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Preface

In this second edition of The Economics of Art and Culture the
authors have retained the structure of the first edition while broad-
ening its scope to cover arts activity in Western Europe, Canada, and
Australia as well as in the United States. They have also incorporated
the latest available information into the text, tables, and footnotes.
Thus the book’s contents are thoroughly up-to-date.

Although U.S. economists have been writing about the economics
of art and culture since the mid-1960s, this is the first work to cover
not only key segments of the fine arts and the performing arts, but
also public policy toward the arts at the federal, state, and local levels.
It is thus the first attempt at a comprehensive survey of the subject.

The authors have planned the level and scope of the book to meet
the requirements of two groups of readers: first, an academic audi-
ence for whom the book can serve as the principal text in a course
on the economics of the arts or on arts management, or as a supple-
mentary text in a course dealing with the sociology or politics of the
arts; second, those general readers who are ready for a systematic
analysis of the economics and the political economy of the arts in the
United States.

The book is divided into five parts. Part I, consisting of Chapters 1,
2, and 3, serves as a general introduction, suitable for both the acad-
emic and the general reader. Chapter 1 defines the area we propose
to study, explains the logic of our definition, and ends with an esti-
mate of the economic size of the arts sector, as so defined, in the
United States. Chapter 2 provides an important historical dimension.

X1



xii Preface

It describes the growth of the arts in the United States, Canada, and
Australia, assesses the claim that the United States enjoyed an “arts
boom” in the 1970s and 1980s, and examines the subsequent slow-
down in the growth of arts activity. Chapter 3 looks at the size and
character of audiences for the arts in the United States, discusses the
socioeconomic factors affecting attendance, and compares arts par-
ticipation rates in the United States with those in other industrialized
nations.

Chapters 4 through 8 make up Part II, which deals with the micro-
economics of demand and supply and their interaction in markets,
and applies those analytic tools to the performing arts industry. In
this part all theoretical concepts are developed from scratch, so that
students or other readers without previous training in economics
will have little difficulty gaining an elementary knowledge of them.
However, the general reader who does not want to grapple with the
technical apparatus of economic theory can skip Chapters 4 through
7 and pick up the argument of the book at Chapter 8, which looks at
the financial problems of firms in the performing arts sector.

Chapters 9 and 10, which analyze the market for paintings and
other works of art, and the economics of art museums, make up Part
II1. Chapter 9 does return to microeconomic analysis to explain how
the art market operates and how painters and sculptors earn their
living by producing works for the market. The general reader may
wish to omit those passages, but will certainly want to read the last
section of the chapter, which treats the question of art as an
investment.

Public policy toward the arts is taken up in Chapters 11 through
13, which constitute Part I'V. Chapter 11 systematically examines a
subject that has troubled many observers, namely, the economic jus-
tifications of public subsidy for the arts. While the argument favoring
subsidy rests on several propositions from microeconomic theory, the
bulk of the chapter deals not with the theory but with the question
of whether the arts have the characteristics that the theory tells us
are necessary to justify public support. The chapter as a whole will
therefore be easily intelligible to the general reader.

In Chapters 12 and 13 we put economic theory aside and deal with
the political economy of the arts. Chapter 12 introduces the theme of
private donational support for the arts, examines the advantages
and disadvantages of private versus public support, and compares the
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level of aid given in the United States and in other industrialized
nations when both private and public support are taken into account.
The chapter closes with a review of the controversy between Con-
gress and the National Endowment for the Arts over support given
for works of art alleged to have been blasphemous or pornographic.
Chapter 13 focuses on the history, scale, and mode of public sub-
sidies to the arts in the United States. The chapter analyzes state
and local support as well as federal support through the NEA
and other agencies and discusses political as well as economic
considerations.

Chapters 14 through 16, covering a miscellany of topics, constitute
Part V. Chapter 14 looks at the arts as a profession, invoking micro-
economic analysis to explain how the earnings of artists (as workers)
are determined in the marketplace. The roles of education, training,
and labor unions in the performing arts are examined, and data
are presented on artists’ incomes by level of education and gender,
in order to assess the truth or otherwise of the “starving artist”
hypothesis.

The last three chapters of the book will pose no problem for the
general reader. Chapter 15 examines the geographic distribution of
arts activity, explains why it is highly concentrated in large cities, and
analyzes the role of the arts in an urban economy. The substantial
economic importance of the arts industry in the New York metro-
politan area is compared with its much weaker impact in six typical
medium-size metropolitan areas.

In Chapter 16 we analyze the relationship between the mass media,
popular culture, and the forms of so-called high art that are the
subject matter of this book. The hypothesis is advanced that the mass
media have biased public taste away from the high arts, and that
public broadcasting is justified as one way of countering the bias. The
chapter closes with a discussion of alternative proposals for financ-
ing public broadcasting.

Chapter 17 concludes the book with some speculations about the
future of art and culture in the United States. We discuss the possi-
ble role of an expanded program of arts education in cultivating the
taste for high art, thus helping to ensure future growth in the rate at
which Americans participate in the arts, but acknowledge that given
current attitudes toward public spending, it is unlikely that the nec-
essary funds will be made available.
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This book was conceived during a coffee shop conversation at the
Third International Conference on Cultural Economics, held in
Akron, Ohio, in 1984. Since that date both authors have successfully
taught courses on the economics of the arts to undergraduates in their
respective liberal arts colleges, using the materials in this book as the
principal text. The book, we are certain, covers more than enough
topics for a one-semester course, although individual instructors may
want to supplement it with other readings at selected points.

Both of our courses have been taught within economics
departments, but were specifically open to students who were not
economics majors and had taken no previous economics courses.
Based on that experience, we are confident that the book can also be
used as a text for an economics course in arts management programs
at the master’s level, where students in all likelihood will have no
preparation in economics, or for supplementary reading in courses
in the sociology or politics of the arts. Finally, we are confident, as
well, that the book will be intelligible to the ordinary general
reader, just as our courses were to ordinary noneconomists among
undergraduates.

Throughout the book we have provided what we hope are ample
citations to sources we have found useful. These indicate our intel-
lectual debts to others who have worked on the economics, politics,
or sociology of the arts. We hope they will also be helpful to casual
readers, students, and scholars who want to pursue at greater length
topics we can only touch briefly in a general survey.

In writing this book we have received indispensable help from aca-
demic colleagues, artists, arts consultants, and arts administrators in
both the private and public spheres. They gave their time and atten-
tion generously in providing us with data, information, insights,
expertise, and critical commentary. The list is a long one.

In the first edition we extended thanks to: Diane Aldis, The Breck
School; Linda Andrews and Christine Maginnis, Zenon Dance
Company; Judy Balfe, City University of New York; Dianne Brace,
Dance/USA; Tom Bradshaw and Margaret Jane Wyszomirski,
National Endowment for the Arts; Jim Capo, Everett Parker, and Jim
Kurtz, Fordham University; Randy Cohen, National Assembly of
Local Arts Agencies; Sarah Foote Cohen and Doug Rose, American
Council for the Arts; Robert Conrad, Station WCLV; Rebecca
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Danvers, Institute of Museum Services; Barbara Davis, Arts
Resources and Counseling; Paul DiMaggio, Princeton University;
Heather Dinwiddie and Mary Brooks, American Symphony Orches-
tra League; Bill Hendon, Journal of Cultural Economics and Associa-
tion for Cultural Economics; Barbara Janowitz and John Federico,
Theatre Communications Group; Ralph Jennings, Station WFUYV;
David Kamminga and Marcia Peck, Minnesota Orchestra; Young Lee,
Corporation for Public Broadcasting; Jeff Love, National Association
of State Arts Agencies; Michael Miner, formerly of Actors Theater of
St. Paul; Sally Montgomery, Mount Holyoke College; Karen Nelson;
Dick Netzer, New York University; Richard J. Orend, arts consultant;
Guy Pace, Actors’ Equity Association; David Pankratz, arts consul-
tant; Monnie Peters, arts consultant; Pete Peterson, Vanderbilt Uni-
versity; Nancy Roberts, Opera America; Kevin Sauter, University of
Saint Thomas; Mark Schuster, Massachusetts Institute of Technology;
Charles Shapiro, Austrian Roth Partners; Linda Shapiro, New Dance
Ensemble; Cynthia Starkweather-Nelson, artist; Dean Stein, Chamber
Music America; Leila Sussmann, Tufts University; Sandra Taylor,
artist; George Wachtel, League of American Theaters and Producers;
and Joyce Yamamoto, artist. We also thank our students, who read
sequential manuscript permutations from the earliest stages and
served as proofreaders and commentators extraordinaire.

For the second edition we gratefully acknowledge the help of Fran-
coise Benhamou, Universite de Paris I; Beth Burns, Guthrie Theater;
John Church and Mark Scorca, Opera America; Kim Ferreira, Art
and Development Initiatives; Dolly Fiterman, Dolly Fiterman Fine
Arts; Rene Goudriaan, Economic Research for the Public Sector,
The Netherlands; Sam Grabarski, former executive director of the
Minnesota State Arts Board; Linda Hoeschler, American Composers
Forum; Paula Karhunen, Arts Council of Finland; Volker Kirchberg,
University of Luneberg; Pierre Korzilius, Musee d’Orsay, Paris; Wes
Kramer, Kramer Gallery; Stan Mansson and Lotta Janson, Statens
Kulturad, Sweden; Jacqueline Reis, Minnesota Council on Founda-
tions; Teresa Rothausen, University of Saint Thomas; Pamela Samuel-
son, University of California at Berkeley; Jon Severson, Minneapolis
Institute of Art; Lisa Shipley, Statistics Canada; and Naiping Yu,
financial analyst.

Many of the illustrations were drawn by Phil Swanson and Barbara
Birr.
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Both authors are grateful for generous research assistance: Gray’s
work was supported in part by grants from the National Endowment
for the Arts, the Faculty Development Program of the University of
Saint Thomas, the Minnesota Private College Research Foundation,
and the Blandin Foundation; Heilbrun’s by two one-year Faculty
Fellowships at Fordham University.

We wish to thank Scott Parris, our editor at Cambridge University
Press, for his wise counsel, help, and enthusiasm on behalf of this
book. We are grateful as well to Stephanie Sakson, who supervised
the book’s production and did a most attentive job of copyediting.

And finally, we dedicate this second edition of our book to our
children, Emily, Margaret, Robert, and Brian.



PART ONE
The arts sector: Size, growth,
and audiences






1 An overview of the arts sector

In the modern era, the making of art has occupied a special position
among human activities. Some might rank it as the highest of all
callings; many probably think of it as above “mere commerce”; a few
might wish that economists would keep their dirty hands off it.

Yet no matter how highly we may value them, art and culture are
produced by individuals and institutions working within the general
economy, and therefore cannot escape the constraints of that mate-
rial world. When the Guthrie Theater in Minneapolis hires actors or
electricians, it competes in well-defined labor markets and has to pay
what the market, or the unions, require. When it sets ticket prices it
has to recognize that its sales will be constrained by competition from
other forms of recreation and by the tastes and incomes of its poten-
tial audience. When federal or state governments, through their arts
agencies, make grants to the Guthrie, those agencies have received
their funds through a budgetary process in competition with other
government programs, and the government itself raises money by
making claims on taxpayers that compete with their desire to spend
income in the satisfaction of private wants.

In keeping with its title, The Economics of Art and Culture, this
book explains how art and culture function within the general
economy. In many respects the individuals and firms that consume or
produce art behave like consumers and producers of other goods and
services; in some significant ways, however, they behave differently.
We hope to show that in both cases the insights afforded by tradi-
tional economic analysis are interesting and useful.

3



4 The arts sector: Size, growth, and audiences

We investigate the art and culture industry in much the same
way that economists might analyze the steel, food, or health-care
industries: We look first at the historical growth of the industry, then
examine consumption, production, the functioning of arts markets,
the financial problems of the industry, and the important role of
public policy. Individual chapters also deal with the arts as a profes-
sion, the role of the arts in a local economy, and the relation of the
mass media to art and culture.

COVERAGE OF THIS BOOK

First, however, we must explain what part of art and culture we
propose to deal with. For the purposes of this book, art and culture
comprise the live performing arts of theater, opera, symphony con-
certs, and dance, plus the fine arts of painting and sculpture and the
associated institutions of art museums, galleries, and dealers. It is
important to note at the outset that we are here not defining art and
culture as terms of aesthetic or social scientific discourse, but simply
explaining how much of their domain we have chosen to cover in a
single volume.

Obviously, the above definition leaves out some important cultural
activities. Among the performing arts, we exclude motion pictures
(which are not live) and rock, pop, and jazz concerts (even though
they are live). We also exclude writing, publishing, and commercial
(but not public) broadcasting.

These exclusions, however, are not arbitrary. First, the two included
groups are internally coherent. The performing arts categories are all
live and share a common production technique: A performance is put
on in a venue to which the audience must come; the performance can
be repeated in exactly the same way as often as might be desirable
to satisfy a larger audience. Thus, if you understand, for example, the
economics of theatrical production, you also understand, in principle
if not in detail, the economics of opera, ballet, or symphony pro-
duction. The fine arts category is coherent in a different sense: The
subgroups are jointly involved in making, buying and selling, and dis-
playing art objects.

Second, three of the excluded categories — motion pictures, broad-
casting, and writing and publishing — are complex industries unto
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themselves and very unlike the included ones. It would be difficult to
generalize about the economics of such unlike activities and imprac-
tical to attempt to cover that much diversity in a single volume. Motion
picture production and broadcasting do share many traits that would
facilitate treating them jointly, but that would require another study.

Third, the included categories — except the Broadway theater,
painters and sculptors, and art dealers and galleries — are organized
on a not-for-profit basis, while the excluded categories are largely
made up of commercial, profit-seeking firms or individuals. The dis-
tinction is significant not only because we would expect economic
decisions to be made differently in the two sectors, but also because
government subsidies are largely confined to the not-for-profit group,
and only firms in that sector are eligible to receive tax-deductible
private charitable donations. Those forms of support make up an
important part of nonprofit sector budgets, again lending coherence
to the group and its problems.

Finally, the included categories are old, traditional forms that are
sometimes referred to as “high” art, while those that are excluded
(except writing and publishing) are new forms that are also called
“popular” or “mass” culture.! We do not mean to imply that this
distinction reflects our own value judgments, but it is well established
in the literature.

To be sure, there are ambiguities aplenty in this delineation of the
field. Writing is a traditional high art but is excluded nonetheless.
Motion pictures are potentially a high art, though a new rather than
a traditional form. Many movies have a more serious artistic purpose
than some Broadway musicals, though the latter are included here
while movies are not.

ART AND CULTURE AS A SUBJECT OF
ECONOMIC INQUIRY

With all its defects, our definition does correspond to the one adopted
by most economists who have worked in this field. The field itself is

1. The notion of high culture as distinguished from what came to be called low or popular
culture emerged in the United States in the second half of the nineteenth century. See
Lawrence W. Levine, Highbrow/Lowbrow (Cambridge, Mass.: Harvard University Press,
1988), esp. chaps. 2 and 3. Levine also argues that we have recently begun to move away
from such rigid distinctions (p. 255).



6 The arts sector: Size, growth, and audiences

relatively new, almost nothing having been written about it before
the mid-1960s.? Its origin can be dated from 1966, the year in which
William J. Baumol and William G. Bowen published Performing
Arts: The Economic Dilemma.® This path-breaking study, which
long remained the definitive work in the field, attracted wide notice
and quickly drew the attention of economists to an important new
concern: the financial condition of the arts in the United States. (The
specific questions raised by Baumol and Bowen are dealt with in
detail in Chapter 8 of this volume.)

Baumol and Bowen’s study was the culmination of a decade of
growing interest in the condition of art and culture in the United
States. That interest was reflected in the public sector by the estab-
lishment of the New York State Council on the Arts in 1961 and the
National Endowment for the Arts, at the federal level, in 1965. Evi-
dence of a new awareness appeared even earlier in the private sector.
The Ford Foundation initiated a program in the arts in 1957 and by
1965 was offering very substantial support to symphony orchestras
and to ballet and opera companies.* In the mid-1960s, the Rockefeller
Brothers Fund and the Twentieth Century Fund undertook comple-
mentary studies of the situation of the performing arts. Baumol and
Bowen’s massive volume emerged as the contribution of the latter.’
Since then, interest in the economic problems of the arts has grown
steadily. In the 1970s, William S. Hendon and others established the
Association for Cultural Economics and began publishing the Journal
of Cultural Economics.® The Twentieth Century Fund returned to the
subject when it sponsored Dick Netzer’s The Subsidized Muse, an
important study of the role of government subsidies in support of the
arts, published in 1978.

2. For an account of the origins of the field, see Ruth Towse, Introduction, in Ruth
Towse, ed., Cultural Economics: The Arts, the Heritage and the Media Industries, vol. 1
(Cheltenham, UK.: Edward Elgar, 1997).

3. William J. Baumol and William G. Bowen, Performing Arts: The Economic Dilemma
(New York: Twentieth Century Fund, 1966).

4. Sharps and Flats: A Report on Ford Foundation Assistance to American Music, Ford
Foundation, July 1980.

5. The Rockefeller Panel Report, intended to attract public attention to a wide range of
arts policy issues, was entitled The Performing Arts: Problems and Prospects (New York:
McGraw-Hill, 1965).

6. The association has also sponsored eleven international conferences on cultural
economics since 1979 and has published conference proceedings. See notices in the
Journal of Cultural Economics.

