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Cost Disease Theory: Classical Influences and 
Modern Applications

Year after year, university students wait for the 
dreaded announcement that their institutions tu­
ition costs are increasing - again. Despite the con­
sistency with which this news is reported, most stu­
dents have yet to be presented with a satisfactory 
explanation for these persistently rising costs.

In 1966, William Baumol and William Bow­
en published Performing Arts - The Economic Di­
lemma: A Study of Problems Common to Theater, 
Opera, Music and Dance. Their initial goal was to 
explain the rising costs that plagued these import­
ant cultural sectors of the economy. However, it 
soon became the foundation for the cost disease 
theory, going beyond performing arts to explain 
rising costs in health care, education, welfare pro­
grams, sanitation, performing arts, police protec­
tion, and many other sectors.1 Although Baumol 
and Bowen co-authored the original paper, Bau­
mol has since been at the forefront of cost disease 
discussions. His 2012 book, The Cost Disease, will 
be the primary theoretical source throughout this 
paper, and cost disease theory is often referenced 
as “Baumol’s Disease” or “BaumoFs Cost Disease 
Theory'' Baumol has investigated these industries 
and found that below-average productivity growth 
may be the source of costs that rise faster than in­
flation.2 This idea is central to discussions of rising 
costs in higher education, a uniquely complex field 
that warrants further investigation. Baumol’s body 
of research, along with the countless offshoots in­
spired by his initial theorizing with Bowen, has 
greatly enhanced our understanding of market 
economy trends in the face of rapid technological 
innovation.

First introduced in the 1960s, cost disease 
theory has origins in classical economic thought 
of the eighteenth and nineteenth centuries. Adam 
Smith and Karl Marx’s insights into commodity 
prices, technological change, and the measurement 
of economic variables contribute to a greater under­
standing of Baumol’s model and its assumptions. 
Additionally, this historical analysis will demon­
strate the ambiguity of the cost disease theory and 
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some of the debates that have surfaced since its 
original publication, especially surrounding higher 
education costs.

While Baumol has repeatedly emphasized 
the erroneous tendency of economists to make 
predictive claims, he reluctantly admits that his 
ideas “may well be the longest valid forecast ever 
to emerge from economic analysis.”3 In light of this 
claim, a deeper exploration of the mechanics and 
history of the cost disease theory is essential to bet­
ter understand the world we live in.

Section I: An Overview of Cost Disease Theory

The fundamental assumption: Stagnant vs. pro­
gressive sectors

The cost disease theory requires a simplifying as­
sumption: the classification of all economic pro­
duction into one of two sectors, stagnant or pro­
gressive.4 Although the diversity of production 
within any given economy likely lends itself to 
more than two natural divisions, a straightforward 
binary approach highlights Baumol’s main points 
without unnecessarily complicated classifications. 
Baumol recognizes that intermediary categories 
exist in the real world, and some of his later works 
attempt to apply cost disease principles to sectors 
that cannot easily be categorized as either stagnant 
or progressive.5 By including only the most crucial 
variables, like productivity measures, costs, and 
“sticker” prices (the price charged to consumers of 
a good or service), cost disease theory can simulate 
past economic behaviour and forecast into the fu­
ture.6

The stagnant sector includes service in­
dustries that observe relatively little productivity 
growth from year to year. Productivity is defined 
in economics as a ratio of production inputs to 
production outputs and is an important driver of 
overall growth in the economy.7 Consider the pro­
duction of two goods: private music lessons and 
smartphones. In my lifetime alone, technological 
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advancements have created enormous capacity for 
the production of smartphones, greatly increas­
ing productivity and lowering costs. On the other 
hand, the productivity of a private music lesson is 
unlikely to notably change over time, as teachers 
cannot increase their output without cutting down 
on the time spent with each student. In this exam­
ple, private music lessons are an example of a per­
sonal service, rather than a tangible good. These 
services require individual human attention to be 
produced. The causes of slow productivity growth 
in the personal services sector are twofold. First, 
these services have physical and technical qualities 
that demand individualized human labour. Sec­
ond, the negative social connotations associated 
with the replacement of human handiwork by ma­
chines can cause reluctance towards the adoption 
of labour-saving techniques. As social perceptions 
often link labour time with product quality, it is not 
difficult to imagine resistance towards labour-sav­
ing technology in sectors like medicine and edu­
cation.8 The effects of slow productivity growth in 
the stagnant sector are the focus of the cost disease 
theory.

