students who attended established private
schools.* Overall, the state's evaluations indicated
that voucher students in the numerous nonprofit
private schools did not make greater or lesser;
academic progress than had they remained in public
schools. '**

Management companies have been unable to
demonstrate increased student achievement in the
few instances where they have contracted with
school districts to manage existing public schools.
EAl is a prime example. Over the three years of
EAI management in Baltimore, standardized
achievement test scores for EAI schools decreased,
and then increased to about the preprogram level.'*
The company insists that student achievement was
just starting to show big improvements. EAI battled
over test scores elsewhere. The Dade County Public
Schools' evaluation of the program concluded,
"South Pointe students do not differ significantly in
the area of achievement from students at the
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comparison school.'*’

Nor have public schools managed by Edison
Schools Inc. demonstrated increased academic
achievement. The company has issued two glowing
self reports.'*® However, the few available
independent studies show otherwise. Edison
contracted with an independent evaluator to study
the Success For All (SFA) reading program in four
of the 51 schools it operated in 1998-99."*° The
study of students in grades K-3 shows mediocre

performance at best.””® In Wichita, Kansas, and Mt.

Clemens, Michigan, kindergarten students in
Edison's full-day academic programs were the most
successful.””! But Edison first-graders did less
well."** Compared to a national study of several
SFA programs operating in other public schools,
Edison's results generally are not as good."> In
Sherman, Texas, and Colorado Springs, Colorado,
Edison students performed worse or no better than
control groups.'>* Dade County public schools
conducted an evaluation in 1996-97, showing that
Edison students performed less well than predicted
at statistically significant levels in all four grades in
math and in three of four grades in reading.'> The
following year, Edison students still performed
below in all grades, but only three of the six
comparisons found statistically significant
differences. In both evaluations, groups of
comparable students met or exceeded predicted
scores.'*°

The lack of results may relate to provisions in
the contracts between management companies and
school boards that limit the authority of the
management companies. A Montgomery Securities
analysis claims that teachers' unions and local
school boards have forced management companies
to sign agreements that limit their ability to
influence key management areas, but that
management companies will eventually have
enough independent control to establish a track
record of performance.">” Charter schools offer this
freedom, and it is now possible to assess the impact
of management companies with independence from
local politics.

Many states continue to pass legislation
authorizing charter schools and expanding their

numbers, despite the acute need for evidence that
charter schools improve academic performance.
Since 1991, 36 states and the District of Columbia
have passed charter school legislation.'*® Only
Texas has established a system for evaluating
charter school student performance or achievement
that meets even the simplest academic standards
(e.g., experimental control groups or statistical
controls for student and school demographics). The
Texas system exists only because charter schools
participate in the same academic monitoring system
in which all public schools in the state participate
and this system compares schools with similar
student characteristics.'’

Because no state has analyzed student
achievement in charter schools managed by private
managers separately from other charter schools, this
brief review deals only with charter schools as a
whole. In Arizona, the first study of student
achievement showed few patterns, no consistency
across grade and subject matter, and few
statistically significant differences.'®® The most
recent Texas evaluation of 17 charter schools
operating in 1997-98 found that only 40 percent of
charter schools had an acceptable academic rating
compared to 91 percent of public schools.'® In
Massachusetts, newspapers generally carried
negative stories about the performance of charter
schools on statewide tests, but these conclusions
were drawn without the benefit of a serious research
analysis.'®

Michigan provides the best indication to date of
the academic contributions of privately managed
charter schools. Management companies run 10 to
15 percent of charter schools nationwide, but in
Michigan more than half of charter schools are
privately managed.'®® The Michigan track record is
no better than in other states. While the
PSC/MAXIMUS study of Detroit area charter
schools declares, "It is too early ... to definitely
assess the charter school's effect on student
academic achievement," the authors conclude that
the average charter school performs lower than
schools in surrounding school districts.'** Scores in
the first year of operation were the worst.'®® The
study also found that Detroit area charter schools



scored lower than host districts and also showed
less improvement over a two- or three-year
period.'®

VI. LESSONS FROM PRIVATIZATION OF
HEALTHCARE

Investment advisors frequently compare
education to healthcare, an industry that
experienced enormous growth in for-profit
companies over the past 30 years. Although
significant differences exist between the education
and healthcare industries'®’ and the motivations
behind demands for their reform,'®® important
lessons for education policymakers can be drawn
from the experience of the healthcare industry
regarding adverse selection, improving quality,
improving efficiency, and consolidation.