7. Dick Netzer, The Subsidized Muse, a Twentieth Century Fund study (Cambridge
University Press, 1978).
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Scholars from many countries have been active in this new field.
In England, Mark Blaug and Alan Peacock published numerous
papers on the economics of the arts, beginning in the late 1960s.® In
1979 the Australian economists C. David Throsby and Glenn A.
Withers produced an influential study entitled The Economics of the
Performing Arts.’ The Swiss and German economists Bruno S. Frey
and the late Werner W. Pommerehne wrote Muses and Markets:
Explorations in the Economics of the Arts, published in 1989." By
now there is a considerable body of useful research not only on the
economics but also on the politics and sociology of the arts."' (A
more detailed account of the origins of public interest in the con-
dition of the arts in the United States is offered at the beginning of
Chapter 12.)

ESTIMATING THE SIZE OF THE ARTS SECTOR

How important is the arts sector in the U.S. economy? Although
lack of data is a frequent lament of those studying the economics of
the arts, we do have enough information to piece together a rough
estimate of the size of the arts industry as it has been defined here.
Components of the estimate are shown in Table 1.1. (The table
attempts to measure the arts sector as of 1997, but the reader is urged
to see the caveats concerning dating set forth in the table note.) Line
A shows that in 1997 consumers spent $9.991 billion on admissions
to the live performing arts, including both the commercial and the
nonprofit theater, as well as nonprofit opera, dance, and symphony
concerts. It is for the reader to judge whether that is a large figure or
a small one: In the same year consumers spent $5.377 billion on radio
and television repairs, $15.938 billion on flowers, seeds, and potted

8. For these and other important papers, see the works collected in Towse, Cultural
Economics, vols. 1 and 2, and in Ruth Towse, ed., Baumol’s Cost Disease, the Arts and
Other Victims (Cheltenham, UK.: Edward Elgar, 1997).

9. C. D. Throsby and G. A. Withers, The Economics of the Performing Arts (New York:
St. Martin’s, 1979).

10. Bruno S. Frey and Werner W. Pommerehne, Muses and Markets: Explorations in the
Economics of the Arts (Oxford: Basil Blackwell, 1989).

11. Annual conferences on Social Theory, Politics, and the Arts have been held each year
since 1974. Selected proceedings have been published in some years. See, e.g., Judith
H. Balfe and Margaret Jane Wyszomirski, eds., Art, Ideology, and Politics (New York:
Praeger, 1985); and David B. Pankratz and Valerie B. Morris, eds., The Future of the
Arts: Public Policy and Arts Research (New York: Praeger, 1990).
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Table 1.1 Estimated size of the art and culture sector, 1997
(8 millions)

A. Total consumer spending on admissions to the live performing arts 9,991
Less Broadway 499
Less road companies 782
Equals nonprofit sector 8,710
B. Estimated art museum operating income not including private
donations and government support 1,736
C. Total direct governmental assistance 2,096
Federal 1,167
State® 254
Local 675
D. Estimated private charitable support to art and culture 3,760
Grand total 17,583

Sources: Line A — Consumer spending: National Income and Product Accounts of the
U.S,, table 2.4, as revised August 1998; Broadway and road company receipts: League of
American Theatres and Producers; Line B — estimated from data for 1988 in American
Association of Museums, Data Report of the 1989 National Museum Survey; Line C —
federal: See components and sources cited in table 13.1; state: National Assembly of State
Arts Agencies; local: Dian Magie, “Arts Funding into the 21st Century,” President’s Com-
mittee on the Arts and the Humanities, Creative America Working Papers, Washington,
D.C, 1997; Line D - estimated from data for 1992 in Independent Sector, Nonprofit
Almanac 1996-1997 (San Francisco: Jossey-Bass Publishers, 1996), table 4.2.

Note: Lines A, B, and D refer to calendar year 1997; line C federal and state pertain to
fiscal year 1997, local to fiscal year 1996. Broadway and road company data are for the
1996-97 season.

¢ The fifty states plus the District of Columbia.

plants, and $28.290 billion on cable TV. Books and maps attracted
$25.235 billion of spending."

Since Broadway and road company box office receipts are avail-
able separately, we can subtract them from the consumer spending
total to obtain an estimate of $8.710 billion for admissions to the
nonprofit live performing arts. (See the fourth line of Table 1.1.)
Gross box office receipts are an excellent measure of the size of
commercial theater activity, since the commercial theater has little
other income. Consumer expenditure on admissions, however, does
not fully measure activity in the nonprofit sector, since nonprofit
institutions are legally eligible to receive charitable donations from
individuals, corporations, and foundations and may also obtain

12. See source cited for consumer spending in table 1.1.
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subsidies from federal, state, and local governments. In the typical
case, earned income from admissions and performance fees accounts
for only half to two thirds of the total income of a nonprofit per-
forming arts institution. In Table 1.1, governmental assistance and
charitable contributions are tabulated separately on lines C and D.
Both categories of contributed income, as it is called, underwrite the
expansion of the not-for-profit, live performing arts and of museums,
beyond the scope they could achieve if dependent solely on earned
income to finance their activities.

Data on aggregate operating income provide a reasonable measure
of the economic size of the art museum segment of the arts industry.
Line B of Table 1.1 shows that it amounted to an estimated $1.736
billion in 1997. That figure is net of income from governmental
sources and from private contributions, since those forms of support
are shown separately in the table.

“Production” in the fine arts is carried out by painters and sculp-
tors, and distribution of the product is handled by dealers and gal-
leries. Unfortunately, we lack data on the value of these goods and
services and so must omit it from the table.

The value of direct governmental assistance to the arts is estimated
to have totaled $2.1 billion in 1997. Since these funds paid for activity
over and above the levels reported in lines A and B, it must be added
in separately. The federal and state amounts are firm numbers, but the
aid attributed to local governments is necessarily an estimate, since
no accurate count is available. (See Chapter 13 for further detail.)

Finally, line D is an estimate of the value of private charitable con-
tributions to the arts. Like governmental assistance, these donations
pay for arts activity over and above the amounts shown in lines A
and B.

The total of lines A, B, C,and D is $17.583 billion. To put that figure
in perspective, consider the fact that in 1997 the gross domestic
product of the United States — a measure of the value of the output
of all goods and services — stood at $7,191.4 billion. The arts sector
as measured here amounts to only a little more than two thousandths
of that sum or, to be more precise, 0.218 percent.”

13. Given the rapid growth of the arts sector in the recent decades, this result appears to
be consistent with Netzer’s estimate that, in 1975, arts expenditures amounted to 0.095
percent of GNP. See “How Big Is the Arts Industry?,” New York Affairs 4,n0.4 (1978):
4-6, cited at table 2. However, using a different methodology, Netzer estimated the



10 The arts sector: Size, growth, and audiences

Our estimate may well err on the low side. The performing arts
industry includes a lot of very small institutions, and it seems likely
that many of the smaller ones are not captured in any statistical net.
General museums, history museums, and historical societies often
have important collections of art but are not counted here. The man-
ufacture of classical music recordings and art reproductions is not
included. Public broadcasting activity is omitted, although a fraction
of it deals with art and culture as defined here. The output of painters
and sculptors and the economic contribution of art dealers and
galleries are omitted entirely, as are the output of singers and in-
strumentalists when they perform individually. The value of volun-
teer labor is not counted. On the other hand, the amounts shown for
federal, state, and especially local support include some activities such
as zoos, botanical gardens, and historic sites that fall outside the
boundaries of the arts as defined in this book.

On balance, we believe our total is probably an underestimate.
But even a substantial increase in the total would not change the
basic message: The art industry is very small in relation to the U.S.
economy. Why, then, do we study it? Obviously, we do so not because
it is important to the economy but because it is vital to our culture,
and therefore to our self-image.

income of the nonprofit art and culture subsector at $4.71 billion in 1985. Although his
1985 study excludes such commercial activities as the Broadway theater, it includes a
wider range of nonprofit activities than we do. Even allowing for expansion between
1985 and 1997, Netzer’s 1985 results imply an arts sector smaller in dollar magnitude
than ours. See Dick Netzer, “Arts and Culture,” in Charles Clotfelter, ed., Who Bene-
fits from the Nonprofit Sector? (Chicago: University of Chicago Press, 1992), pp.
174-206.



2  Growth of the arts sector

Because the arts industry is crucial to our self-image, we are naturally
curious not only about its size, but also about its rate of growth. If
it is growing rapidly, we are likely to think better of the state of
our society than if it is growing slowly or not at all. We begin this
chapter by tracing the growth of the live performing arts in the
United States since 1929, with special attention to the impact of
technological innovation. We then examine recent trends in Canada,
Australia, and Western Europe. In this context, the principal forms
of the live performing arts — theater, symphony, opera, and dance —
can readily be analyzed in common. Growth of activity in the fine arts
and the growth of art museums is taken up separately in Chapters 9
and 10.

Although we may all agree that the arts are more than “mere
entertainment,” they are a form of entertainment, nevertheless,
and must compete with its other forms in the budgets of interested
consumers. The historical perspective adopted in this chapter allows
us not only to measure the arts’ long-run growth, but also to see how
they have fared in competition with other kinds of recreation, and
especially with other forms of spectator entertainment. In addition,
it shows us how well the live arts have stood up against the endless
flow of technological innovations, from talking pictures through
television to the compact disc and the videocassette recorder, that
have transformed the nonlive entertainment industry over the same
span of years.

11
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MEASURING GROWTH

Beginning in the early 1960s, observers of culture in the United states
began to speak of a “cultural boom” that had started at the end of
World War I1.' The considerable attention given to the alleged
boom by the media in the 1960s probably indicated that Americans
were increasingly self-conscious about the nation’s cultural standing
and now wanted to be taken seriously as contributors to, or at least
appreciators of, high art and culture.

How can we measure the growth rate of the arts or decide when
or whether the arts have enjoyed a boom? In economics (and on
Wall Street) it is conventional to judge the growth rates of industries
by comparing them with the growth rate of the economy as a whole.
Such a comparison is useful in evaluating the position of the arts in
U.S. society. If the arts sector is growing faster than the economy,
that would be a sign that the arts are becoming more important
to the American people as time passes. In that case, we could pro-
bably all agree that culture is, indeed, booming in the United States.
(This approach was first employed by Baumol and Bowen in
1966.)

The U.S. National Income and Product Accounts provide a statis-
tical series for every year since 1929 that is uniquely suitable for
making the necessary comparison. These are the accounts in which
the Commerce Department calculates the size of the gross domestic
product (GDP), a measure of the aggregate value of all final goods
and services produced by the United States economy during a single
year. GDP is the sum of personal consumption expenditures, gross
private domestic investment, net exports, and government purchases
of goods and services.” The tables on personal consumption expen-
diture include a total for admissions to “legitimate theaters, opera,
and entertainments of nonprofit institutions (except athletics)” that
corresponds very closely to the category of the performing arts as

1. See discussion of the “literature of the ‘boom’” in William J. Baumol and William G.
Bowen, Performing Arts: The Economic Dilemma (New York: Twentieth Century Fund,
1966), pp. 36-39.

2. Ibid., pp. 42-50.

3. For a fuller description of GDP and its components, see any elementary textbook on
Macroeconomics.
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defined in this book. A yearly comparison of dollars spent on such
admissions with consumers’ disposable personal income shows
how the movement in arts spending compares with the time trend
of aggregate economic activity. (Disposable personal income is con-
sumers’ income after deduction of federal, state, and local income
taxes and certain other personal payments. It is the income available
to consumers for spending or saving.)

It must be borne in mind that consumer spending on the per-
forming arts is not a comprehensive measure of art activity, which
also includes consumer spending on the fine arts and on museums,
as well as arts activity paid for by government subsidies, by private
contributions, and by the income from arts institutions’ endowment
funds. These sectors have been omitted in studying growth, because
data on their size do not go back as far as the consumer spending
figures do and, even now, are not in all cases regularly available.
The estimate in the previous chapter (Table 1.1) suggests that in 1997
performing arts admissions accounted for about 57 percent of the
more comprehensive total. It seems to be a reasonable proxy for
“citizen interest in the arts.” Since it is available for every year
since 1929 and is consistent through time, it is certainly the best
single measure we have with which to investigate the notion of a
cultural boom.

COMPETITION AMONG FORMS
OF RECREATION

Attendance at arts performances competes for the consumer’s time
and money with other recreational activities. The terms of the com-
petition are periodically revolutionized by technological innovations
— for example, the invention of the phonograph and motion pictures
in the late nineteenth century, the introduction of the motion picture
sound track in 1927, the commercial development of television
immediately after World War II and then of long-playing records,
audio tape systems, home videocassette recorders, compact disc
recordings, and, most recently, the videodisc. By comparing the trend
of consumers’ spending on the performing arts with the trend in
outlays for other spectator activities and recreation as a whole, we
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Figure 2.1. Expenditures on admissions as a percentage of disposable
personal income (index: 1929 = 100).

gain insights into both the competitive position of the performing arts
and the impact on that position of some of the major technological
innovations.

The upper portion of Table 2.1 shows consumer spending on the
performing arts and related categories of recreational activity as a
percentage of disposable personal income (DPI) from 1929 to 1997.
Trends over time for the spectator categories are highlighted in
Figure 2.1, in which the percentages of DPI spent on admissions to
the performing arts, motion pictures, and spectator sports are plotted
in the form of index numbers, with the base year 1929 = 100. For any
given year, the index number is calculated as 100 times the ratio
of the percentage of DPI spent on admissions in that year to the
percentage for the year 1929. For example, Table 2.1 shows the
percentages of DPI spent on admissions to the performing arts to be
0.111 in 1947 and 0.155 in 1929. Dividing the former by the latter
produces a ratio of 0.716 for 1947, which, multiplied by 100, yields the
index of 71.6 for 1947 that is plotted in Figure 2.1. The straightfor-
ward meaning of that number is that in 1947 the share of DPI that
consumers spent for admission to the performing arts stood at 71.6
percent of its level in 1929. In other words, consumers were spending
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a smaller proportion of their income on admissions to the perform-
ing arts in 1947 than they had done in 1929.

One can place the performing arts sector in perspective by looking
at the larger categories of which it is a part. Table 2.1 shows that con-
sumer spending on recreation as a whole has risen from 5.9 percent
of DPIin 1970 to 7.9 percent in recent years. Real disposable income
per capita rose 62 percent over the same period. That the propor-
tion spent on recreation gradually increased tells us that recreation
behaves like a “luxury good,” something that people want relatively
more of as their living standards rise.

Spending on what the Commerce Department identifies as
“spectator amusements” makes up only a small part of recreation
expenditure as a whole. The lower portion of Table 2.1 shows that
in 1929, the earliest year for which we have data, it accounted for
21 percent of the total, and that motion pictures made up almost
79 percent of that share. The movies were then approaching the
height of their popularity. Talking pictures had been introduced in
1927 with The Jazz Singer, starring Al Jolson. With the advantage
of the sound track, movies became more popular than ever during
the 1930s. Through the Great Depression and the years of World
War II (when travel and recreation opportunities were limited),
the movies continued to claim 80 percent of spectator entertainment
outlays.

The live performing arts did not stand up well under competition
with talking pictures. The decline in real per capita income during the
Great Depression may also have hurt the more expensive live per-
forming arts in competition with the movies. Their share of spectator
spending fell from 14 percent in 1929 to about 8 percent ten years
later. Table 2.1 shows that in 1929 consumers had spent 16 cents on
the live performing arts per $100 of DPI. By 1939 such outlays had
fallen to just over 9 cents per $100.

The impact of television

The introduction of television broadcasting immediately after World
War II had a dramatic effect on consumer behavior. In 1947, as TV
broadcasting was just beginning, consumers spent 94 cents of every
$100 of DPI to attend the movies. By 1975, when 97 percent of U.S.
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homes had at least one TV set, spending for admission to the movies
had fallen to 19 cents per $100, or one-fifth of its 1947 level, and
accounted for just over half of consumer outlays for spectator enter-
tainment.* Indeed, consumers were spending as much on radio and
television repairs as they were on movie admissions.’

While the impact of television on movie-going was strong and
clear, its effect on attendance at the live performing arts was much
less dramatic. From 1947 to 1975, spending on the latter group fell
from 11 cents to 7 cents per $100 of DPI. Because movie attendance
was down so sharply, the share of spectator activity accounted for by
the live performing arts actually doubled from 9 to 18 percent.

It is not difficult to see why the live performing arts should
prove more resistant than the movies were to the competition of
TV. Television and the movies are, in fact, technically similar, an
image projected on a flat screen, while the “live” nature of the
live performing arts gives them a third dimension and an aesthetic
character that cannot be duplicated by the other modes. Ballet
provides the most obvious illustration. Television cannot reproduce
the three-dimensionality of a live, on-stage performance in which
dancers move through real space. Something of aesthetic importance
is left out. No one who has developed a taste for live ballet is
likely to find ballet on television an adequate substitute for the
real thing. In varying degrees, the same can be said for the other
live arts.

Yet the preceding argument overstates the extent to which “live-
ness” protects the live performing arts against the competition of
television, for they must compete not just with broadcast versions of
the performing arts, but also with broadcasts of other kinds (not
all of them “entertainment”), which make television watching such
an attractive occupation. We take a further look at the relationship
between the mass media and attendance at the live performing arts
in Chapter 3 and again in Chapters 16 and 17, which deal, among
other things, with the effect of the mass media on the cultivation of
taste for the arts.