Alternatively, the progressive sector, is char­
acterized by rapid productivity growth facilitated 
by continued technological innovation. This sector 
includes most machinery-heavy production pro­
cesses, such as agriculture, textiles, and electronics. 
Industries in this sector consistently have higher 
output yield and declining prices because they are 
more easily able to shift from human labour when 
faced with rising wage requirements.9 Consider the 
following passage from Baumol, which uses em­
ployment data from the 2007-2009 recession in the 
U.S. to illustrate the difference in labour substitut­
ability across the stagnant and progressive sectors:

Between December 2007 and June 2009, 
the motor vehicles and parts sector lost 35 
percent of its jobs - the largest loss of any 
U.S. employment sector. The twenty sectors 
with the largest declines in employment also 
included textile mills (24 percent job loss), 
construction (17 percent), and manufactur­
ing (14 percent). Ever increasing efficiency 
in these nonstagnant sectors - a key compo­
nent of the cost disease - has allowed them 
to keep up with demand despite laying off 
workers. In contrast, the stagnant sectors 
actually gained jobs during that period. Be­
cause these sectors are far less amenable to 

labor-saving changes, they cannot continue 
to provide their services with fewer work­
ers.10

We see here that changes in economic con­
ditions can increase employment in one sector at 
the expense of the other. The interdependency of 
these two distinct economic sectors gives rise to the 
phenomenon that Baumol and Bowen call the cost 
disease.

Productivity growth and real prices

Somewhat paradoxically, the same productivity 
increases that boost overall economic growth are 
to blame for the unfortunate effects of the cost dis­
ease.11 It is unlikely for the economy to grow with­
out facing increasingly high costs in the personal 
services. As such, the effects of the cost disease will 
only become more pronounced as gross domestic 
product (GDP) rises. To arrive at this conclusion, 
we must examine the effects of productivity in­
creases on costs and prices in both the progressive 
and stagnant sectors.

Rising productivity in the progressive sector 
puts an upward pressure on the wages of workers 
employed in those industries. All else equal, these 
climbing wages have a negative impact on produc­
tion when wages are assumed to be a significant 
component of cost. However, because productivity 
is also rising, the same quantity of labour-time can 
now yield a greater quantity of output. Firms can 
afford to increase the wages of their workers, be­
cause the “new” productive capacity resulting from 
technological change offsets the wage increases by 
an equal or greater amount.12 The ability to increase 
production without increasing per-unit production 
costs allows firms to sell their products at lower real 
prices, the nominal prices that are increasing more 
slowly than the rate of inflation. This makes them 
accessible to more consumers.

This outcome does not seem like any sort 
of “disease.” In fact, most would argue that lower 
commodity prices are, overall, beneficial to society. 
However, this claim is more complex than it may 
seem at first glance, and as such will be examined 
in greater detail in a later section.

To reveal the true nature of the cost dis­
ease, we must examine the effects of this same 
productivity increase in the progressive sector on 
stagnant-sector services. Consider a scenario in 
which the stagnant sector s wages are unresponsive 
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to changes in the progressive sector. Technologi­
cal change and increased productivity drive up the 
wages in the progressive sector, making employ­
ment there relatively more attractive than in the 
stagnant sector. Facing a choice between a relative­
ly high wage in the progressive sector and a rela­
tively low one in the stagnant sector, workers will 
have little incentive to provide services in the latter. 
This decline in labour power in the stagnant sector 
may result in some services dying out.13 The un­
desirability of this outcome is apparent when con­
sidering that these stagnant sector workers include 
doctors, nurses, teachers, and first responders, who 
provide some of the most essential services to our 
populations.

The alternative to this service-less society is 
one where stagnant sector wages are rising approx­
imately at pace with those of the progressive sector. 
This critical stage more readily discerns the nega­
tive impacts of differing productivity growths. Con­
trary to the progressive sector, the costs associated 
with higher wages cannot be offset by productivity 
growth - recall, by construction of the model, that 
the stagnant sector sees little to no growth in pro­
ductivity from year to year. With slow productivity 
growth, the burden of rising costs will be placed on 
consumers, who must now pay higher prices. An 
important trade-off arises falling commodity pric­
es come at the expense of rising prices in service 
industries where steady productivity growth is not 
possible. It is this principle that forms the basis of 
cost disease theory.