Adverse selection may be a trend to monitor
with management companies in education. In
healthcare, insurers have an economic incentive to
screen out the sickest and most expensive patients
in order to reduce costs. As a consequence, many
states operate publicly subsidized insurance pools
for those hardest to insure. The Michigan charter
school studies reveal that as the percentage of
charter schools operated by management companies
expanded, charter schools served fewer minority
students and fewer special education students.'®’
Researchers in Massachusetts also sounded a
warning that for-profit companies in education are
less likely to enroll children with complicated
disabilities.!” If it continues in other states, this
trend has disturbing implications.

Management companies in education claim to
reduce administrative costs and promise to redirect
savings into classrooms. Healthcare companies also
promised efficiencies, but the result from a
consumer standpoint was degradation of the quality
of care from primary caregivers. In the early 1990s,
it was hoped that healthcare reform would improve
efficiency and that the savings could be used to care
for millions of uninsured. When President Clinton's
healthcare reform plan failed and managed care
swept the country, for-profit insurers and HMOs
squeezed physicians' income, reduced labor costs

through use of less skilled personnel, closed some
hospitals, and merged others. The "savings" were
channeled into shareholder profits, marketing, and
overhead, not into covering the uninsured.'”" As in
healthcare, management companies in education are
squeezing labor costs and channeling the savings
into marketing, overhead, and investment returns,
not higher quality education.

Finally, many analysts refer to education as a
fragmented cottage industry, just like health care ten
years ago. Education management companies,
however, are not in the business of acquiring and
consolidating existing public school districts to
reduce the inefficiencies of fragmentation. While
healthcare companies merged and consolidated to
reduce market fragmentation, education
management companies are actually increasing the
fragmentation of the K-12 market. Only Edison
Schools Inc. is willing to manage existing public
schools. The charter schools run by management
companies add to the total number of school
buildings and school administrative structures. By
funding a parallel set of schools, taxpayers now pay
for two systems. Most management companies
establish "chains" of schools, in effect creating their
own districts. For example, the Leona Group
operates 35 schools in Arizona and Michigan."’
Edison operates 79 schools scattered across 16
states.'”” Advantage Schools has a network of 16
schools spanning 9 states and the District of
Columbia.'™ While operating multiple schools
provides some economies of scale for companies to
compete more efficiently with stand-alone charter
schools, chains of schools scattered across the
country do not have the economies of scale found in
public school districts.
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VII. CONCLUSION

Wall Street investors see the public K-12
education system as a huge, stable industry with
high profit potential. Private management firms and
their industry groups argue that they can make
important contributions to improving U.S.
education and make money doing it. These
companies argue that they can bring much needed



capital to schools, contain runaway costs, reduce
administrative overhead, and change academically
dysfunctional schools into world class learning
institutions.

This article matches data to the questionable
myths about public schools perpetrated by
management companies. Private school costs have
been rising much faster than public school costs. By
international standards, U.S. teachers face tough
schedules and working conditions. The fringe
benefits of education employees are about average.
The alleged academic failure of public education is
belied by consistent improvements in academic
course participation, reduced dropout rates, and
improved scores on college entrance exams and
other national testing programs.

This article also raises doubts about the
strategies management companies use to improve
public education. Management company contracts
guarantee that the companies themselves reap all of
the benefits of cost containment and bear none of
the burden of poor performance. Class sizes tend to
be no lower than in public schools and are
frequently larger. The big schools and standardized
education programs of management companies
duplicate the urban education models attacked by
education reformers. Instead of management
efficiency, evidence indicates a reallocation of
resources from instruction to administration and
business operations.

Last, and most important, is the track record.
Management companies have shown little
willingness to enter private sector education and
compete against traditional nonprofit K-12
educational institutions. The business of contracting
with public schools suffered after the initial failures
of several efforts by management companies.
Outside the charter school setting, only one
company now contracts with school districts.
Education management companies multiplied 4
only under the protection of state charter school
laws. Most importantly, no independent evaluation
of student achievement in schools managed by
companies has shown superior performance, and
some independent evaluations found failure.
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