4. Data on television ownership is from Statistical Abstract of the United States, 1991, table
919.

5. US. Department of Commerce, Bureau of Economic Analysis, National Income and
Product Accounts of the U.S., table 2.4, as revised 1991.
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GROWTH OF THE ARTS SINCE 1970

Figure 2.1 shows that by 1970 the ratio of consumer spending on the
performing arts to DPI was a little less than half as high as it had
been in 1929. The argument that the United States is now enjoying a
“boom” in art and culture rests on trends which began to assert them-
selves in the 1960s. During the late 1950s and early 1960s, the nation
had become self-consciously concerned about the situation of the arts
in the United States. Comparisons, most of them unfavorable to the
United States, were made with the status of the arts in other advanced
industrial nations. An intense new interest in encouraging the arts
developed in both the private and public spheres. Private charitable
foundations (especially the Ford Foundation) greatly expanded their
support for arts companies and artists. With the establishment of the
National Endowment for the Arts in 1965, the federal government
for the first time began to subsidize artistic activity on a regular and
permanent basis. State support along the same lines had begun with
the establishment of the New York State Council on the Arts in 1960.
(The origins of public support for the arts in the United States are
treated in greater detail in Chapter 12.)

This combination of private and public support produced a rapid
increase in arts activity during the 1970s. A variety of physical indi-
cators reflecting such growth are displayed in Table 2.2. The top line
of the table shows DPI in constant dollars, in other words, with the
effects of inflation removed. It thus provides a measure of what econ-
omists refer to as “real income,” the equivalent to a physical measure
of income, since its year-to-year movements are not distorted by price
changes. The top line is therefore a gauge of “real” aggregate growth
with which to compare the growth of “real” arts activity as indicated
by the other entries. Many of the indicators of real arts activity
showed rates of increase during the 1970s that exceeded the growth
of real income. Although figures for years before 1970 are not given
in Table 2.2, some sectors, including ballet and modern dance, had
also shown exceptionally rapid growth during the 1960s. For chamber
music, another form that reportedly enjoyed strong growth during
the 1960s and 1970s, we entirely lack historical data. (It should be
pointed out that changes in the number of Broadway and road com-
pany playing weeks shown in Table 2.2 do not necessarily indicate
trends, since playing weeks may fluctuate widely from year to year
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depending on how attractive a particular season’s offerings turn out
to be, and 1980, an early date in the table, was one of the strongest
seasons in recent decades.)

That the performing arts were growing faster than the economy as
a whole during the 1970s and 1980s is confirmed in Table 2.1. After
reaching a low of less than 7 cents per $100 of DPI in the mid-1970s,
consumer spending on the performing arts rose to 9.1 cents per $100
in 1980 and 13.4 cents in 1990. One should not be misled by the
diminutive size of these numbers, for they indicate that between 1975
and 1990 consumer expenditure on the performing arts increased
almost exactly twice as fast as DPI. That should be enough to per-
suade even the most skeptical observer that we did, indeed, enjoy a
cultural boom in the 1970s and 1980s.

Slowdown begins in the late 1980s

Signs that the boom might be losing steam began to accumulate
toward the end of the 1980s. Although not shown in Table 2.2, several
measures of physical activity reached a high point in the late 1980s
and then began to decline. Work weeks under the Actors’ Equity
contract with the League of Resident Theatres registered a level
of 62,397 in 1989 and then declined steadily to 49,054 in 1997. Work
under the Off-Broadway contract also fell substantially over the
same period. The number of ballet companies dropped from 331 in
1986 to 274 ten years later. Serious weakness appeared in the field
of symphony concerts, but this story is complicated by the fact
that American Symphony Orchestra League, which publishes the
numbers, revised its data system in the mid-1990s. Table 2.2 therefore
displays both an old series, based on 254 orchestras, and a new one,
purporting to reflect the activity of 1,209 orchestras.’ The two overlap
only for a few years. According to the old series attendance peaked
at 27.4 million in 1987-88 and fell to 23.2 million by 1994-95. The new
series began with 33.1 million attendees in 1990-91 and declined to
31.9 million in 1996-97. Since 1986, orchestras in seven medium- to
large-sized cities collapsed financially but were revived under new
auspices; one — the Sacramento Symphony Orchestra — still awaits
resuscitation. Thus there were signs of a downturn in three of the four

6. Memorandum to the authors, dated August 28, 1998.
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sectors we are concerned with, and in the fourth sector, opera, Table
2.2 shows that activity rose only slightly in the 1990s.

What can account for this general slowdown? There was a mild
recession in the U.S. from 1991 to 1993, but recovery was rapid and
was complete by the mid-1990s, so economic conditions cannot
have been a factor. Federal government support for the arts through
the National Endowment for the Arts was cut by 40 percent in 1996
(see Chapter 13 for details), but the slowdown in arts activity began
well before that data, and in any case, federal funding was never so
generous that its reduction would have a drastic effect on aggregate
activity in the short run. Competition from recordings and broadcast
music has certainly affected attendance at symphony concerts,
but that has not worsened recently. Later in this chapter we discuss
changes on the supply side of the performing arts that probably
contributed to the recent slowdown, but it is difficult to avoid the
conclusion that steadily increasing competition from popular culture
— exerting its effect through taste formation among the younger
population cohorts — is the most likely explanation for the secular
decline in the physical growth of arts activity.” Those well-heeled
consumers who are not attending the arts are doing something
else instead and there is no reason to think such competition will
soon abate.®

Yet despite the decline in physical activity, Table 2.1 shows that for
the live performing arts, the ratio of consumer spending to DPI con-
tinued to rise, moving from 0.134 percent in 1990 to 0.162 in 1995,
0.166 in 1996, and 0.170 in 1997. Those were the highest ratios on
record, the last three exceeding the mark of 0.155 percent set in 1929.
One might well ask how the proportion of consumer income spent
on the live performing arts could continue to increase even while the
physical quantity of activity was level or falling. Bearing in mind the
mathematical fact that spending necessarily equals the product of
quantity times price, the answer must be that ticket prices were rising
faster than the general price level. It is perfectly possible for rising
prices to more than offset a decline in the number of tickets sold,
resulting in box office revenues that more than keep pace with the

7. See Richard A. Peterson, Darren E. Sherkat, Judith Higgins Balfe, and Rolf Meyersohn,
“Age and Arts Participation with a Focus on the Baby Boom Cohort,” National Endow-
ment for the Arts, Research Division Report #34, 1996.

8. See discussion in Chapter 17, below.
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rise in DPI. (A necessary condition would be that the demand for
tickets be price inelastic. See Chapter 5 for a discussion of price
elasticity and its implications for revenue and attendance.) Higher
prices, of course, would also be a cause of declining ticket sales.
Unfortunately, evidence on ticket prices is too sketchy to permit a
rigorous analysis of their role in the relative increase of consumer
spending on admissions.

So the bad news is that in several sectors of the live performing
arts physical output has leveled off or even begun to decline. The
good news is that audiences are apparently willing to pay more
to attend. Thus performing arts companies have managed to stay
afloat by raising ticket prices a little faster than the overall inflation
rate. As a result, their real income increases even if their output —
performances or ticket sales — does not. Presumably, this state of
affairs can continue as long as per capita real income in the United
States continues its upward march, thus stimulating the demand for
the arts.” But note that this changes the nature of the arts “boom.”
The value of arts output now increases faster than aggregate output
not because physical production is increasing but because society
places a higher unit value on arts output relative to other goods.
And as we see below, many other countries are experiencing similar
trends: Performing arts attendance stagnant or down, but ticket prices
and earned income up sharply.

INFLUENCE OF CHANGES ON THE SUPPLY SIDE

It is an important aspect of the economics of the live performing
arts that they have to be consumed at the point of production: To
see Hamlet, one must go to the theater. This contrasts with the
case of manufactured goods, which can be produced centrally
and then distributed to consumers through a network of retail
outlets, and we can gain further understanding of the growth trend
in the live performing arts by examining the consequences of this
difference.

9. See William J. Baumol, “Children of Performing Arts, the Economic Dilemma: The
Climbing Costs of Health Care and Education,” Journal of Cultural Economics 20, no.
3 (1996): esp. 200-203. Health care and education, of course, are two major industries
that also suffer from “Baumol’s cost disease.”
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As the term “consumer sovereignty” suggests, the standard
assumption in the economic analysis of a free-enterprise system is
that the quantity supplied responds more or less smoothly to changes
in demand. For example, if the public wants more washing machines,
demand for washers will increase (see discussion in Chapter 4); exist-
ing factories will expand output at existing locations; and a larger
number of washers will be distributed to consumers through exist-
ing outlets. Moreover, these outlets do not depend exclusively on
washing machine sales for their existence. Supply therefore responds
easily and continuously to changes in demand. The situation is very
different when, as in the live performing arts, the commodity has
to be produced at the point of consumption. In that case, the local
market has to be large enough to support a minimum-size producer
before local production becomes feasible. Consequently, the adapta-
tion of supply to demand is likely to be intermittent (or discontinu-
ous) rather than smooth. It is well known in the study of regional
economics that the local number of retail and service outlets is largely
governed by such market-size or “threshold” effects (see discussion
in Chapter 15). But no one would argue that the aggregate con-
sumption and production of, say, washing machines, is affected by
the fact that small towns do not have distributorships. We know that
potential local consumers will go to larger towns to buy them. There
is good reason to think the case is otherwise for the live performing
arts: Few consumers will regularly travel long distances to attend
live performances, and the distance is likely to be longer for the per-
forming arts than for a washing machine. Aggregate consumption and
production is therefore limited by the number of local places served,
and discontinuous increases in the number of such places can cause
abrupt surges in aggregate consumption.

With this analysis in mind, it is not unreasonable to suggest that
the high growth rate of performing arts activity in the 1970s and 1980s
may have resulted not so much from rising consumer demand as from
an increase in supply. The availability of government subsidies and
of additional private contributions encouraged the formation of new
performing arts companies in places that previously had few or none.
The same financial support also greatly increased the number and
range of performance tours into previously untapped markets. In this
process, a latent demand for the arts was satisfied by a sudden burst
of new activity, and consumer spending on the arts increased much
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faster than income. If that is what happened in the 1970s and 1980s,
it is a pattern that will be difficult to duplicate in future decades, when
the number of unserved markets will have diminished in relative
importance.

Like the live performing arts, live spectator sporting events have
to be consumed at the point of production, and trends in the specta-
tor sports industry strongly support the argument that discontinuous
changes on the supply side have important effects on spending. Figure
2.1 shows that the ratio of spectator sports admission outlays to
DPI fell from a relatively high level in 1947 to a low point in the
mid-1950s. The decline coincided with a period in which the number
of suppliers, as measured by the number of major league teams in
baseball, football, basketball, and hockey, was actually declining. Then
from 1957 to 1970 the number of teams increased sharply, almost
doubling as the leagues expanded into new metropolitan areas in the
South and West that had not previously been served. When the latent
demand in these new markets was tapped, the ratio of consumer
spending on admissions to their DPI soared, reaching an all-time
peak in 1969. After 1970 the number of teams continued to increase,
but at a much slower rate than before. The spending ratio declined
to well below its peak level."

INTERNATIONAL DATA ON ARTS ACTIVITY

Table 2.3a—f presents data on attendance at the live performing arts
in six Western European countries and in Canada and Australia. It is
a matter of considerable interest to compare recent trends in those
countries with the trend described above for the United States. If
the U.S. pattern of reduced growth or even decline is being replicated
elsewhere then one could suggest that the dominant cause may be
the same, namely, the increasing competition from popular culture.
On the other hand, if international comparisons reveal considerable
differences in trend, one might conclude that whatever may be the
level of competition from popular culture, other factors are produc-
ing diverse outcomes.

10. For supporting data, see James Heilbrun, “Once More with Feeling: The Arts Boom
Revisited,” in William S. Hendon et al., eds., The Economics of Cultural Industries
(Akron, Ohio: Association for Cultural Economics, 1984), pp. 34—46, cited at table 4.
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Table 2.3a Trends in attendance at the live performing arts
(attendance in thousands)

Performance season Percent
change

Australia 1984 1986 1988 1990 1992 1993 1984-93
Grant-aided companies
Five major dance

companies 506 537 629 534 456 480 =51
Five major theater

companies 997 794 743 85 1,132 1206  21.0
Total 1,503 1,331 1,372 1389 1,588 1,680 122

Source: Australia Council.

Table 2.3b Trends in attendance at the live performing arts
(attendance in thousands)

Performance season

Percent change

Canada 1985-86 1988-89 1991-92 1994-95 1986-95
Theater 7,717 9,392 7,768 8,469 10.7
Dance 1,623 1,680 1,285 1,115 -31.3
Opera 555 475 574 751 353
Music 2,445 3,355 3,153 3,217 31.6
Total 12,340 14,902 12,781 13,552 9.8

Source: Statistics Canada, Canada’s Culture, Heritage and Identity: A Statistical Perspective
(Ottawa, Ontario, 1997), and special tabulations by Statistics Canada.

Table 2.3 certainly does not display a picture of uniform growth
across either countries or disciplines. For each country, the last
column on the right shows the percentage change in attendance
from the earliest date to the latest. For West Germany, Sweden, and
England, most of the changes were downward. For Finland, France,
and the Netherlands, most were upward. Attendance was up moder-
ately in Canada and Australia, but in some arts sectors it rose less
rapidly than population.

Among individual disciplines, we note that attendance at theater
is down in five cases, up only in three. On a priori grounds that is not



26 The arts sector: Size, growth, and audiences

Table 2.3c Trends in attendance at the live performing arts
(attendance in thousands)

Performance season Percent
England, Scotland, change
and Wales 1986-87 1989-90  1992-93 1995-96 1987-19
Opera 1,040 1,166 1,060 — —
Ballet, eight companies 908 905 883 771 -15.1
Theater funded companies® 4,406 4218 4,066 40720 -11.6
constant sample of 36 3,264 3,076 2,922 2,417 -259
Society of London Theatre 10,881 11,321 11,503 11,938 9.7
Source: Arts Council of England, Artstat, 1998.
¢ All “building-based” funded companies.
b 1994-95.
¢ Thirty-six grant-aided companies.
Table 2.3d Trends in attendance at the live performing arts
(attendance in thousands)
Performance season Percent
change
Finland 1975 1980 1985 1990 1995 1996 1975-96
Drama 2,691 2,617 2,475 2,212 2,288 2,267 -15.8
National Opera 131 85 101 102 254 229 74.3
Dance theaters — — 41 102 118 122 200.1
Orchestras 677 591 614 654 951 1,050 55.1
Total 3,499 3,292 3,231 3,069 3,610 3,668 4.8

Source: Arts Council of Finland, special tabulations provided in correspondence with

author.

surprising, since, as we have previously argued, we would expect
attendance at drama to suffer heavily from the competition of motion
pictures and television. (Nevertheless, in the U.S., Table 2.2 shows that
attendance at theater has been fairly stable in recent years.) We have
also argued that one would expect attendance at symphony concerts
to be reduced by the competition of radio and recorded music,
and the trend in the U.S. seems to illustrate that case. But in Europe
attendance at concerts is up strongly in Finland and the Netherlands,
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Table 2.3e Trends in attendance at the live performing arts
(attendance in thousands)

Performance season Percent
change
France 1991-92 1992-93 1993-94 1994-95 1995-96 1992-96
National theaters 731 791 783 651 683 -6.6
CDN* 1,350 1,331 1,380 1,400 1,133 -16.1
Private theaters,
Paris 2,898 2,773 2,536 2,434 2,337 -19.4
Opera, Paris 629 649 698 453 735° 16.9¢
Total 5,608 5,544 5,397 4,938 4,888 -12.8

Source: Ministry of Culture, Statistiques de la Culture, Chiffres Clés (1996), and Janine
Cardona and Chantal Lacroix, Statistiques de la Culture, Chiffres Clés (1997).

“ Centres Dramatiques Nationaux.

> 1996-97.

¢ 1992-97.

Table 2.3f Trends in attendance at the live performing arts
(subsidized companies only, attendance in thousands)

Performance season Percent
change

Netherlands 1969-70  1975-76  1979-80  1985-86  1989-90  1994-95  1970-95
Theater 1,437 976 992 580 551 760 —47.1
Mime — 104 128 43 21 43 -53.3¢
Symphony concerts 1,145 1,335 1,326 1,185 1,436 1,541 34.6
Opera and operetta 168 304 274 197 242 236 40.5
Ballet and dance 247 258 321 247 263 401 62.3
Total 2,997 2,997 3,041 2,252 2,513 2,981 -0.01

Source: Statistics Netherlands (CBS).
¢ 1972-95.

although it has declined in West Germany, which is surely the strong-
hold of the symphonic tradition.

Among individual countries, West Germany is an important case
in which there is a well-established pattern of decline in attendance
at the performing arts. (Although data are available for the Federal
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Table 2.3g Trends in attendance at the live performing arts
(attendance in thousands)

Performance season Percent

change

Sweden 1975-76  1980-81 1985-86  1990-91 1995-96  1976-96
Theater institutions’ 2,998 2,694 2,267 2,301 2,295 234

Source: Swedish National Council for Cultural Affairs.
Note: * Includes opera and dance; subsidized venues only.

Table 2.3h Trends in attendance at the live performing arts
(attendance in thousands)

Performance season Percent
change
West Germany 1979-80 1984-85 1989-90 1994-95 1995-96 1980-96

Opera/ballet 6,210 5,905 5,494 5,305 5,496 -11.5
Operetta/musical 2,621 2,392 2,391 2,203 2,074 -20.9
Plays 7,950 7,498 6,697 6,341 6,217 -21.8
Not classified 594 637 1,037 1,234 1,233 +107.6
Orchestras 1,476 1,627 1,397 1,150 1,282 -13.1
Total 18,849 18,061 17,017 16,235 16,173 -14.2

Source: Volker Kirchberg, “Boom, Bust and Recovery? Arts Audience Development in
Germany between 1980 and 1996,” International Journal of Cultural Policy 5,no. 2 (1999),
pp- 219-254, and special tabulations provided to the author.