The cost disease: Contextual fluke or persistent 
pattern?

My main objective thus far has been to establish 
productivity growth rates as the source of price de­
viations from the prevailing rate of inflation in an 
economy. This is far from the whole story, as this 
assertion does little to show the implications of the 
cost disease for society. Baumol builds on the main 
principles of his theory to try to answer two big 
questions: should we expect the cost disease situa­
tion to persist, and, if it does, will society be able to 
afford the rising costs?

The persistence argument depends on 
whether we expect to see significant shifts in the 
relative productivity between sectors: those that 
have historically been stagnant will become pro­
gressive, and vice versa. Baumol answers this quite 
simply: “economic sectors usually do not fluctuate 

haphazardly between periods of relatively slow and 
relatively rapid advance in productivity. Rather, 
the industries in which productivity was expand­
ing slowly a century ago are by and large still the 
laggards today.”14 This statement supports the posi­
tion that the cost disease conditions present in to­
day’s economy should be expected to persist, with 
the gap in real price changes between the stagnant 
and progressive sectors growing larger. In the face 
of continuous productivity increases in progres­
sive sector industries, stagnant sector workers will 
demand higher wages, which will in turn increase 
costs and prices.

To conclude this section on the main ideas 
of the cost disease theory, we must consider the af­
fordability of these price increases for society. In­
terestingly, the cause of the cost disease, rising pro­
ductivity in progressive-sector industries, is also 
the reason why societies should not worry about 
being able to afford an equal or greater amount of 
expenditure year after year on all goods and ser­
vices.15 With each new technological development 
that enhances productive capacity, the purchasing 
power of consumers grows to the point where they 
can afford to purchase more of all goods and ser­
vices, even those like health care and education 
whose costs seem to be rising beyond a threshold of 
affordability. Given a fixed income, consumers will 
not be forced to shift their consumption patterns 
towards manufactured goods and away from per­
sonal services. What will occur, instead, is a change 
in the share of any individuals expenditures on 
personal services, relative to manufactured com­
modities.16 As this trend is observed across nearly 
all households, it can be aggregated to the overall 
economy.

To demonstrate the dramatic effect of rel­
ative price changes on relative expenditure lev­
els, Baumol performs an extrapolated estimation 
of the share of expenditures on health care in the 
year 2105, using 2007 data on Health Spending 
and Resources from the Organisation for Econom­
ic Co-operation and Development. He uses 2005 
data to establish a baseline for comparison, which 
shows 15 percent of U.S. GDP spent on the health 
care sector and 85 percent elsewhere. Following 
the current trends, he illustrates that we can expect 
the share of health care sector expenditures to rise 
to upwards of 62 percent in 2105 just one hun­
dred years later.17 Leaving just 38 percent of GDP 
for all other costs might initially appear as a cause 
for alarm. However, it is important to recall that, 
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as health care prices rise, commodities prices will 
fall. To summarize: a smaller share of expenditures 
on non-health costs does not mean that we will not 
be able to afford our current volume of purchases. 
Continued productivity results in greater purchas­
ing power that will facilitate a greater consumption 
of goods whose real prices are falling, without hav­
ing to sacrifice consumption of increasingly expen­
sive personal services.

Section II: Ties to Adam Smith and Karl Marx

From this initial overview, it becomes clear that the 
power of the cost disease model stems from the fact 
that it is relatively simple and addresses questions 
that are of great interest and importance to society. 
As a student of economic history, the profound in­
fluences that classical economists continue to have 
on even the most contemporary theories have be­
come all the more clear to me. Recognizing these 
influences yields a deeper understanding of today s 
theories and a greater appreciation for theories that 
came before. This section will identify a number of 
ideas in Baumol and Bowens cost disease theory 
whose origins can be traced to the famous writings 
of Adam Smith (On the Nature and Causes of the 
Wealth of Nations, originally published in 1776) 
and Karl Marx (Das Kapital [“Capital”] Volume I, 
originally published in 1867). These two works of­
fer insight into the effects of commodity prices and 
technological change, both of which are central to 
cost disease theory.

Falling commodity prices: a blessing or a curse?