Republic as a whole, the inclusion of East Germany at this junc-
ture simply muddies the picture.) From a peak of 18.849 million
reached in 1980, attendance at the live performing arts fell virtually
without let-up to 16.173 million in 1996, a decline of 14.2 percent. As
Table 2.3h shows, attendance fell across all the major sectors. Volker
Kirchberg has analyzed the German data and found partial, but not
complete, confirmation of the hypothesis of a negative correlation
between attendance at the high arts and at the popular arts."

11. See Volker Kirchberg, “The Changing Face of Arts Audiences,” the Kenneth Myer
Lecture, Deakin University, Geelong, Victoria, Australia, October 1998, esp. pp. 21
and 31.
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Table 2.3c shows that in England, Scotland, and Wales, although
the data are less clear, attendance at the nonprofit live performing
arts also appears to have fallen since the 1980s. No consistent time
series is available for orchestras, and the drop in opera attendance
after 1993 reflects a change in coverage. However, data for constant
sample groups in theater and ballet show that attendance declined
25.9 and 15.1 percent, respectively, from 1986-87 to 1995-96. On the
other hand, Table 2.3c also shows that London theater has been thriv-
ing. Attendance in the West End, which includes both commercial and
subsidized venues and overlaps with the constant sample group, rose
almost 10 percent between 1987 and 1995, reflecting a strong increase
in overseas tourism and the continuing popularity of blockbuster
musicals. As in the United States, while attendance at the nonprofit
performing arts has been stagnant or falling, real ticket prices have
risen, allowing companies to register substantially higher real earned
income despite flat or falling attendance.'

In the Netherlands reliable data are available only for the subsi-
dized sector (but that makes up a very large part of the whole). Table
2.3f shows that theater attendance fell sharply over the period under
review, while the other sectors (excluding mime) gained substantially.
As a result total attendance was virtually unchanged from 1970
to 1995.

Table 2.3d shows that in Finland, too, from 1975 to 1996 drama
attendance fell (though not as sharply as in the Netherlands), while
all other sectors rose substantially. Consequently, total attendance at
the live performing arts rose about 5 percent. The sudden increase in
attendance at the National Opera in the mid-"90s is attributable to
the opening of a new opera house in Helsinki.

For Canada (Table 2.3b), we have reliable aggregate data, some of
it generated specifically for this volume, covering 1985-86 through
1994-95. Attendance was up moderately for theater. It rose strongly
for opera and music. Dance attendance, however, was down substan-
tially, so that total performing arts visits rose only moderately.

The pattern in Australia, based on partial data to be sure, is not
unlike that in Canada. Table 2.3a shows that from 1984 to 1993
theater attendance rose moderately, while attendance at ballet and

12. See Graeme Evans, Phyllida Shaw, and Judy White, Artstats, Digest of Arts Statistics
and Trends in the UK 1986-87 to 1995-96 (Arts Council of England, 1998), Chapter
5.
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dance performances declined a bit. Unfortunately, the table does not
include opera or classical music.

However, a different and more comprehensive view of arts activ-
ity in Australia is provided by two national studies of participation
rates in the arts. These show that participation rates fell from 1991 to
1995 in seven out of eight sectors. Attendance fell in only two sectors
— interestingly, these were theater and dance — but participation rates
fell in four others where attendance rose less than population. The
Australian Bureau of Statistics carried out a careful review of factors
— such as changes in the age or geographic distribution of the popu-
lation, or changes in economic conditions — that might have explained
the decline, and found that they did not do so.”* One is left with
adverse changes in taste and the introduction of fees at some venues
as the interim explanation, to be put to the test by subsequent
Australian participation studies. (See Chapter 3 for an extensive dis-
cussion of participation rate studies and Table 3.2 for detailed results
in several countries.)

Data for France in Table 2.3e seem to show a decline in attendance
at the performing arts from 1991-92 through 1995-96. Studies of
participation rates, however, do not support that conclusion. (Again,
see Chapter 3 for details.) From 1973 to 1988, among the six core
arts of theater, opera, dance, classical music, jazz and rock, and
museums, participation rates rose in four and were unchanged in
two. From 1989 to 1997 three rose, two were unchanged, and one was
unavailable."

For arts activity in Sweden we have a consistent series on atten-
dance at subsidized venues that stretches all the way from the ’70s
to the ’90s. It is a comprehensive measure, covering attendance at
all theatrical activities, including opera and dance, as well as drama.
All the larger venues qualify for state subsidy. In the aggregate
they account for about 70 percent of total attendance. Table 2.3g
shows that attendance fell steadily from 1976 to 1986, before
leveling off. From 1976 to 1996 the decline measured 23.4 percent.
Unfortunately, there is no aggregate measure of attendance at

13. Australian Bureau of Statistics, discussion paper, “Attendances at Cultural Venues:
Why Are They Declining?,” October 1998, mimeo.

14. See Francoise Benhamou, L’Economie de la culture (Paris: Editions La Decouverte,
1996), p. 11, and Mini Chiffres Clés 1998 (Paris: Ministere de la Culture et de la Com-
munication, 1998), p. 14.
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musical events covering a period long enough to indicate trends in
that sector.

INSTITUTIONAL CHANGE IN THE
PERFORMING ARTS

Our earlier discussion of growth in the live performing arts in the
United States focused on trends in consumer spending and in the
physical level of activity. To flesh out the numbers, something must
also be said about how these arts are actually produced in the U.S:
What are the dominant institutional forms and how have they
changed in recent decades? Without presuming to offer a history of
the arts in the twentieth century, we next outline some major changes
in arts institutions in the United States that have accompanied their
rapid growth.”

Theater

The world of theater in the United States has changed shape almost
continuously during the twentieth century. From the 1920s through
the 1940s “Broadway” was virtually synonymous with “American
theater.” That had not always been the case, however. In the nine-
teenth and early twentieth centuries, theater had also thrived outside
New York. There were active playhouses in all major cities and in
many smaller ones. Typically they either housed a local stock or
repertory organization or were visited by touring companies, of which
there were reportedly several hundred. The number of active local
theaters declined precipitously, however, after the second decade of
this century. Evidently, the development of motion pictures and radio
broadcasting undermined the market for local theater, with the Great
Depression contributing the final blow.'® The Little Theater move-
ment of the 1920s and 1930s, although it had high aspirations as an

15. In addition to the specific sources cited in this section, useful historical summaries
are available in: Baumol and Bowen, Performing Arts, chap. 2; The Finances of the
Performing Arts, vol. 1 (New York: Ford Foundation, 1974), chap. 2; and The Arts in
America: a Report to the President and to the Congress (Washington, D.C.: National
Endowment for the Arts, 1988), pp. 31-182.

16. See Thomas Gale Moore, The Economics of the American Theater (Durham, N.C.:
Duke University Press, 1968), chap. 7.
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alternative to what its participants regarded as the excessive com-
mercialism of Broadway, also failed to survive the double blow of the
Depression followed by mobilization for war.

In the years since World War 11, theater in the United States has
been transformed by the development of a solidly based network
of nonprofit “resident,” or (as they used to be called) “regional,” the-
aters."” From a mere handful in the late 1940s, their number has grown
to more than 200 in the 1990s. The Theatre Communications Group,
founded in 1961 as a service organization for the nonprofit, profes-
sional theater in the United States, had a membership of only thirty-
five groups in 1966. By 1980 the number had grown to 170 and by
1992, to 226." Equally as significant as the growth in numbers has
been the growth of artistic influence. As the number of new pro-
ductions per season on Broadway gradually diminished during the
postwar years, resident theaters became the principal incubators for
new playwrights and new productions.”

While resident theater was spreading nationwide, New York was
undergoing its own theatrical revolution: the development of an
Off-Broadway, and later an Off-Off-Broadway theater. Off-
Broadway had begun to attract attention as a phenomenon in the
early 1950s. To be sure, the Little Theater movement had been a fore-
runner. The Washington Square Players (later to become the Theatre
Guild) began in 1914, and the Provincetown Players, famous for
putting on the first productions of Eugene O’Neill, in 1916. But it was
not until the early 1950s that small, artistically ambitious theaters
became numerous enough to be thought of as a major alternative to
Broadway.” Thomas Gale Moore tabulated a total of seventeen
Off-Broadway productions for the 1953-54 season and reports that
the number grew to a peak of 134 in 1961-62. Although the number
of new productions thereafter declined, the total number of perfor-
mances continued to increase. By 1963-64, the last year of Moore’s
data, total Off-Broadway performances actually outnumbered those

17. For a history of resident theater to the early 1970s, see Joseph Zeigler, Regional Theatre
(Minneapolis: University of Minnesota Press, 1973).

18. Memo to the authors from John Federico, Theatre Communications Group, February
14, 1992.

19. For data showing the decline in the number of new productions on Broadway, see
A Sourcebook of Arts Statistics: 1989, National Endowment for the Arts, April 1990,
tables 4.1 and 4.2.

20. Stuart W. Little, Off-Broadway: The Prophetic Theater (New York: Coward, McCann,
& Geoghegan, 1972), chap. 2.
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on Broadway? Work-week data from Actors’ Equity (the trade
union of the acting profession) indicate that activity in the Off-
Broadway theater has fluctuated since the late 1960s, without
showing any pronounced trend. (See Table 2.2.)

The Off-Broadway theater is made up primarily of commercial
producers but includes some ongoing not-for-profit enterprises as
well. The distinction between Broadway and Off-Broadway theater
is formalized in the Equity contract under which Off-Broadway
producers operate. The wage scale is lower than Broadway’s, but so
is house size: It may not exceed 499 seats and, except where special
dispensation is given, the venue must lie outside the geographically
designated “Broadway” area of midtown Manhattan.

Dance

The explosion of dance as a performance art in the United States
is one of the major cultural events of the past fifty years. The basic
facts are well known. Before World War II there was very little
professional ballet on view in the United States. Most Americans
probably regarded ballet as a strictly European form, associated
with a decadent, moribund aristocracy. European companies, such
as the Ballet Russe de Monte Carlo, toured North America, but few
U.S. companies had yet been created. The earliest was the Atlanta
Ballet, which can trace its origins back to 1929. The San Francisco
Ballet began as the San Francisco Opera Ballet in 1933. Ballet
Theatre, later to become the renowned American Ballet Theatre,
was founded in 1940. No other permanent companies existed
before World War II. The choreographer George Balanchine was
brought to the United States in 1933 by Lincoln Kirstein to start a
school of ballet and a permanent company. He accomplished the
first goal in 1934 with the opening of the School of American
Ballet in New York City but did not achieve the second until
1946, when he and Kirstein founded Ballet Society. In 1948, with
official sponsorship, Ballet Society became the New York City
Ballet.

The excitement generated by Balanchine’s work and his company
and by U.S. tours of the great European ensembles helped to spark

21. Moore, Economics, pp. 16-18 and table 1.2.
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the dance boom of the postwar era. In 1963 the Ford Foundation
announced a ten-year, $7.8 million grant “to strengthen professional
ballet in the United States.” By 1984 it had given $42.6 million to
dance companies and related programs.” Support from the founda-
tion was critical in helping dance organizations to achieve a modicum
of financial stability during their early years of rapid growth.

While ballet was a European art form successfully transplanted,
modern dance was essentially invented in the United States by pio-
neers such as Isadora Duncan, Ruth St. Denis and Ted Shawn, Doris
Humphrey, and Martha Graham. Yet despite these now famous
few, it cannot be said that modern dance was more than a very small
enterprise with a very devoted following before World War IIL
After the war, however, modern dance also took part in the dance
explosion.

Unlike ballet companies, symphony orchestras, opera companies,
and theater groups, modern dance companies typically give most of
their performances away from their home base. From the late 1960s
into the 1970s, the NEA helped fuel the boom in modern dance by
joining with local sponsors to finance an extensive dance touring
program. This not only gave the companies more weeks of employ-
ment, but also helped spread the gospel of modern dance to all parts
of the country.

By tabulating the number and character of companies listed in
Dance Magazine Annual from 1958 to 1980, the sociologist Leila
Sussmann has provided the best available measure of the extent of
the dance boom. Her study shows that the number of modern dance
companies increased from 28 in 1958 to 72 in 1965, 102 in 1970, and
289 in 1980, while the number of ballet companies rose from 18 in
1958 to 161 in 1965, 279 in 1970, and 287 in 1980.2 Thus, both forms
of dance enjoyed extraordinary growth over the period examined,
and the overall numbers are strikingly similar. However, the number
of ballet companies increased fastest during the 1960s, probably, as
Sussmann suggests, the result of aid from the Ford Foundation, while
modern dance companies enjoyed their most rapid increase in the
1970s, stimulated by NEA support.

22. Jennifer Dunning, “But First a School”: The First Fifty Years of the School of
American Ballet (New York: Viking, 1985), pp. 107-9.

23. Leila Sussmann, “Anatomy of the Dance Company Boom, 1958-1980, “Dance Research
Journal 16, no. 2 (Fall 1984): 23-28, cited at table 3.
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Opera

The Metropolitan Opera in New York City, founded in 1883, is the
oldest U.S. opera company. Only a few other companies now in
existence date back to before World War II. However, in the late
nineteenth and early twentieth century the nation was also served by
touring European singers who put on operas with the help of a locally
recruited supporting cast. As a result opera was somewhat better
established in the United States than ballet was before the war.

Like ballet and modern dance, opera has enjoyed extraordinary
growth during the years of cultural boom. When Opera America, the
service organization for major professional opera companies, was
formed in 1970, it had only seventeen members. By 1997 membership
had grown to 110 U.S. and fifteen Canadian companies. Table 2.4 lists
the ten largest U.S. member companies together with budget size and
year of founding. Of the ten, only three were started before 1950.
As in the case of ballet, but on a somewhat smaller scale, the Ford
Foundation contributed important financial support to U.S. opera
companies during their years of early growth: between 1957 and 1979
its grants to opera companies totaled $16.9 million.*

On a per performance basis, opera is by far the most expensive of
the live performing arts to produce, involving as it does elements of
all the others, combined typically with a lavish hand. Consequently,
it is important economically to play to relatively full houses, so
seasons tend to be short. As Table 2.4 suggests, with the exception of
the very largest companies, the number of performances per season
is usually well below fifty.

Table 2.4 reveals the immense size of the Metropolitan Opera: Its
budget is more than three times the size of the next largest company.
It is by far the largest performing arts company in the United States.
Indeed, statistical studies of opera companies usually present their
results on a with- and without-the-Met basis, in order to avoid its
distorting effect on reported averages.

As we see below in Chapter 3, the popularity of opera and of ballet
and modern dance are approximately equal in the United States, as
measured by the proportion of the population that attends at least
once a year.

24. Sharps and Flats: A Report on Ford Foundation Assistance to American Music, Ford
Foundation, July 1980, p. 45.
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Table 2.4 Founding dates of the ten largest U.S. opera companies

1990-91 main season

Year Budget No. of No. of
Opera company founded ($ millions) operas performances
Metropolitan Opera 1883 106.0 22 208
San Francisco Opera 1923 332 11 72
New York City Opera 1944 224 15 93
Lyric Opera of Chicago 1954 20.8 8 67
Houston Grand Opera 1955 153 13 89
Los Angeles Opera 1986 13.1 8 42
Seattle Opera 1964 9.6 7 41
Washington (D.C.) Opera 1956 8.5 7 56
Santa Fe Opera 1956 6.8 5 37
Dallas Opera 1957 6.4 5 21

Source: Opera America, Profile 1990, pp. 26-43.

Symphony orchestras

Symphony orchestras are by far the oldest of the ongoing institutions
in the live performing arts. The New York Philharmonic traces its
origins back to 1842. The next oldest surviving orchestras are those
of St. Louis (1880), Boston (1881), Chicago (1890), Cincinnati (1894),
and Philadelphia (1900). Drawing on data from Philip Hart’s massive
history of the symphony orchestra in the United States, Figure 2.2
presents the founding dates by decade of eighty-seven U.S. orches-
tras that in 1971 had budgets in excess of $100,000 per year. It shows
that growth in the number of orchestras was greatest between 1920
and 1940, but continued at a respectable pace in the 1940s and 1950s,
as well. Here, too, the Ford Foundation played a major role. In 1965
Ford announced an $80.2 million grant program to strengthen sixty-
one U.S. orchestras.”® (It is said to have been the largest single grant
program ever mounted in support of the arts.) The foundation was
concerned by the low salary level and short playing season faced by
musicians in most orchestras in the early 1960s. Its aid was intended
to encourage longer seasons and better pay scales and, by increasing
the level of professionalism of musicians, a higher quality of perfor-

25. Philip Hart, Orpheus in the New World (New York: Norton, 1973), appendix A.
26. Ibid., pp. 13-16.
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Figure 2.2. Number of symphony orchestras founded by decade.

mance. Three quarters of the aid was provided in the form of grants
designated to build up endowment funds. The orchestras were
required to raise matching amounts within five years. As a result of
this program, by 1970-71 the ninety-one symphony orchestras that
took part in the foundation’s financial survey had accumulated
$120.6 million in endowment funds and were able to use more
than $7 million per year of endowment income to support current
operations.”” By 1996-97, U.S. symphony orchestras in the aggregate
reported revenue from endowments and investments of $91.4 million,
accounting for 9.4 percent of their total income.” It should be noted
that endowment and investment income is much less important in the
budgets of the other branches of the performing arts. In 1995-96 it
accounted for only 3.1 percent of opera income and only 3.5 percent
of income in the nonprofit theater.”” For ballet and modern dance, its
share is virtually nil.