The analysis of commodity prices is central to the 
cost disease theory and was also discussed at great 
length by both Adam Smith and Karl Marx. Before 
addressing the normative questions surrounding 
commodity prices, we should first investigate the 
claims that commodity prices tend to fall as an 
economy grows and technological change raises 
worker productivity. This is undoubtedly Baumol’s 
view and an uncontested fact in our time, given the 
long history over which this pattern has been ob­
served. When Smith and Marx wrote, however, the 
state of technology and its growth was vastly differ­
ent than today. Yet, both authors foresaw decreas­
es in commodity prices as an economy developed, 
even if they perceived the consequences of these 
falling prices in different ways.

As Adam Smith wrote nearly a century 
prior to Marx, it is natural to begin with a consid­
eration of his thoughts on commodity prices. In 
Smiths view, the source of wealth in any economy 
is the extent of its division of labour.18 With each 
worker performing a smaller, more specialized task 
within the overall production process, productivity 
could increase drastically. Increased skill and dex­
terity, time saved, and greater incentive to develop 
labour-saving machines would all play a part in the 
reduction of labour required for a given amount of 
output.19 The result of this drastic improvement in 
labour productivity would be falling commodity 
prices enabled by lower production costs. Marx, 
who emphasized the role that technological change 
plays in lowering commodity prices, essentially 
came to this same conclusion. As technology be­
comes more and more sophisticated and special­
ized, the lower production costs resulting from a 
higher capital/labour ratio would lead to price re­
duction.20

Up until now, the most important effect of 
falling commodity prices has been that lower prices 
make more products accessible across all socioeco­
nomic groups. Smith countered the claim that great­
er accessibility of products would be detrimental 
to the economy by saying that “the answer at first 
seems abundantly plain. Servants, labourers, and 
workmen of different kinds, make up the far great­
er part of every political society. But what improves 
the circumstances of the greater part, can never be 
regarded as an inconveniency to the whole. No so­
ciety can surely be flourishing and happy, of which 
the greater part of the members are poor and mis­
erable.”21 The reality that these falling commodity 
prices will cause personal services to become rela­
tively more expensive is missing from Smiths anal­
ysis, as these ideas largely post-date his time. Smith, 
who was a proponent of capitalism because he be­
lieved it would improve the living conditions of 
low-income populations, would be disheartened to 
learn that it is this group that suffers the most from 
the effects of the cost disease. Without assistance 
from the government, namely, the implementation 
of social programs, access to essential services will 
become more and more limited for larger percent­
ages of the population. Following today s trends, we 
can only expect low-income populations to receive 
a smaller and smaller share of the benefits from in­
creased output as time goes on.22

By the nineteenth century, Marx’s writings 
on falling commodity prices were more nuanced. 
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According to Marx, one of the most significant out­
comes of falling prices would be the centralization 
of capital in the hands of very few large capital­
ists, as “the battle of competition is fought by the 
cheapening of commodities.”23 Capitalist produc­
tion would be characterized by a constant battle to 
lower production costs through innovation to be 
able to reduce prices and capture a larger share of 
the market relative to other competing firms. Over 
the course of this continuous process, more and 
more “small capitalists” would be absorbed by the 
proletariat working class as they become unable 
to keep up with cost-reducing technological prog­
ress.24 After losing their market share, the means of 
production of these small capitalists would often 
be taken by the larger ones, only helping to speed 
up the process of centralization. With time, it only 
becomes more difficult for new capitalists to enter 
and challenge the quasi-monopolistic positions of 
the large producers, as the minimum capital out­
lays required to carry on a business only grow larg­
er.25

It should be clear to readers that Marx uses 
this argument to show how the majority of the 
population, the working class, pays the price of the 
centralization of capitals. Interestingly, when Bau- 
mol raises the idea of oligopolistic competition in 
The Cost Disease, it is to reassure readers that in­
vestment in research and development (R&D) will 
continue to increase. In contemporary economic 
growth theory, technological innovation and ideas 
drive an economy forward.26 Without investment 
in R&D activities, innovation and its subsequent 
productivity grinds to a halt. Using an analogy 
called a “Red Queen Game,” Baumol emphasizes 
that large, competitive firms cannot survive with­
out constant re-investment in R&D. If investment 
slowed or stopped, firms would lose Marx’s battle 
of the “cheapening of commodities” and be forced 
out of business by competitors who had imple­
mented further cost-saving technologies in their 
production processes.27