27. Finances of the Performing Arts, vol. 1, appendix A, p. 11.

28. Data was supplied to the authors by the American Symphony Orchestra League.

29. The opera figure is for a sample of sixty-two companies (excluding the Metropolitan
Opera) reported in Opera America, Annual Field Report 1996, tables 12 and 13. The
theater data is from a sample of sixty-eight theaters reported in “Theatre Facts 1996,”
American Theatre 14, no. 10 (December 1997): 26-30, cited at 28, 29.
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Relative sizes of the four sectors of the performing arts

Symphony orchestras are not only the longest established of the
performing arts institutions we examine, but also, in the aggregate,
the largest of the nonprofit group. Their gross income in 1996-97 was
$976.6 million.” In the same year the aggregate income of the major
U.S. opera companies was $602.3 million and of the resident nonprofit
theaters that were members of the Theatre Communications Group,
$565.0 million. However, Broadway and road company gross receipts
in that year totaled $1.281 billion, which tells us that in monetary
terms theater as a whole is a considerably larger industry than is the
making of symphonic music or opera.’!

In the absence of reliable ongoing data, Dick Netzer estimated the
total income of the dance industry in 1983-84 as approximately $150
million.”” Even if this figure were adjusted for growth and inflation
to bring it up to 1996-97, it would remain well below the total for
opera or the nonprofit theater; so it is clear that dance is the small-
est of the four sectors on a monetary scale. However, opera outranks
dance in monetary terms primarily because of its much greater cost
of production. Attendance tells a different story. Studies of the
participation rate of the U.S. population in the various art forms,
presented below in Table 3.1, show ballet attendance in third place,
slightly ahead of opera, but far behind theater and symphony
concerts.

SUMMARY

The trend of arts activity described in this chapter is complex and
not easily summarized. First came four decades of relative decline:
Consumer spending on the live performing arts as a percentage of
their total disposable income fell substantially from its highest level
in 1929 to a low point some forty years later, as the introduction first

30. See note 28.

31. Opera income is from Opera America, Annual Field Report, 1997, table 1. Data on
commercial theater are from the League of American Theatres and Producers and on
nonprofit theater from Theatre Communications Group, Theatre Facts, 1997, American
Theatre 15, no. 9 (November 1998), insert p. 3.

32. Dick Netzer, “Changing Economic Fortunes of the Dance in the U.S.,” Urban Research
Center of New York University, May 1986, table 1. See Netzer’s accompanying notes
and alternative estimates in the same table.
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of “talking pictures” and later commercial television provided tough
competition for the live performing arts. But a turnaround began
in the 1960s when a combination of increased public and private
support helped to underwrite new companies and new activities,
enabling the live performing arts to tap into the demand of previ-
ously unserved audiences. Consumer spending on the live perform-
ing arts as a proportion of DPI continued to rise during the 1970s,
1980s, and 1990s, finally in 1995 exceeding its historic high point of
1929. Toward the end of the 1980s, however, the growth of per-
forming arts activity in physical terms slowed, and in some sectors,
halted. Although we lack systematic direct evidence, there can be no
doubt that the subsequent increase in consumer spending was heavily
dependent on rising ticket prices, a process that was facilitated by
ongoing economic prosperity.

Of course, the growth of the arts has been visible in the expansion
of audiences as well as in the multiplication of institutions. In the next
chapter we look at the composition and character of audiences for
the arts.



3  Audiences for the arts

In Chapter 2 we measured the growth of the arts by examining trends
in consumer spending for admissions. In a free-enterprise economy,
consumer spending is the principal source of what economists define
as the demand for the arts. It is the source of box office receipts
for theaters, concerts, opera, and ballet, the admissions and art shop
income of museums, and the royalty income of performing arts
companies from the sale of records and tapes. Since these forms
of demand originate with the people who attend performances, visit
museums, or buy reproductions of art or recordings of music, surveys
of arts audiences contribute importantly to an understanding of the
economics of the arts.

Arts organizations now display much greater marketing sophisti-
cation than in the past.! Theater managers, before establishing a range
of ticket prices, want to know what kinds of people make up their
audience. As we explain in Chapter 4, some people are more price-
sensitive than others. Museum directors want to know what sort of
visitors they are attracting. Business managers of ballet and opera
companies want to find out whether they can count on attracting
audiences from among those who habitually attend other kinds of
performing arts. Officials at all levels of government that provide
public subsidies for the arts need to know the extent to which various
subgroups in the local or national population participate in arts activ-
ities. Donors of private funds want to know what kinds of audiences

1. See P. Kotler and J. Scheff, Standing Room Only: Strategies for Marketing the Perform-
ing Arts (Cambridge, Mass.: Harvard Business School Press, 1997).
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patronize the companies and institutions they may choose to support.
Finally, economists, educators, sociologists, political scientists, and
urban planners concerned with the arts are interested in information
that will help them to understand the social and economic forces that
determine demand for the arts.

This chapter presents and discusses alternative means of securing
information about arts patrons, provides illustrations of the use
of such information, and sets the stage for further usage later in
this book.

AUDIENCE SURVEYS VERSUS
PARTICIPATION STUDIES

At the outset it is useful to draw a distinction between audience
surveys and participation studies. Audience surveys are relatively
inexpensive and easy to carry out. Consequently, a great many such
studies have been conducted. The basic technique is to pass out a
questionnaire to members of a performing arts audience as they
assemble or to entrants to a museum or exhibit, and to collect the
completed questionnaires before they leave. The questionnaire
typically asks for information about the socioeconomic status of the
respondent, including age, gender, occupation, educational back-
ground, and income level. In addition, it usually asks about residential
location, means of transportation employed, and other circum-
stances of the particular visit, as well as frequency of attendance at this
company’s performances or this museum, and at other kinds of events.

The results of an audience survey are usually expressed in per-
centage terms — for example, by showing the percentage of the audi-
ence that falls into each of several age or income classes. Obviously,
such surveys can produce a very detailed statistical profile of the audi-
ence that attends a particular event or patronizes a particular
company or institution. And given the large number of such studies,
it is relatively easy to make comparisons of audience characteristics
among the categories of the live performing arts — theater, opera,
ballet, and so on — and between these and museums, historic sites, and
the like.

Audience surveys, however, cannot tell anything about the
behavior of the general population in relation to the arts, since they
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deal only with the self-selected group that actually attends. It is par-
ticularly important in deciding questions of public policy toward the
arts to know what proportion of the population at large actually does
attend and how the socioeconomic character of attenders compares
with that of nonattenders. Information of that sort can be obtained
only by a survey of the whole population. One need not, of course,
ask every citizen about her or his behavior with respect to the arts:
A random sample of the population will suffice, but where the behav-
ior is as infrequent as attendance at the arts and the socioeconomic
characteristics of interest cover such a wide range, the sample has to
be a large one. Consequently, population surveys of arts participation
are expensive to carry out and are fairly infrequent.

PARTICIPATION RATES IN THE UNITED STATES

The NEA sponsored a series of Surveys of Public Participation in the
Arts (SPPAs) in 1982, 1985, 1992, and 1997.2 Sample sizes ranged
from fewer than 13,000 to more than 17,000 adults. A participant was
defined as anyone who had attended an activity at least once during
the twelve months preceding the survey. Participation rates are
simply the number of participants divided by the adult population.
The results of the NEA surveys which are displayed in Table 3.1
permit a comparison over time of participation in the “core” or
“benchmark” arts. Among the live performing arts, musicals and
operettas had the highest participation rates (as much as 24.5%), fol-
lowed by performances of classical music (as high as 15.6%), non-
musical plays (as high as 16%), jazz (between 9.5 and 12%), ballet
(between 4.2 and 5.8%), and opera (between 3 and 4.7%). One
overall pattern emerging from these numbers is consistent with
the discussion in Chapter 2. Participation fell following the 1982
SPPA before ultimately recovering to the new high levels revealed
in 1997.

These figures may strike the reader as remarkably large or
surprisingly small, depending on prior expectations. To put them in
perspective, however, consider that, according to the same surveys,
between 59 and 63 percent of the adult population watched a motion

2. National Endowment for the Arts, Surveys of Public Participation in the Arts.
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Table 3.1 Surveys of Public Participation in the Arts, United States

Survey year 1982 1985 1992 1997

Sample size 17,254 13,675 12,736 12,349

Attendance (% of adult population)
Jazz 9.6 9.5 10.6 11.9
Classical music 13.0 12.7 12.5 15.6
Opera 3.0 2.6 33 4.7
Musicals 18.6 16.6 17.4 24.5
Theater 11.9 11.6 13.5 15.8
Ballet 4.2 4.3 4.7 5.8
Other dance — — 7.1 12.4
Art museums and galleries 22.1 21.9 26.7 349

Sources: Arts Participation in America: 19582-1992, NEA Research Division Report #27.
1997 Survey of Public Participation in the Arts, Summary Report, prepared for NEA.

picture outside the home. Visits to art museums or galleries and to
historic sites also outranked attendance at the performing arts.

Audiences for the several art forms always overlap. Some people
may attend only one of the performing arts or may patronize only
art museums, but many others participate in several of the listed
activities each year. Consequently, the “total audience” for the arts —
defined as those who attended at least one arts event in the last year
— will always be less than the sum of the number who participated
in the individual forms. For example, in the 1997 Survey of Public
Participation in the Arts (SPPA) (Table 3.1, column 5) the percent-
ages shown to attend the eight core arts add up to 125.6 percent!
But overlap among the individual audiences was such that the total
number of people who attended at least one of those forms was only
39.6 percent of the population.’

As Paul DiMaggio, Michael Useem, and Paula Brown have pointed
out, since a participation rate measures the percentage of a certain
population that attended productions of a given institution or art
form at least once during the year, it can be thought of as recording
the reach of that institution or art form in the sense of measuring the
breadth of its appeal. But total attendance also depends on the fre-

3. See the discussion in chapter 1, “Attendance at Live Performances and Events,” 1997
Survey of Public Participation in the Arts: Summary Report, Research Division Report
39, Washington, D.C.: NEA, Dec. 1998.
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quency with which participants attend, or in other words, the strength
of their commitment. Thus, growth in attendance could result from
increased participation, increased frequency, or both.*

SOME INTERNATIONAL COMPARISONS

Table 3.2 allows us to compare participation rates in the United
States and eight other countries.’ Citizens of the United States
are accustomed to conceding that Europe’s long-established cul-
tures may have a more developed taste for the traditional forms of
high art. It may come as something of a shock to most Americans,
however, to learn that Australia and Canada, which they probably
think of as even more recent converts to high culture, also appear
to have higher rates of participation. Differences in the meaning of
terms and in survey practices from country to country dictate that we
allow a considerable margin for uncertainty when making interna-
tional comparisons. That having been said, the table does seem to
show that U.S. participation rates are generally near the low end of
the range for industrialized nations. A notable exception is concerts
of classical music, where the United States has a substantially higher
rate of participation than five of the other countries, at least at the
time of the respective surveys. The U.S. deficiency is particularly large
in the case of theater, where the participation rate remains less than
16 percent, as compared with figures ranging from 17 percent in
Australia to as much as 39 percent in the province of Quebec. In the
fine arts, comparisons cannot be precise because the U.S. figure is for
“art museums and galleries,” while for most other countries it is either
for “art exhibitions” or for the category of “all museums.” At least in
this instance, the United States, with a rate of 35 percent, compares
favorably with rates elsewhere.

Another perspective on the degree of interest in the arts is pro-
vided by the rate of attendance per 100 of population. For any given

4. See Paul DiMaggio, Michael Useem, and Paula Brown, Audience Studies of the Per-
forming Arts and Museums: A Critical Review, National Endowment for the Arts,
Research Division Report no. 9 (New York: Publishing Center for Cultural Resources,
1979), p. 37.

5. We are grateful to Mark Schuster for his help in providing European and Canadian
data.
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Table 3.2 International comparison of participation rates’
(rates as % of adult population)

Classical All Art

music Theater Ballet Opera museums museums
United States (1997) 16 16 6 5 — 35°
Australia (1976) 9 17 10 6 — —
France (1988-89) 9 14 6° 3 30 —
Great Britain (1981) 10 24 4 3 29 194
Italy (1984) 6 10 — — — —
Norway (1983) 16 27¢ — — 26 284
Quebec, Canada (1989) 14 38 9 — — 28
Spain (1985) 7 14 — — 28 —
Sweden (1982-83) — 33 — — — 33

Sources: United States, see table 3.1; Australia, C. D. Throsby and G. A. Withers, The Eco-
nomics of the Performing Arts (New York: St. Martin’s, 1979), table 7.1; France, Ministere
de la Culture et de la Communication, Les Pratiques Culturelle des Frangais: Nouvelle
Enquette 1988-1989 (Paris: La Documentation Francais, 1990); Great Britain, Market and
Opinion Research International, survey conducted for BBC “Panorama,” November 26,
1981; Italy, Carla Bodo, “Participation in Cultural Life in Italy,” conference on Participa-
tion in Cultural Life in Europe, Moscow, April 22-24, 1991, table 1, based on data from
Instituto Nazionale di Statistica, 1984; Norway, Statistisk Sentralbyra, Statistisk Arbok
(Oslo: Kongsvinger, 1984), table 477; Quebec, Ministere des Affaires Culturelles du
Québec, Les Comportements des Quebecois en matiére d’activites culturelle de loisir en 1989
(1990); Spain, Luis Bonet, El Sector Cultural En Espaiia Ante El Proceso De Interacion
Europea, vol. 2 (Barcelona, June 1991); Sweden, Statistics Sweden, Cultural Statistics:
Activities, Economy, and Cultural Habits, 1980-1984 (Stockholm, 1987), tables 4.7:1, 4.7:2.
“ Attended at least once during preceding twelve months.

b Art museum or gallery.

¢ Professional dance performance.

4 Art exhibitions.

¢ Theater and opera combined.

art form, this rate is the product of the participation rate times the
average frequency of attendance of those who participate. For the
aggregate of the arts it can be calculated by tabulating total atten-
dance per year and dividing by population size. Throsby and Withers
estimated the attendance at performing arts activities in the early
1970s in Australia, Canada, and the United States.® Dividing through

6. D. Throsby and G. A. Withers, The Economics of the Performing Arts (New York:
St. Martin’s, 1979), table 8.3.
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by population, we obtain rates of attendance per 100 that confirm the
pattern shown for participation rates: The United States lagged with
attendance of 13 per 100 as compared with 19 in Australia and 31 in
Canada.

Tibor Scitovsky carried out a similar comparison between the
United States and eight European nations, based on estimates of
annual admissions to theaters and concerts per 100 of population
in the late 1960s. The United States had by far the lowest number:
22 admissions annually per 100 of population. European countries
ranged from a low of 31 in The Netherlands to a high of 88 per 100
in Austria.” Of course, the relative U.S. standing may well have
changed since the 1960s as a result of the rapid subsequent growth
of interest in the arts.

HOW DO PARTICIPATION RATES VARY
IN THE POPULATION?

All studies agree that participation rates in the arts are higher for
individuals who have higher incomes, higher occupational status, and
greater educational attainment (as measured by level of schooling
completed). These findings appear to hold across all art forms and
over time.* Equally general is the finding that educational attainment,
which is also an important determinant of the other two factors, is
the single most powerful determinant of arts participation. (We sub-
stantiate this result later.) Gender and age are also associated sys-
tematically with rate of attendance at the arts. Women are more likely
than men to participate in all categories except jazz. Except in the
case of jazz, participation tends to increase with age, up to some peak
in the middle years, and to fall thereafter. The age of greatest expo-
sure, however, varies with the art form.

Because participation in the live performing arts and at art
museums requires a trip to the place of production, we would expect
participation rates to be higher in places where arts institutions are
more numerous and accessible. Table 3.3 shows that this is, indeed,

7. “Arts in the Affluent Society: What’s Wrong with the Arts Is What’s Wrong with
Society,” reprinted in Tibor Scitovsky, Human Desire and Economic Satisfaction, pp.
37-45 (New York: New York University Press, 1986), table 4.1.

8. See, e.g., Finances of the Performing Arts, vol. 2, pp. 12-18, and the study cited in table
3.3, this volume.
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Table 3.3 Participation rates by demographic characteristic,
1982 and 1997
1982 1997
Classical Art Classical Art
music Theater museums music Theater museums
Average 13.0 11.9 22.1 15.6 15.8 349
Income*
Lowest 8.2 6.1 12.8 6.8 8.2 18.8
Next lowest 10.5 9.5 19.6 12.5 13.6 31.5
Next highest 18.3 17.8 30.7 234 22.1 48.6
Highest 30.1 33.1 47.2 35.0 31.9 59.6
Education
Grade school 1.9 1.7 2.7 2.1 3.1 6.0
High school grad 7.6 7.0 16.1 7.0 8.5 21.5
College grad 29.4 25.9 44.1 214 21.8 48.0
Advanced degree 38.5 36.3 55.9 44.5 37.2 69.8
Age
18-30 11.5 11.1 24.3 14.8 17.4 38.4
31-44 15.3 14.3 26.9 13.0 14.1 36.5
45-64 13.8 12.5 20.4 18.6 17.7 36.2
65+ 10.2 8.2 12.3 16.5 13.7 25.1
Race
White 13.9 12.8 232 17.5 16.6 36.1
Black 6.7 5.8 12.3 9.6 16.4 31.1
Other 9.4 7.9 27.5 10.0 10.8 30.9
Gender
Male 11.3 10.8 21.0 14.2 14.6 343
Female 14.6 12.9 23.1 16.8 16.8 355
Location
Central city 14.7 14.1 15.9 — — —
Suburb 14.3 13.2 24.7 — — —
Nonmetro 10.1 8.5 15.9 — — —
11 metro areas — — — 18.4 19.2 42.9
Not 11 metro — — — 14.4 14.3 31.5

s

Not comparable over time due to price level and survey category changes.

the case: In 1982 they were higher in the central cities and suburbs
of metropolitan areas than in nonmetropolitan parts of the United
States, and in 1997 they were higher in eleven of the largest metro-
politan areas compared with other parts of the country. Within
metropolitan areas, there was relatively little difference in participa-
tion rates between central cities and suburbs in 1982. This probably
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reflects two mutually offsetting effects. On the one hand, the central
city offers closer proximity to arts institutions than do the suburbs,
which would make for higher participation rates in the city. On the
other hand, suburban populations generally rank higher than those
of the central city in socioeconomic status, which would make for
higher rates in the suburbs.