The different ideas presented by Smith, 
Marx, and Baumol demonstrate that a normative 
analysis of falling commodity prices is not simple. 
Baumol does not side with one camp, and instead 
accepts that the question presented is a difficult one. 
He would agree that increased access to products is 
largely a good phenomenon, while also recogniz­
ing that low-income populations will be increas­
ingly burdened by the cost disease if appropriate 
government interventions do not take place. More­

over, Marx’s fear of oligopolistic competition and 
the increased centralization of capitals is countered 
by Baumol’s assurance that this market structure is 
conducive to the continual investment in research 
and development necessary for economic growth.

The quality-quantity dichotomy in Baumol and 
Marx

Standardizing the measurement of economic vari­
ables is a crucial step to creating a sound economic 
model. In the cost disease theory, Baumol is partic­
ular about how productivity should be measured. 
Specifically, he insists that productivity must be 
measured from a purely quantitative standpoint 
(a simple ratio of inputs to outputs), without ad­
justing for changes in quality.28 The early writings 
of Marx also address the necessary distinction be­
tween quantity and quality in measuring economic 
variables. It will be shown that the two theorists do 
not address this flawed conflation in an identical 
context, but that they both seek to clarify essential­
ly the same point.

Marx’s distinction between quality and 
quantity comes from his analysis of the nature of 
commodities. In the early chapters of Capital Vol­
ume I, Marx focuses on the difference between use 
values and exchange values. The depth of this com­
parison stems from the frequency with which Marx 
observed the two terms being used interchangeably 
or used erroneously in place of one another. This 
mistake, according to Marx, leads to a fundamental 
misunderstanding of the exchange value of com­
modities, whether they be expressed in terms of 
other commodities, or a universal equivalent, such 
as money.29

To briefly summarize chapter one of Capi­
tal, Marx classifies use value as the utility (useful­
ness) of an object, which cannot exist in isolation 
from the physical form of the commodity itself30 
This type of value is independent of the amount 
of human labour power that is required for its re­
alization. Exchange value, on the other hand, is 
derived entirely from the amount of socially nec­
essary labour time embodied in the production of 
any particular commodity. Commodities do not, as 
is commonly believed, obtain value from their spe­
cial physical properties, but rather from an amount 
of homogeneous, abstract human labour that is de­
termined by the social context of a given place in a 
given time.31
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We will see subsequently that Baumol shares 
Marx’s main point - that is, focusing on quality 
(i.e., use-value) over quantity (i.e., exchange-val­
ue derived from human labour-time) can impede 
our true understanding of a theoretical analysis. 
In the case of Marx, this mistake will cause market 
observers to wrongly attribute the values for which 
goods are exchanged to the usefulness and distinct 
properties they possess. In reality, it is the labour 
quantity that dictates exchange values (and prices), 
even if we do not see these “calculations” or deter­
minations explicitly in our day-to-day transactions. 
According to Marx, “the determination of the mag­
nitude of value by labour time is therefore a secret” 
and “hidden under the apparent fluctuations in the 
relative values of commodities. Its discovery, while 
removing all appearance of mere accidentally from 
the determination of the magnitude of the values of 
products, yet in no way alters the mode in which 
that determination takes place.”32

Baumol’s presentation of the quality-quan­
tity dichotomy occurs in his discussion of produc­
tivity measurement. Evidently, the rate at which 
productivity grows is central to cost disease theory, 
so it is of utmost importance that its measurement 
be standardized. Baumol cites examples of authors 
who have used alternative measures of productivity 
in attempts to refute the existence of the cost dis­
ease, when in fact they are proving the existence of 
a completely different trend.33 Recognizing the re­
ality of the cost disease and its likely persistence is a 
crucial step to the adoption of policies that will best 
respond to its effects. Research conducted without 
careful consideration of the standardized measure­
ment of productivity could thus be unnecessarily 
harmful.

With that in mind, let us turn to Baumol’s 
quality-quantity distinction - that between qual­
ity-adjusted and quality-unadjusted measures of 
productivity.

The innovations brought to market by en­
trepreneurs generally have at least one of 
two purposes: quality improvement, whose 
goal is to attract more customers by offer­
ing them a better product, and cost saving, 
typically achieved through a reduction in 
the labor time required to produce the com­
modity. There are two corresponding pro­
ductivity-growth concepts, which we can 
call quality-improving productivity growth 
and cost-saving productivity growth. Both 

are vital for the general welfare, but in this 
book, with its focus on the cost issue, the 
latter concept is the more relevant.34

Quality-unadjusted productivity is an ex­
clusively quantitative measure of cost-saving pro­
ductivity growth. It is calculated by dividing total 
output by the number of labour hours required for 
the production of the product.35 Quality-adjusted 
productivity, on the other hand, adjusts the gross 
output value according to the improvements in 
quality embodied in the new product relative to its 
predecessor.36 It may not initially be obvious how 
Baumol’s two measures of productivity growth are 
related to Marx’s use-value and exchange-value, 
save for a few terminological similarities. Consid­
er the following quote, which brings together their 
two ideas, published hundreds of years apart: “if 
we want to test for the presence or absence of the 
(cost) disease, quality-unadjusted figures are most 
pertinent because we are merely asking how much 
money consumers must pay for a product, not how 
desirable that product is.”37 Hopefully, the parallels 
between Marx’s and Baumol’s ideas are more vis­
ible here. Baumol’s quality-unadjusted measures 
are closely related to monetary costs, which are the 
most common measure of Marx’s exchange value 
in today’s economies. In contrast, quality-unadjust­
ed productivity corresponds more closely to Marx’s 
use-value, or the unique benefits derived from the 
possession or consumption of a specific good or 
service. Just as Marx attempts to explain away the 
belief that the exchangeable value of commodities 
is derived from the nature of the products them­
selves, Baumol drives home the important fact 
that, when discussing the cost disease, questions of 
quality improvement should not obstruct a purely 
monetary analysis.

Climate change: bringing together commodity 
prices and quality

Both Baumol and Marx’s discussions of the quali- 
ty/quantity distinction are quite abstract. It may be 
helpful to apply their ideas to an issue that is of great 
significance today: climate change economics. As 
mentioned, falling commodity prices may be ben­
eficial to society as they expand the consumption 
side of the market and increase the accessibility of 
several useful and potentially necessary products. 
However, Baumol is quick to acknowledge that low 
prices may not be entirely reflective of the net so­



41

cial benefit that a product brings to society. As pric­
es fall and production speeds up, pollution, other 
harmful wastes, and overcrowding can begin to 
have detrimental environmental effects that are not 
factored into commodity prices.38 Marx, who wrote 
long before climate change became a part of every­
day vocabulary, foresaw a similar problem. He notes 
that the environmental cost of natural resources - 
which are undoubtedly a necessary input for many 
products - is not included in measures of exchange 
value: “If an instrument... is not the product of hu­
man labour power, it transfers no value to the prod­
uct. It helps to create use-value without contribut­
ing to the formation of exchange-value. In this class 
are included all means of production supplied by 
Nature without human assistance, such as land, 
wind, water, metals, and timber in virgin forests.”39 
Recall that Marx’s definition of exchange value (or 
simply, value) rests entirely on the embodiment of 
human labour in commodities that results from the 
expenditure of human labour-power. Baumol and 
Marx come to the same conclusion that prices are 
often under-representative of the true costs to so­
ciety brought on by the market exchange of com­
modities. This demonstrates a potential drawback 
of the cost disease model, which ignores quality for 
simplicity. In Baumol’s initial analysis, falling com­
modity prices are presented positively. However, 
when considering the effects of falling commodity 
prices on the environment, neither Marx’s concept 
of exchange value nor Baumol’s cost disease paint 
a complete picture of the effects of falling prices on 
society.

Section III: The Cost Disease in Higher Educa­
tion

Debate surrounding the cost disease and its many 
components also sparks an analyses of higher ed­
ucation. Education is repeatedly cited as a classic 
victim of the cost disease, suggesting that there is 
little doubt of the presence of the disease in this 
sector.40 Higher education is often grouped togeth­
er with other personal services in Baumol’s works, 
rather than examined independently. However, 
further reading on this topic reveals that cost anal­
yses of higher education are not as straightforward 
as those conducted for sectors like health care and 
performing arts.41 The following section will intro­
duce different perspectives on the topic of rising 
education costs, using studies on cost trends in the 
United States.