Table 3.3 shows participation rates for various socioeconomic
groups for the three high art forms in which overall participation is
greatest: classical music, theater, and art museums. Data are from
NEA’s 1982 and 1997 surveys. The effect on participation rates of
variation in income and education is shown in the two top groupings
of the table. Perhaps the easiest way to demonstrate the importance
of these factors is to compare the highest and lowest rates within
each socioeconomic classification. For example, the first column
shows exposure to live classical music performances. Those with
incomes in the highest category ($50,000 in 1982, $75,000 or more in
1997) reported participation rates between four and five times those
of respondents in the lowest income category. Even more striking,
men and women with a graduate school education had participation
rates about twenty times that of those with only a grade school
education.

As we show in later chapters, one of the principal objectives of U.S.
public policy toward the arts is to increase the rate of arts participa-
tion of the citizenry as a whole. Likewise, individual arts institutions
are almost always interested in promoting participation in order to
increase the size of their audience. From either point of view it is
therefore useful to know whether income or education is the more
important factor in determining arts participation. For example,
if income dominates, the government may wish to support a policy
of heavily subsidized admissions to encourage participation by the
relatively poor. On the other hand, if education is the leading
factor, then admissions subsidies may be less effective in widening
participation than would be a range of other policies centering on
education or, more broadly, on promoting familiarity with the arts.

Education versus income

Separating the effects of education from those of income always
poses a difficult problem for the social scientist. The difficulty arises



Audiences for the arts 49

because income and educational attainment are separately correlated
with many forms of social behavior, but are also very strongly
correlated with each other. For example, from the study of criminal
behavior it is known that the well-to-do have a lower propensity
for crime than do the poor. But the well-to-do, on average, are
also better educated than the poor. Is it their higher income or their
higher educational attainment that makes them less prone to
crime? Because education and income are so highly correlated with
each other, it is statistically very difficult to sort out their separate
effects on criminality. (In statistics this is known as the problem of
“multicollinearity.”) A like problem occurs in trying to separate the
effects of income from those of educational attainment in the case
of exposure to the arts. However, we have already shown that expo-
sure to the arts varies more widely by level of education than by
level of income, which certainly suggests that education is the more
important factor.

Further evidence is provided by a Ford Foundation study of
exposure to the performing arts. The study sample was divided into
four groups: high education with high income, high education with
low income, low education with high income, and low education
with low income. (High income was defined as a family income of
$15,000 or more per year; high education, as a college degree.) Rates
of exposure for the four groups were compared in each category
of the performing arts. The authors concluded that “the analysis
confirms to a startling degree that it is indeed education rather
than income that matters most. Within each educational group, the
percentage attending is only somewhat higher among the high-
income people than among the low-income people. But within each
income group, the percentage attending is much larger among the
high-education than among the low-education people.” This is
best illustrated by arranging the results in matrix form, as we do in
Table 3.4 for exposure to live ballet performances.

A very clear pattern emerges: The difference in rate of exposure
between those with high and low educational attainment was 10
percentage points, regardless of income, while the difference between
those with high and low incomes was only 2 points, regardless of
educational attainment.

9. Ibid., vol. 2, p. 16.
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Table 3.4 Income, education, and exposure to
ballet (entries in percentages)

Education
Income High Low Difference
High 14 4 10
Low 12 2 10
Difference 2 2

Source: The Ford Foundation, The Finances of the Performing
Arts, vol. 2, A Survey of the Characteristics and Attitudes of
Audiences for Theater, Opera, Symphony and Ballet in 12 U.S.
Cities (1974), table 15.

Table 3.5 The effect of selected variables on
participation in selected arts forms, 1997

Classical
Variable music Theater Ballet
Income
Low 0.6802 0.1753 0.4718
Moderate 0.9519 0.4133 0.9008
High 0.9655 0.8500 1.3757
Education
High school 2.4650 2.2264 3.8432
College 3.2975 3.2263 4.1017
Grad school 4.0048 3.9007 4.3103

Source: Charles M. Gray, Trends in Arts Participation,
1982-1997, Report to the National Endowment for the Arts
(1998), tables A17, A20, A21.

Further evidence that education has a stronger effect than income
is provided by statistical analysis of the 1997 SPPA. Table 3.5 displays
the results of a multivariate statistical analysis, where each entry is
interpreted as the effect of a demographic characteristic on the like-
lihood of attending the indicated arts activity during the prior year.
While the impact of income rises for those respondents in higher
income categories, as would be expected, the magnitude of impact is
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much greater for the education categories. Since this statistical tech-
nique measures the impact of each of the several factors individually
while simultaneously controlling for the influence of all the others, it
offers powerful evidence that education is more significant than
income in determining arts participation.

Granted that education has something to do with the development
of an individual’s taste for art and culture, a fundamental question
remains: What exactly is the basis of the connection? Perhaps such
taste is developed directly by arts appreciation courses taken in grade
school, high school, or college. Or perhaps it is cultivated by a general
liberal arts education without reference to special arts courses. Or
more elusive still, perhaps it is developed by growing up in a home
where the arts are taken seriously (which is likely to be a home where
the average level of education is high). We look into this question in
Chapter 17.

Arts participation and the mass media

Participation surveys reveal a complex relationship between atten-
dance at live arts activities and participation via the mass media. The
1992 NEA study found that for every art form, the rate of participa-
tion at live performances was much higher among those who also
reported watching or listening to arts-related material on the mass
media. For example, Table 3.6 shows that in the population as a whole
(first column), the rate of exposure to live classical music was only
12.5 percent, but among those who watched or heard it on television,
radio, or recordings (second through fourth columns), the rates of live
participation were respectively 29.4, 29.7, and 33.8 percent. Results
were similar for all other art forms.

The most straightforward interpretation of these findings is that
those who have an already developed taste for the arts participate in
both live and nonlive forms. It is also possible, however, that the avail-
ability of art via the mass media affects the rate of live participation.
Interestingly, the effect could go either way. If arts productions on the
mass media stimulate a taste for art, they could increase the demand
for live attendance. On the other hand, if such productions satisfy
demand without stimulating it, they may reduce the rate of live
attendance. Finally, by competing for the viewer’s leisure time the
general availability of the mass media, without respect to particular
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content, probably reduces the demand for live participation. Recall
that, in Chapter 2, it was suggested that the rise first of motion
pictures and then of television probably accounted for the decline
in the share of income consumers devoted to attending the live per-
forming arts from 1929 to 1975. An analysis of the 1982 NEA survey
provides some support for this hypothesis, since it shows a con-
sistently negative (though weak) correlation between hours spent
watching TV and participation in live arts events. (See the fifth
column of Table 3.6.)

In his analysis of the 1992 SPPA, Gray used a regression technique
that examines the impact of media exposure on live participation
in classical music, while controlling for other influences."” He found
that viewing classical music on television and listening to recorded
versions reduce live participation, and therefore may be regarded
as substitute activities, while listening to classical music on radio
increases live participation, and may be regarded as demand enhanc-
ing. It is not clear why this differential pattern exists. We return to the
question of competition between the mass media and the high arts in
Chapters 16 and 17.

AUDIENCE CHARACTERISTICS

Since participation studies can tell us so much about the characteris-
tics of the aggregate audience for particular art forms (see, e.g., Table
3.3), one might well ask why studies of individual audiences are
necessary or useful. There are several reasons. The most obvious is
that individual arts institutions may have unique characteristics such
that they attract an audience different from the industry norm. For
example, a drama company that specializes in “experimental theater”
is likely to bring in a younger audience than one that emphasizes
more familiar works. Second, arts institutions (other than museums,
which often attract a high proportion of tourists) draw most of their

10. The technique is an application of simultaneous equations techniques to logistic regres-
sion, and it is helpful in sorting out direction of causation in the correlation between
variables. See Charles M. Gray, “Live and Media Arts Participation in the US: Com-
plements or Substitutes?” unpublished paper presented at the annual meeting of the
Midwest Economics Association, Cincinnati, March 1995. On the statistical technique,
see R. S. Pindyck and D. L. Rubinfeld, Econometric Models and Economic Forecasts,
4th ed. (Boston: Irwin McGraw-Hill, 1998), esp. chap. 12.
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Table 3.7 Classical music annual participation frequency

1992 1997
Frequency Number Number
range Percent (in thousands) Percent (in thousands)
0 87.5 162,608 85.6 167,406
1 5.4 10,035 5.9 11,539
2 33 6,133 3.9 7,627
3-8 34 6,318 3.9 7,627
9-20 0.3 558 0.6 1,173
Total 100.0 185,836 100.0 195,568
Attenders 23,228 28,162
Attendances 56,495 73,142

Source: Charles M. Gray, Been There, Done That? Frequency of Arts Participation,
1982-1997, Report to the National Endowment for the Arts (1999).
¢ Calculated by subtracting nonattenders from total; discrepancies reflect rounding error.

audience from the city or metropolitan area in which they are
located. If the socioeconomic character of the population in that area
differs somewhat from the national average, one would expect local
audience composition to differ in the same direction.

Finally, participation studies focus on the question, Did you attend
such and such an arts activity at least once in the last twelve months?
and therefore, as we have already pointed out, do not reflect the fre-
quency of participation of individual respondents. The 1992 and 1997
SPPAs did ask respondents about frequency of attendance for the
prior twelve months, and some results for classical music are depicted
in Table 3.7. For example, in 1992, 3.3 percent of respondents reported
attending classical music performances twice, while in 1997, 3.9
percent responded with that frequency. The overall higher frequen-
cies in 1997 mean that, while total attenders increased from 23.2
million to 28.2 million, an approximately 21.6 percent rise, total atten-
dances, or audience size, rose from 56.5 million to 73.1 million, or a
29.4 percent increase. A focus only upon participation rates would
not yield this potentially valuable information.

Furthermore, the composition of the audience at a particular event
is affected by the frequency with which each group attends. Suppose,
for example, that the participation rate in a given art form is the same
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for those aged 25 to 34 and those aged 35 to 44 and that the two pop-
ulation groups are equal in size. Assume, however, that participants
in the latter group attend more often per year than those in the
former. In that case, the latter group will on average make up a higher
proportion of the audience than will the former. In short, audience
studies for individual arts institutions may reveal attender character-
istics somewhat different than those suggested by nationwide partic-
ipation studies."

Audience characteristics over time

The question of audience age has long intrigued arts managers and
economists because of its possible implication for future audience
growth or decline. If an arts institution finds that its audience is either
relatively old or growing older, it may well take that as a warning of
future decline in audience size, because the older people, who will
eventually drop out of the audience, may not be replaced one for one
by younger people newly attracted to it. On the other hand, an insti-
tution that now has a relatively young audience may take that as an
augur of future growth, on the theory that it can hold onto the young
people as they age, while still continuing to draw new young entrants.
Table 3.8 shows clearly that, over the course of the four SPPAs, the
average age of participants is indeed rising."

Whatever the age profile of their current audience, all arts institu-
tions would now like to attract new young attenders, because they
believe that they will thus be building an audience for the future.
Marketing strategies may be changing to accommodate that wish.
In the 1960s and 1970s, performing arts companies emphasized
subscription sales because they were thought to be the most cost-
effective way to sell tickets and had the added advantage, so it was
hoped, of building audience loyalty. (See discussion in Chapter 7.)
But a subscription purchase requires a considerable one-time
payment as well as advance planning of recreational choices. These
requirements are now seen as a barrier to attracting younger atten-
ders, as well as ethnic minorities, who cannot afford a large cash
outlay in advance and may also wish to avoid the rigid commitment

11. Gray, Been There, Done That?
12. See the studies published in E. V. Lehman, ed., Age and Arts Participation, NEA
Research Division Report #34 (Carson, Calif.: Seven Locks Press, 1996).
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Table 3.8 Average age of participants over time

Core art form 1982 1985 1992 1997
Jazz 33.1 352 39.6 41.0
Classical music 42.5 433 45.5 46.0
Opera 45.0 443 452 444
Musicals 41.5 422 43.8 44.0
Plays 41.7 41.7 43.6 439
Ballet 40.3 40.7 41.9 43.7
Dance — — 42.6 433
Art museums and galleries 39.7 40.9 413 427

Source: 1982 through 1997 SPPAs; authors’ calculations.

entailed by a subscription. For this potential audience, single ticket
purchases are the preferred mode. According to Barbara Janowitz of
Theatre Communications Group, theater managers in the nonprofit
sector are now “employing new marketing techniques to attract new
and returning single-ticket buyers. Rush tickets for the general public,
pay-what-you-can performances, and flexible multi-ticket passes are
just a few of the single-ticket marketing strategies newly set in place
in may theatres across the country.”"?

Public policymakers as well as managers of theaters and other arts
institutions have a strong interest in the composition of arts audi-
ences. As we see in Chapters 11 and 13, “democratizing the arts” in
the sense of increasing the participation of ethnic minorities and
those having lower income and occupational status and less educa-
tion than the traditional arts audience has been a U.S. public policy
objective since the 1960s. Although one might hope that if such poli-
cies are successful, changes in audience composition would eventu-
ally show up in audience and participation studies, definitive evidence
of policy impact is unlikely, given the many other social and economic
factors that will have changed in the interim.

Indeed, according to some evidence, audience composition appears
to be ruled by a powerful inertia. In a survey of 270 existing audience
studies published by the NEA in 1978, Paul DiMaggio, Michael
Useem, and Paula Brown found no consistent evidence of change

13. Barbara Janowitz, “Theatre Facts *89,” American Theatre 7,n0. 1 (April 1990): 32-43,
cited at 36.
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over time in any of the socioeconomic characteristics on which
attention is usually focused, namely, age, gender, educational
attainment, occupation, and income.'* Change does seem to be occur-
ring along at least one dimension, however: It is clear that average
age of attendees for some art forms has risen noticeably in recent
years. For example, Table 3.8, based on the 1982 through 1997 SPPAs,
showed that in 1982 the average age of participants in live jazz per-
formances was just over 33; the corresponding figure for 1997 was 41.
Although the differences were not so stark, the average ages of
participants in classical music and ballet, for example, progressed
from 42.5 to 46 and from 40.3 to 43.7, respectively. Similar trends are
apparent for musicals, dance other than ballet, and art museums and
galleries. The lone — and somewhat surprising — exception is opera,
where the average age fluctuated, netting out to a modest decline
between 1982 and 1997. This is surely a development worthy of
further research.

14. DiMaggio, Useem, and Brown, Audience Studies of the Performing Arts and Museums,
p. 34.






PART TWO
The microeconomics of demand
and supply






4 Consumer demand:
An introduction

In Chapter 2 we described the growth of the audience for the arts and
in Chapter 3 its size and character. It should be intuitively clear that its
size, character, and rate of growth over time depend importantly on
consumer behavior in the marketplace. Some consumers enjoy the arts
enough to spend time and money on them.They make up the audience.
Others, who differ in some way from the first group, do not enjoy them
enough to become arts consumers. Are the same factors at work in
both cases? What are they? We turn next to a systematic analysis of
consumer choice and of what economists call consumer demand.

A number of assumptions underlie the economic analysis of con-
sumer choice. First, because their incomes are limited, consumers
cannot afford to satisfy all their material desires. They must therefore
choose among the many possible objects of consumption. Second,
these choices are made rationally. Consumers try to spend their
income in such a way as to get the greatest possible total satisfaction
from it. Economists use the term “utility” in place of “satisfaction,”
so in the jargon of economics, consumers behave as “utility maxi-
mizers.” Finally, individual commodities are subject to the “law of
diminishing marginal utility,” to which we now turn.

MEASURING THE UTILITY OF CONSUMPTION

Propositions about utility are most easily explained if we suppose
that the buyer can actually measure the satisfaction obtained from

61
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each act of consumption in terms of units of utility. Let us call these
units “utils.” We thus assume that if you were to ask the potential
purchaser of a compact disc how much utility he or she expected to
obtain from that recording, the answer would be, let us say, “30 utils.”
Since the utility obtained from consuming one more unit of any
commodity is defined by economists as its “marginal utility,” the
consumer is telling you, in effect, that the marginal utility of a
compact disc is now 30 utils.'

We say “now” because the utility to be obtained from buying
one more CD depends significantly on how many recordings the
consumer already owns. Specifically, the law of diminishing marginal
utility tells us that as a person consumes more of any one commod-
ity, holding the consumption of other goods constant, the marginal
utility of that commodity diminishes.

It is important to distinguish between the total utility (7U)
obtained from any one good and its marginal utility (MU). Marginal
utility is the change in total utility that results from a unit increase
in consumption. In economics the Greek letter delta (A) denotes
“change in.” Accordingly, if we let O stand for quantity of a particu-
lar good consumed, the marginal utility of that good to a consumer
is defined as ATU/AQ, where AQ = 1. In the usual case we assume
that marginal utility remains positive as more units of a good are con-
sumed. Hence, total utility rises. It is only marginal utility that dimin-
ishes as units consumed increase. These propositions are illustrated
in Table 4.1, which shows a utility schedule for recordings purchased
by a hypothetical consumer. It should be noted that because marginal
utility is defined in terms of increments to total utility, the total utility
of any quantity consumed necessarily equals the sum of the marginal
utilities of the successive units. For example, in Table 4.1, the total
utility of four CDs (170 utils) equals the sum of the marginal utilities
of the first four purchased (50 + 45 + 40 + 35).