Criticisms of the higher education cost disease 
framework

The presence (or absence) of the cost disease in 
higher education is a conversation that receives 
considerable attention, in part due to difficulties 
in defining higher education costs. Institutional 
costs are not exclusively related to teaching and 
learning outcomes, but include a myriad of other 
costs including housing, bookstores, athletics, and 
food services.42 It is difficult to distinguish between 
these parts of overall cost, as many are deeply inter­
connected. Isolating costs on a school-per-school 
basis, let alone in a standardized way that makes 
cross-comparisons across institutions possible, is 
extremely difficult.43 Bowen acknowledges these 
difficulties in cost measurement, but assures read­
ers that the details of institutional costs will only 
complicate matters, and not change the overall 
conclusions of the analysis.44 Other researchers in­
terested in higher education costs are not so easily 
convinced by this dismissal of cost complexity.

On a similar note, the use of quality-unad­
justed figures for productivity does not sit well with 
many researchers who believe that productivity in 
higher education cannot, and should not, be mea­
sured in isolation from quality improvement. For 
example, in their investigation of cost in higher 
education, Bosworth and Triplett concluded that 
productivity was in fact increasing due to quality 
improvements, and as such, rising costs could not 
be attributed to the cost disease.45 As we have al­
ready seen, the use of quality-adjusted productivity 
measures strays from Baumol’s preferred method of 
cost disease analysis. Both are valid, but we must 
ask whether it is valuable to analyze costs with­
out considering quality changes. Baumol would 
say yes, but there are many other economists who 
support the National Academy of Sciences’ asser­
tion that “quality should always be a core part of 
productivity conversations, even when it cannot be 
fully captured by the metrics.”46 It has been posited 
that Baumol’s avoidance of quality improvements 
is not due to a true belief in its unimportance to 
cost disease theory, but because its exclusion yields 
measures of productivity that conform more close­
ly to his ideas.47

These counterarguments make the higher 
education cost disease difficult to test and validate. 
Kimball and Luke suggest that this ambiguity in 
cost measurement is the reason for the tendency 
to revert to older studies when discussing the cost 
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disease in higher education. These earlier studies 
present seemingly uncontestable results by assum­
ing away some of the cost measurement issues that 
complicate today s analyses.48

Original investigations into the cost disease in 
US higher education

Despite the above caveats, studies of the cost disease 
in higher education remain valuable. Even critics of 
higher education cost disease theory concede that 
it can accurately explain some historical periods of 
cost increases.49

William G. Bowen, a student of William 
Baumol and co-author of the original cost disease 
paper, is widely considered the eminent research­
er on the higher education cost disease. His initial 
study analyzed cost trends at the University of Chi­
cago, Vanderbilt University, and Princeton Univer­
sity from 1905 to 1966. Results showed that costs 
per student at these three universities rose signifi­
cantly faster than indices of general, economy-wide 
costs. This trend was consistent throughout this pe­
riod, excepting the Great Depression and the two 
war periods.50

Cost disease theory has prevailed as the 
dominant theory in higher education cost analysis, 
generally beating out Howard Bowens competing 
“revenue theory of costs.” Howard Bowens theo­
ry can be summarized by the idea that universities 
will spend everything they can “in the pursuit of 
dominance, prestige, and influence.”51 In his view, 
revenue is the only constraint on spending and 
costs, and each institution will spend as much as 
it can raise.52 The most notable difference between 
these two theories is that Howard Bowens is spe­
cific to higher education. As we have seen, Baumol 
and Bowens cost disease theory can be more wide­
ly applied to many personal services, including ed­
ucation.53

The implications of rising costs in the ed­
ucation sector are similar to those for all stag­
nant-sector services. The circumstances of par­
ticular institutions will depend in part on their 
individual characteristics, for example, their status 
as a public or private university. Although Bowens 
initial study was conducted with a representative 
sample of private institutions, he has repeatedly as­
sured the relevance of cost disease theory to public 
institutions as well.54