It is difficult to prove scientifically that the law of diminishing mar-
ginal utility is correct. Introspection, in fact, provides its strongest
support. We are all consumers and will probably all acknowledge that

1. A more advanced treatment of the theory of consumer choice, known as indifference
curve analysis, dispenses with the unrealistic assumption that utility can be measured
in quantitative units such as utils and assumes only that consumers can rank goods in
relation to one another as more desirable, less desirable, or equally desirable (hence
“indifferent”).
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Table 4.1 Utility of compact discs and of concerts to a
hypothetical consumer

Compact discs Concerts

Units purchased

annually Total utility Marginal utility Total utility Marginal utility
0 0 — 0 —
1 50 50 60 60
2 95 45 110 50
3 135 40 150 40
4 170 35 180 30
5 200 30 200 20
6 225 25
7 245 20
8 260 15
9 270 10

10 275 5

the second pair of shoes adds less utility than the first, the third less
than the second, and so on ad infinitum for every object of con-
sumption. There is one other persuasive argument. If diminishing
marginal utility were not the general case, we would expect some
individuals, who find particular pleasure in one kind of good, to spend
most of their income on it and consume little else. But we do not
observe such behavior, except in cases of addiction, and those we
conventionally treat as “pathological.” In the normal case, diminish-
ing marginal utility apparently holds.

CONSUMER BUDGET OPTIMIZATION

If one accepts that consumers can measure the marginal utility of
their own consumption, then it is a quite simple matter to explain
how they make the choices that give them the greatest possible
satisfaction from spending their income. They do so by following the
rule for budget optimization, which says allocate income among com-
modities so that for each good purchased the ratio of marginal utility
to price is the same. They thus obtain the same marginal utility for
the last dollar spent on each good, which has the effect, as we shall
show, of maximizing the total utility of spending.



64 The microeconomics of demand and supply

Employing MU for marginal utility and P for price, the rule can be
written algebraically as follows:
MU, MU, MU,
Px - Py - Pn (41)

where x and y are among the n different goods consumed by an indi-
vidual. In a competitive market, the single consumer cannot influence
the prices at which goods are sold. How then can he or she bring
about the stated equality? The answer is that the consumer can vary
the quantity purchased of each good and thus bring the ratios into
equality by causing the marginal utilities to change. We can demon-
strate that the rule does, indeed, maximize the consumer’s utility by
showing that if he or she starts from a position where the ratios are
not equal across all goods purchased, moving toward equality will
produce a utility gain. Suppose that the consumer whose utility sched-
ules are given in Table 4.1 currently purchases five CDs per year at
a price of $10 each and attends four concerts at a cost of $20 per
ticket. The table shows that the marginal utilities of the fifth CD and
of the fourth concert both equal 30 utils. However, their prices are not
equal, so we know that the consumer’s budget is not optimized. The
inequality of the ratio MU/P is shown as:

CDs Concerts Other
MU 30 utils 30 utils _ 2 utils
P S0 T %20 81
Let us assume that for all other goods purchased by this consumer,
the ratio of marginal utility to price is 2 utils per dollar. This is shown
by the right-hand term in Equation 4.2. To bring the ratios for CDs
and concerts into line with all other goods, the consumer can attend
one less concert and buy two more CDs per year. Table 4.1 shows
that the marginal utility of a concert thus rises to 40utils, while that
of a CD falls to 20 utils. Prices remain the same, so the consumer saves
$20 on concert tickets, which is just enough to pay for two more CDs.
Total spending is therefore unchanged, but the consumer has gained
utility: Giving up the fourth concert reduced welfare by 30utils, but
buying a sixth and seventh CD added 45utils, producing a net gain
of 15.The consumer’s final position, which satisfies the rule for budget
optimization, is as follows:

(4.2)
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CDs Concerts Other
MU 20 utils 40 utils 2 utils
P 810 $20 sl (4.3)

The commonsense meaning of the optimization rule should now be
clear. If the ratios of marginal utility to price are not equal for all
goods purchased, take dollars away from goods where marginal
utility per dollar is lower and spend them on goods where marginal
utility per dollar is higher. Obviously, such rearrangements will
always produce a net gain.

DERIVING DEMAND CURVES

The hypothetical consumer whose optimum budget is given by Equa-
tion 4.3 obtains two utils per dollar for the marginal unit purchased
in every line of actual consumption. Keeping that ratio in mind, we
can use Table 4.1 to show the effect of changes in price on the quan-
tity of CDs purchased. Taking Equation 4.3 as the starting point, we
find that at a price of $10 per unit, the consumer obtains two utils per
dollar by buying seven CDs. Suppose the price now falls to $5. CDs
have become a better buy. We know that the consumer will want to
purchase more of them. Table 4.1 tells us how many more: In order
to maintain a ratio of 2utils per dollar at the margin, the consumer
will now buy nine CDs per year. Reversing direction, if the price
of CDs rose to $15 the consumer (in order still to obtain 2 utils per
dollar at the margin) would choose to cut purchases to five CDs
per year.

Obviously, given our hypothetical consumer’s utility schedule and
the desired number of utils per dollar to be obtained at the margin,
we can predict the number of CDs that he or she will purchase at
any given price.” When these prices and quantities are plotted on
a diagram such as Figure 4.1, they show what economists call the
demand curve of one individual for compact discs (here denoted D).

2. The analysis has been simplified by ignoring the fact that when money income is held
constant, a change in the price of any good purchased by the consumer will alter the
level of the consumer’s real income, thus producing effects on consumption in addition
to those caused by the price change.



66 The microeconomics of demand and supply

Price ($)
15—

I R B | IS IO R B |
0 2 4 6 8 10 Quantity

Figure 4.1. Demand curve for an individual consumer.

Demand curves characteristically slope downward to the right, since
consumers purchase more of any good as its price falls.

The market demand curve

The demand curve of a single buyer, however, is not usually of much
interest, since a single buyer is rarely important enough to influence
the outcome in any market. Far more useful in economic analysis is
the aggregate demand curve of all consumers of a particular product.
That curve is often referred to as the market demand curve, in the
sense that it sums up the demand brought to bear in the market by
all consumers of the product in question. The market demand curve
is literally the sum of the relevant individual curves. In Figure 4.2 we
present the demand curves for compact discs of two individuals, A
and B, and show how they (and, by extension, any number of indi-
vidual curves) are added up to obtain the market curve. The latter
shows the aggregate quantity of compact discs consumers will buy
at any given price. To obtain it we must add up the quantities that all
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Demand of Consumer A+ Demand of Consumer B =  Market Demand

Figure 4.2. Deriving a market demand curve.

individuals will buy at each price. In Figure 4.2 we do that graphically
by adding horizontally the quantities demanded by A and B at
selected prices and plotting the sum as the market demand in the
right-hand panel.

DEMAND, SUPPLY, AND THE
DETERMINATION OF PRICE

While developing the theory of consumer choice, we treated price as
a “given.” That was appropriate since the individual buyer does
have to accept whatever prices are established in the marketplace.
Now, however, we wish to explain ~ow competitive markets establish
prices. The answer will turn out to be that prices are determined by
the interaction of supply and demand, and in order to explain that
process we require a supply curve as well as a demand curve.

Just as a market demand curve shows the aggregate quantity that
consumers will purchase at any given price, the market supply curve
indicates the aggregate quantity that producers will offer for sale at
each of those prices. Demand curves slope downward to the right
because consumers will buy more as the price falls. Supply curves,
especially in the short run, slope upward to the right because pro-
ducers will increase output and offer more for sale as the price rises.
A general explanation for the upward slope is that at higher prices it
becomes profitable to extend output by using productive resources
in combinations that would not pay their way at lower prices. For
example, a manufacturer might hire overtime labor at premium
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prices to increase output when prices are high enough to cover the
added cost.

It must be pointed out that, in the long run, market supply curves
may well be flat rather than upward-sloping. Given sufficient time
to adjust, producers will be able to expand output by replicating the
most efficient production methods rather than by resorting to such
expensive expedients as overtime labor. Indeed, the long-run supply
curve of an industry is likely to be upward sloping only if the indus-
try’s expansion pushes up the prices of its inputs, as might occur,
for example, if the supply of some inputs is constrained by natural
scarcity. At this point, however, we are concerned only with the short
run and can therefore plausibly assume that supply curves are
upward-sloping. Because both demand and supply curves show a
relationship between quantity and price, they can be plotted on a
single diagram, with price on the vertical axis and quantity on the
horizontal. Figure 4.3 shows hypothetical market demand and supply
curves for compact discs and provides a simple graphic solution to
the problem of price determination. If the market is freely competi-
tive, the price will tend to settle at the level where quantity supplied
equals quantity demanded. Those quantities are equal at the point on
the diagram where the supply and demand curves intersect. The cor-
responding market price is P, and quantity sold Q..

P, is also referred to as the “equilibrium price” in the sense that if
the price of CDs is for some reason displaced from that level, market
forces are automatically set in motion that tend to bring it back to
P,. The process is illustrated in Figure 4.3. If the price were at P,
(higher than P,), producers would offer Qs; CDs for sale (corre-
sponding to the point of intersection of P; with the supply curve), but
buyers would purchase only Qp,; (as shown by the intersection of P;
with the demand curve). Quantity supplied would exceed quantity
demanded by an amount labeled “excess supply” on the diagram. To
move this unwanted excess off their shelves, suppliers would begin to
lower their prices in a competitive process that would end only when
equilibrium was restored at price P,. By a perfectly analogous argu-
ment, if the price were for some reason at a level below P, (not shown
in the diagram) quantity demanded would exceed quantity supplied,
giving rise to “excess demand” in the market. Suppliers would find
that they could not fill all their orders for CDs at the lower price and
would take advantage of the opportunity to raise prices in a process
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Figure 4.3. Supply, demand, and market equilibrium.

that would continue until the level rose to P,.. We show in Chapter 11
that if all markets were perfectly competitive, price-quantity solutions
such as P,, Q. in Figure 4.3 would be socially optimal in the sense that
resources are thereby allocated among alternative uses in the pro-
portions that best satisfy consumer wants. It is precisely that opti-
mizing feature of perfect competition that makes it so attractive in
the eyes of many economists.

Ticket pricing on Broadway

Given the rough edges of the real world, markets do not always
operate with the frictionless freedom assumed in economic models.
Ticket pricing on Broadway provides an instructive example of the
inefficiencies that develop when market price is not allowed to move
freely to its equilibrium level. To analyze the problem, however, it is
necessary to adjust the supply and demand model to reflect the
special circumstances of the performing arts. It is an obvious charac-
teristic of any single production in the performing arts that in the
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short run the supply of tickets that can be offered exactly equals the
number of seats in the house where the performance takes place
(assuming that no standing room tickets are made available). Unlike
the standard case in which the quantity supplied increases as price
rises, so that the supply curve slopes upward to the right, the supply
curve of seats for a single performing arts production is a vertical
straight line, at a quantity equal to the capacity of the house.

It is a peculiar feature of ticket pricing in the Broadway theater
that prices are established before opening night and are not altered
thereafter, even though the producers do not know in advance of the
opening what the demand for tickets will be. The resulting difficulties
can be demonstrated with supply and demand analysis. We must
emphasize that the following analysis does not purport to show how
theatrical producers choose the profit-maximizing ticket price for a
new offering. That analysis is presented in Chapter 7. At this point
we look only at the short-run effects of rigid ticket-pricing decisions
without explaining how the prices were arrived at.

The problem of inflexible ticket prices

Figure 4.4 illustrates the case in which producers have underesti-
mated the demand for a play that turns out to be a smash hit. The
play opens in a relatively small theater where the number of seats is
QOys1, and the supply curve is therefore S;. In advance of opening night,
the producers set the price at P;. When the play opens they discover
that the daily demand for tickets is represented by demand curve D ,.
Consequently, at a price of P, there is an excess demand for seats,
equal to Op; — Qg Given the high level of demand, they could have
charged a price of P, and still filled the house (see point e). By holding
the price down to P;, they are sacrificing potential revenue. The lost
revenue is equal to the price difference (P, — P;) multiplied by the
number of tickets that can be sold (Qy;). But the product Qg x (P, —
P)) is also the area of the shaded rectangle P,efP;; hence, that rec-
tangle measures the lost revenue. (It is a useful property of supply-
demand diagrams that revenues, i.e., sales proceeds, can be precisely
measured by areas.)

One solution to the problem illustrated in Figure 4.4 would be to
move the play into a larger theater. For example, in a house with
capacity S, the producers could satisfy all the excess daily demand
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Figure 4.4. Excess demand for tickets: a Broadway hit.

that existed at price P; in the smaller house and take in the additional
revenue measured by the rectangle QgfgQp;, while incurring very
little additional production cost.

But perhaps a theater with capacity greater than S, is not available.
In that case, why don’t the producers of this smash hit raise prices to
P, after the play has opened? Economists have often asked that ques-
tion, since they like to see the price system operating efficiently and
do not expect business people, who are profit maximizers, to stand in
the way. The answer, apparently, is that tradition runs against alter-
ing prices (either up or down) after a play has opened. The result, in
the case of smash hits, however, has occasionally been to create a
black market in tickets to the underpriced show. In Figure 4.4, the
unsatisfied customers (Qp; — Qy;) are willing to pay prices well above
P, to obtain seats. A customer able to buy a ticket at the box office
for P, could resell it on the black market (in violation of New York
State law) at a substantial profit. In fact, for hit shows, especially
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musicals, a well-organized underground ticket market developed, the
profits on which came to be known as “ice.”* One of the irrational
results of this arrangement was that substantial revenues that might
have accrued through the box office to the producers, authors,
composers, and others with an ownership interest in the produc-
tion, instead went to speculators and “scalpers” who had no such
connection.

Less formal black markets often develop for rock concert tickets,
if prices are set below the level (such as P, in Fig. 4.4) at which quan-
tity demanded would just equal the number of seats available. If, as
frequently happens, the concert is sold out in advance, ticket holders
can dispose of seats outside the gate at a substantial profit to those
who made up the “excess demand” for seats at the lower price.

Next consider the case, illustrated in Figure 4.5, of a play that is not
a smash hit. Ticket price P, is established before the play opens. After
the run begins the producers realize they cannot sell all the available
tickets at that price, given the demand curve Djp. There is an excess
supply equal to Qs — Op;. Why don’t they lower the price to P, at
which level all seats could be filled?

Again, traditional practice dictates not changing prices after the
show has opened. In the case of a price reduction, there are two
supporting arguments. First, those who bought tickets in advance at
the higher price might be angered to find themselves sitting next
to people who paid less for similar seats to the same performance.
Second, lowering the price in order to sell more tickets involves both
gains and losses in revenue. The additional tickets sold at price P,
would bring in revenue equal to the area of rectangle QOpfeQys;.
However, reducing the price from P, to P, would entail a loss of
revenue equal to the area of rectangle P,gfP, on the seats that could
have been sold at the higher price. Whether total revenue rises or
falls therefore depends on which rectangle is larger, and that in turn
depends on how responsive quantity sold is to the fall in price. If, as
we assume in Figure 4.5, it is fairly responsive, a price reduction would
produce a net gain in total revenue. (The responsiveness of quantity
demanded to a change in price is measured by the price elasticity of
demand, a highly useful gauge that is described in the next chapter.

3. See the discussion in Thomas Gale Moore, The Economics of the American Theater
(Durham, N.C.: Duke University Press, 1968), pp. 84-88, 134-38.
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Figure 4.5. Excess supply of tickets: a Broadway flop.

As the attentive reader will discover, we have here assumed that the
demand for theater tickets is “price elastic.”)

In recent years Broadway theater producers have agreed to a two-
price system that goes a long way toward solving the problem of price
reductions. At noon each day, all theaters put their unsold tickets
for the day’s performances on sale at half price at a booth in Times
Square and at two other locations in the city. From the producer’s
point of view this is probably better than an across-the-board price
reduction. Referring back to Figure 4.5, what they accomplish, in
effect, is to maintain price P, for advance sales and charge something
less than P, for the remaining unsold tickets. This is a form of “price
discrimination,” that is, selling the same product at different prices to
different customers.* But it may benefit customers as well as produc-
ers. Those who want assured seating, planned for in advance, can
obtain it by paying the full price. Those who want to save money and

4. A full analysis of the possibilities of price discrimination can be found in any textbook
of microeconomic theory.
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are willing to take their chances at the last minute may be able to
attend at half price.

THE DETERMINANTS OF DEMAND

The analysis up to this point has emphasized the effect of prices on
consumer choice. But there are several other factors that importantly
influence demand for a particular good, including the level of con-
sumer income, consumers’ tastes, and the prices of related goods. We
shall examine these in turn.

Income

In most cases (with exceptions to be noted later), consumers’ demand
for a particular commodity or service will increase as their incomes
rise. We showed in Chapter 3 that the average middle-class family
attends the live performing arts more frequently than does a poor
family, and the average wealthy family more frequently still. Such a
statement looks at the matter “cross-sectionally,” that is, by compar-
ing families with different incomes at a moment in time. But a similar
relationship was found in Chapter 2 when we looked at consumption
through time, that is, longitudinally: As the average level of family
income rises in a society that is enjoying economic growth, the
demand for attendance at the live performing arts increases. Since
income is an obviously important determinant of consumer behav-
ior, we shall pay a good deal of attention to its influence on the
demand for art and culture.

Taste

Economists use the term “taste” as a shorthand way of referring to
the system of preferences that so clearly affects the pattern of every
consumer’s demand. To take a simple example, some consumers
prefer white bread to whole wheat or rye, while some prefer rolls to
bread. Obviously, the aggregate of these preferences influences the
demand for white bread as compared with the other types, or of
bread compared with rolls. Analogously, in the realm of culture some
consumers prefer the visual to the performing arts, some enjoy the
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theater but have no taste for music, and some watch television in pref-
erence to attending any sort of arts activity. We all recognize that in
the aggregate these preferences must strongly affect the dimensions
of our cultural life.