With continued growth, education costs 
will continue to rise to the point where they be­

come unaffordable for more and more segments 
of the population. To maintain a sufficient level 
of education among the population, governments 
must either step in to provide additional funding 
(in the case of public institutions), or the institu­
tions themselves must allocate more resources to­
ward student aid, lowering the burden of tuition 
on families.55 As the government steps in to main­
tain service industries, Baumol predicted in 2012 
that the public sector share of GDP will rise with 
economic growth.56 Adam Smith shared this idea, 
predicting that the role of the state would become 
more expansive as society accumulated greater 
wealth.57 Smith emphasizes that governments must 
play a role in offering education, as accessible edu­
cation helps provide a higher quality of life for the 
working class, countering unequal opportunities 
stemming from the division of labour.58

Moving forward: Addressing the rising costs of 
education

The above analysis suggests quite a bleak future for 
the affordability of higher education. However, the 
investment of government resources in this sector 
may not be the only hope for solving these inacces­
sibility issues.

Firstly, to address some of the issues pre­
sented at the beginning of this section, research on 
high education requires an improvement of avail­
able data. It is much easier to face issues as complex 
as these when armed with clear, accessible, and 
centralized information. The prioritization of pub­
lic accessibility and transparency in data collection 
along with new research on the relationship be­
tween the productivity of education and spending 
are important steps to the realization of this goal.59

In addition to improving the collection and 
dissemination of cost data in the education sector, 
there is also potential for cost-saving through prac­
tical changes in teaching and learning.

Researchers have studied the effects of pri­
marily online education long before it became the 
norm for many students during the COVID-19 
pandemic. A 2015 study yielded robust results in 
favour of the hypothesis that costs per student are 
lower at public institutions where most student 
learning takes place online.60 While an analysis of 
quality changes resulting from the shift to online 
learning was missing from this discussion, another 
study found “no statistically significant differences 
in standard measures of learning outcomes (pass 
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or completion rates, scores on common final exam 
questions, and results of a national test of statistical 
literacy) between students in the traditional classes 
and students in the hybrid-online format classes.”61

This finding suggests that students should 
not face significant barriers to academic success 
by choosing to undertake online learning. In fact, 
Bowen identifies some means through which on­
line education could be made more beneficial to 
students than traditional teaching. These include 
the potential for technology to bring together di­
verse perspectives from students all over the world, 
time saved by pre-recorded lectures that give pro­
fessors more time to spend on providing timely, 
individualized feedback to students, and increased 
faculty collaboration encouraged by sophisticated 
technologies.62 This argument, however, does not 
highlight the potential drawbacks of online learn­
ing. These include increased feelings of social iso­
lation, unequal access to technology, and greater 
potential for academic misconduct (cheating and 
plagiarism).63 Specific measures to target the ineq­
uities associated with online education are neces­
sary to make sure the benefits of increased produc­
tivity in education are widespread. In light of the 
mass transition to online learning during the ongo­
ing pandemic, research on the productivity effects 
of online learning will only increase. The necessity 
of online education throughout the last two years 
has sparked innovation in this sector that is likely 
to persist long after the end of the pandemic.

Cost disease theory seeks to demystify 
some of the most important economic cost trends 
observed over the last two hundred years. Since 
the theory’s initial publication, it has been widely 
applied to service industries that are critical to the 
functioning of any society and the well-being of its 
population. Looking at the cost disease through 
the lens of classical economics reveals the “grey 
areas” of cost and productivity analysis. This am­
biguity has sparked great debate in the discourse 
surrounding personal services, most notably high­
er education. More broadly, discussions on climate 
change economics show how much the conclusions 
of economic models are shaped by how the vari­
ables of interest are defined. While the rising costs 
in the higher education sector may not be wholly 
attributable to the cost disease, it can help to under­
stand the cost increases that seem to occur, with­
out fail, for reasons that never seem to be properly 
explained. At surface level, the negative effects of 
the cost disease may seem inevitable. Yet, the cost 

disease theory relies on the assumption that slow 
productivity growth will persist in the service in­
dustries. As we’ve seen throughout the COVID-19 
pandemic, the provision of services is evolving as 
new technologies raise productivity. Rather than 
slow as the pandemic reaches an end, it is more 
likely that these innovations will trigger a domino 
effect of research that could turn the tide of rising 
costs. Awareness of historical cost trends should 
not create a sense of hopelessness for the future, but 
rather spark new, innovative approaches that en­
sure that critical services, like education and health 
care, remain available and accessible to all.
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