The tradition in economics has been to assume that consumer taste
cannot be explained and that it is just as well not to try. This attitude
is consistent with the philosophy of liberal capitalism, which most U.S.
economists probably endorse, namely, that it is an important function
of an economy to respond efficiently to consumer preferences. If con-
sumers want to wear hats, it is desirable that business produce hats.
If tastes change and fewer hats are wanted, fewer will be produced,
and that’s all right, too. There is no need to agonize about the virtue
of changes in taste. Whatever consumers want (provided it does them
no serious harm), they should get. Thus, economists do not usually
investigate taste. They simply treat it as a “given,” that is, as an
ultimate datum for the economy.’

The case of the arts is somewhat different. A good many people,
including a respectable number of economists, think it would be
desirable to stimulate the consumption of art. (We examine their
reasons in Chapter 11.) Art is said to be an “acquired taste,” in the
sense that you have to be exposed to it in order to develop the taste,
and perhaps exposed under the right circumstances and for rather a
long time. Therefore, to stimulate consumption, so the argument goes,
we must help people to acquire the taste both by making the arts
accessible and by directly stimulating exposure. The cultivation of
taste is such an interesting and important question in the economics
of art and culture that we devote considerable attention to it in the
last two chapters of this book.

Prices of related goods

Every consumer good has substitutes. Demand for the good itself
is affected not only by its own price but also by the prices of the
substitutes. The quantity of tea consumers will buy depends in part
on the price of coffee, the quantity of pork on the price of beef.

5. A notable exception is John Kenneth Galbraith, who emphasizes the role of producers
in generating “tastes” for the goods they wish to sell. See his The Affluent Society
(Boston: Houghton Mifflin, 1958), chap. 11.
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Likewise, in the realm of art and culture the demand for symphony
tickets is affected by the price of substitutes such as compact discs or
the price of admission to other entertainments. When two goods
are substitutes in consumption, the relation between the price of
one and demand for the other is always positive: the higher the price
of admission to theatrical productions, the greater the demand for
symphony tickets. Indeed, we could logically reverse that statement:
We know that two goods are substitutes if empirical studies show
that the price of one is positively correlated with demand for the
other.

In many instances one consumer good is necessarily (or often) used
in combination with a particular other good. In such cases, the rela-
tionship is said to be complementary. For example, the demand for
automobiles depends in part on the price of the complementary good
gasoline. In the field of musical recordings, the demand for com-
pact discs is significantly affected by the price of the compact disc
player that is its essential complement. In the case of the performing
arts, there is an important complementary relationship between
the demand for tickets and the nonticket costs of attending a per-
formance, such as the costs of transportation, parking, and restaur-
ant meals. Thomas Gale Moore, in his well-known study of the
Broadway theater, found that, on average, complementary expendi-
tures accounted for about half the cost of an evening at a Broadway
play or musical.® The demand for a given good always moves in
the opposite direction to the price of its complement: If the non-
ticket costs of an evening at the theater rise, the demand for theater
tickets falls.

A hypothetical demand function

The connection between demand for a good or service and the factors
determining it can be seen most clearly if the relationship is written
out in the form of a demand equation, or, as it is often called, a
“demand function,” In this section we construct a hypothetical
demand equation for theater tickets.

The equation is written in the following general form:

Q,=a+DbP,+cY +dP,+ eP. (4.4)

6. Moore, Economics of the American Theater, table V. 9, p. 87.
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The variable on the left-hand side is the “dependent variable,” in
this case the quantity of theater tickets demanded per time period.
The premise underlying the analysis is that the value of this depen-
dent variable is explained by the factors written on the right-hand
side. These are the “independent” or “explanatory” variables. The
variables have the following definitions:

O, = quantity of theater tickets demanded per time
period

P, = the price of theater tickets

Y = average annual per capita income

P, = weighted average price of substitutes (movies,
concerts, spectator sports, etc.)

P_ = composite price of complementary goods
(transportation to theater, dinner out, etc.)

a = constant term

b, ¢, d, e = coefficients measuring change in value of the

dependent variable per unit change in the
respective independent variables

Note that there is no variable to measure taste, even though we
have argued that taste is a fundamental determinant of demand. That
is because taste is not truly quantifiable. Instead of trying to repre-
sent taste indirectly by the use of some proxy such as educational
attainment, the analysis proceeds on the assumption that given the
state of consumers’ preferences, that is, the tastes that underlie their
choices in the marketplace, the quantity of theater tickets demanded
will be determined by this equation. If tastes were to change for any
reason, the value of the constant term and/or of the coefficients in
the equation would change, too.

To put Equation 4.4 to work, we must supply hypothetical values
for all the independent variables and their coefficients and calculate
the resulting value of the dependent variable, Q,. Alternative sets
of hypothetical values are shown in Table 4.2. In Case 1 we assume
the price of a theater ticket is $15, average annual per capita income
is $3,000, the average price of substitute entertainments is $16, and
nonticket costs of attending the theater average $12 per person. The
coefficient » has an assumed value of —5,000, indicating that for every
$1 increase in ticket prices, 5,000 fewer theater tickets will be sold.
Coefficient ¢ has a hypothetical value of 40, which means that for
every $1 increase in per capita income, ticket sales will rise by 40 (or
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Table 4.2 Hypothetical values of variables for
Equation 4.4

Case 1 Case 2

Independent variables

P 15 15

Y 3,000 4,000

P, 16 16

P, 12 12
Coefficients

Constant (a) 65,000 65,000

b -5,000 -5,000

c 40 40

d 1,000 1,000

e -1,600 -1,600
Value of Q, calculated

from Equation 4.4

(see Table 4.3) 106,800 146,800

for every $100 increase, by 4,000.) Note that the sign on coefficient d
is positive, while that on coefficient e is negative, showing that sales
of theater tickets rise when the price of substitute entertainments
goes up but fall with a rise in the price of complementary goods.
When Equation 4.4 is evaluated employing the hypothetical numbers
assumed in Case 1, the quantity of theater tickets demanded is
106,800. (See Table 4.3 for calculations.)

We are now in a position to explain more fully the meaning of
demand curves in economics. A demand curve shows the relationship
between price and quantity demanded under the assumption of
ceteris paribus, that is to say, when all other variables that might affect
demand are held constant. In general, the important other variables
are precisely those included in Equation 4.4, namely, income and the
prices of substitutes and complements, plus taste, which, as already
explained, is not included in the equation because it is not directly
measurable.

A particular demand curve for theater tickets is implied by the
relationships expressed in Equation 4.4 in combination with the
values of the coefficients and independent variables assumed in Case
1. In Table 4.3 we have already calculated one point on that curve:
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Table 4.3 Calculating quantity demanded from a demand function

Independent Value of terms Contribution to
variables in assumed in value of dependent
Equation 4.4 Case #1 variable

a 65,000 65,000

bxP, 5,000 x 15 —75,000

cxY 40 x 3,000 120,000

d x P, 1,000 x 16 16,000

ex P, -1,600 x 12 -19,200

Dependent variable
Q, (sum of the above contributions) 106,800

when P, = 15, Q, = 106,800. To sketch out the rest of the curve, one
could reevaluate Equation 4.4 at various values of P, while holding
all other variables constant at their Case 1 levels. For example, if P,
falls to $10, Q, rises to 131,800. However, it would be tedious to plot
the entire curve one point at a time. Accordingly, we proceed as
follows. An equation for the demand curve in question can be calcu-
lated from the information in Table 4.3. The values of all the terms
in that table, excluding Q, and bP,, add up to 181,800. We can there-
fore write the following demand equation:

0O, = 181,800 — 5,000 P, 4.5)

We know that this demand curve is linear (i.e., a straight line),
because each time price falls by $1, Q, rises by the constant increment
of 5,000 indicated by the value of coefficient b. Furthermore, the
intercepts of this curve on a price-quantity diagram (see Fig. 4.6) can
be obtained by analyzing Equation 4.5: If P, falls to zero, quantity
demanded rises to 181,800. That is the intercept on the horizontal
axis. On the other hand, if P, rises to $36.36, quantity demanded falls
to zero (since 181,800 — 5,000 x 36.36 = 0). That is the intercept on
the vertical axis. Since the demand function is known to be linear, we
can connect the two intercepts with a straight line, yielding demand
curve D in Figure 4.6. To summarize, we have now plotted a demand
curve that shows how many theater tickets can be sold at any given
price, assuming that all other relevant variables remain at the levels
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Figure 4.6. Demand curves derived from a demand function.

specified in Case 1. The next step is to ask, What happens if the value
of one of those variables now changes?

Shifting of demand curves

The answer is straightforward. If one of the variables previously
impounded under the restraint of ceteris paribus now changes its
value, the demand function (Eq. 4.4) necessarily yields a different
demand curve. Economists usually refer to this as a “shift of the
demand curve.” The curve is said to “shift up” if demand increases,
“shift down” if demand decreases. By observing the signs on the
independent variables in Equation 4.4, one can see at once which way
it will shift for a given change in any of the variables. The sign on
income (Y) is positive, meaning that quantity demanded rises with
income. Hence, if average per capita income increases, the demand
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curve will shift up. An increase in the price of substitutes (P;) will also
cause an upward shift, while a rise in the price of complementary
goods (P,) will cause the demand curve to go down.

In Table 4.2 the values listed for the independent variables in Case
2 are identical in all respects with those in Case 1 except that income
per capita has increased from $3,000 to $4,000 per year. This $1,000
increase, when multiplied by 40 (the value of the income coefficient,
¢) adds 40,000 to the number of theater tickets demanded at the still
unchanged values of the other variables. O, consequently rises from
106,800 to 146,800.

The new demand curve, D,, is also plotted in Figure 4.6. As pre-
dicted, it lies above D,. Because, on the average, their incomes have
increased, consumers are now willing to buy more tickets than pre-
viously at any given price. The equation of the new curve is

0, =221,800 - 5,000 P, (4.6)

Supply and demand with shifting demand curves

What effect will shifting demand curves have on market price and
quantity sold? The answer clearly depends on the shape of the
relevant supply curve. Figure 4.3 incorporated a hypothetical supply
curve for compact discs drawn sloping upward to the right, to reflect
the fact that in the short run increased output usually entails higher
unit costs for suppliers. In Figure 4.7 we again assume an upward-
sloping supply curve for CDs. At a given level of income as well as
prices of substitutes and complements, and with a given set of
consumer preferences (or taste), the demand for CDs is shown by
demand curve D,. The market is in equilibrium at price P, and quan-
tity Q;. If the average level of income should rise, consumer demand
would increase, as shown by an upward shift of the demand curve to
D,. Out of their larger incomes, consumers would be willing to pay
higher prices than previously for any given quantity of recordings.
Equilibrium price and quantity sold would rise to P, and Q, as pro-
ducers increased output to meet the greater demand. It might seem
puzzling that quantity demanded would now be greater than before
(Q, > O)) even though price has increased (P, > P;). This does not,
however, contradict the earlier finding that quantity demanded falls
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Figure 4.7. Changing equilibria with a shifting demand curve.

when price rises. That conclusion was qualified by the assumption of
“all other things being the same” and referred to a movement along
a given demand curve, in fact, along the specific curve that was con-
sistent with the assumed underlying conditions. In the present case,
we specifically assume a change in one of the underlying conditions.
Consequently, the demand curve shifts. Instead of seeing movement
along a given demand curve, we observe a series of equilibrium points
generated by the movement of a demand curve along a given supply
curve. Consumers willingly pay a higher price for a larger quantity
because their incomes have increased.

By analogous arguments, supply and demand analysis can also
show the expected effects of demand curve shifts caused by changes
in the levels of other independent variables such as prices of sub-
stitutes and complements. For example, suppose that an increase in
government subsidies to musical organizations causes the number of
concerts to rise and the price of concert tickets to fall. Attendance at
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live concerts is a substitute for buying recorded music. At the lower
ticket price, some consumers will attend more concerts and buy fewer
CDs. The demand curve for CDs will shift down along the supply
curve, for example, to D; in Figure 4.7. When the market reaches a
new equilibrium, the price of CDs will have fallen to P; and the quan-
tity demanded to Q;.

Although consumer taste is not directly measurable, supply and
demand analysis can also show, at least in terms of direction of move-
ment, how a change in taste will affect market price and quantity sold.
For example, suppose that as a result of the cultivation of taste, con-
sumers began to substitute time spent listening to music for time
devoted to watching television. The demand for compact discs would
shift upward, perhaps from D; to D,. At any given level of CD prices
(and of other variables, including income and the prices of substitutes
and complements), consumers would now buy more CDs than before,
and their price would tend to rise.

Figure 4.7, however, depicts only the short-run outcome. In the long
run, as suggested earlier, the supply curve of the recording industry
might be horizontal rather than upward-sloping. In that case, as the
taste for music increased and the demand curve for CDs shifted
to the right, the quantity supplied would increase while the price
remained more or less constant.

What if many variables change simultaneously?

In the real world, economic change never occurs in only one variable
at a time. Discussion of actual events is usually made difficult by the
fact that so many relevant forces are changing simultaneously. It is a
great virtue of supply and demand analysis that it allows us to focus
on one change at a time and indicates clearly the expected effects
of each.

The forgoing discussion was limited to changes occurring on the
demand side of the market. The demand curve was allowed to shift,
while the supply curve remained fixed. To analyze other questions, it
would be appropriate to hold demand conditions constant, while
shifting the supply curve. One such application will be developed in
Chapter 14 when we analyze the effect of a change in labor supply
on the output of a theater company. (See Figure 14.3 and the accom-
panying discussion.)
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SUMMARY

In this chapter we have explained the elementary theory of consumer
demand, discussed the principal determinants of demand, including
prices, consumer income, and taste, and shown how supply and
demand interact in the market to establish prices and determine the
quantity of output for all commercially traded goods. The relevance
of supply and demand analysis to the arts was illustrated with some
problems in theater ticket pricing. However, the full analysis of
factors affecting supply in the arts is reserved for later chapters: for
the performing arts, Chapters 6 and 7; for the fine arts, Chapter 9; and
for performing artists in the labor market, Chapter 14.

Because the supply and demand model is so flexible, it can be used
to investigate a remarkably wide range of questions in economics.
Many of these, drawn from the world of art and culture, are exam-
ined in this volume.



5 The characteristics of arts demand
and their policy implications

The nature of demand equations and the demand curves that can be
derived from them was explained in the preceding chapter. We now
wish to take a closer look, to see what that economic apparatus can
tell us about the response of consumer demand to changes in the
forces on which it depends. We begin by defining a highly useful prop-
erty called elasticity. Derivable from a demand equation, this measure
can be employed to gauge the response of the dependent variable —
quantity demanded — to changes in any of the independent variables,
such as price or income, that influence it. The price elasticity of
demand, for example, tells us how sensitive the consumption of a
good or service is to changes in its price. Thus, the manager of a
symphony orchestra who knew the size of the price elasticity of
demand for its tickets could predict whether raising ticket prices
would increase the orchestra’s income or, to the contrary, would so
discourage attendance that income would actually drop.

THE PRICE ELASTICITY OF DEMAND

The price elasticity of demand (¢,) is defined as the percent change
in quantity demanded that results from a given percent change in
price, all other things remaining the same. Using the Greek letter
delta (A) to signify “change in,” the formula can be written alge-
braically as

85
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. _AQ/0
P AP/P

(5.1)

For some purposes, it is convenient to rearrange Equation 5.1 to read

_AQ P

€, = AP0 (5.2)

If price changes from P, to P, and, as a result, quantity demanded
moves from Q; to O,, the formula can also be written as

. _@-0)o
"~ (h-PR)/R

since, in that case, P, — P, = AP and O, — O, = AQ.

Using Equation 5.3 we can illustrate the calculation of price elas-
ticity when the values of P and Q at two points on a demand curve
are known. Consider the hypothetical case illustrated in Figure 5.1.
At a price of $12, quantity sold is 8; when price falls to $11, quantity
sold rises to 9. Thus, P, =12 and P, - P,=-1; Q=8 and Q, — Q, =
1. Putting these numbers into Equation 5.1, we obtain

. /8
P12

(5.3)

-1.5

Price and quantity always change in opposite directions along a
demand curve. As a result, AP and AQ always have opposite signs,
and the value of the price elasticity of demand, using any of the pre-
vious formulas, is always negative. However, since it is confusing to
compare negative numbers in terms of “more” or “less,” as will have
to be done in discussing elasticity, we hereafter follow the convention
of dropping the negative sign.

It is a great virtue of all elasticities that as the ratio of one per-
centage of change to another, they are “dimensionless numbers.”
Consequently, one can, for example, compare the price elasticity of
demand for gasoline with that for electric power without worrying
about the fact that gasoline is measured in gallons and electricity in
kilowatt hours.

As we have already indicated, the price elasticity of demand tells
you how sensitive the demand for a commodity is to changes in its
price. In the hypothetical case being described, quantity demanded
turns out to be quite sensitive to price changes since an 8% percent
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Figure 5.1. Demand curve and total revenue.

price decline induces a 121 percent increase in units purchased. The
range of possible values of price elasticity is divided by economists
into three classes, as follows:

£ > 1 is called “elastic demand”
e=11is called “unitary elasticity”
€ < 1 is called “inelastic demand”

When demand is elastic (¢ > 1), the percent change in quantity
exceeds the percent change in price, indicating that quantity pur-
chased is quite sensitive to price.

When demand is inelastic (&€ < 1), quantity purchased changes by
a smaller percentage than price does, indicating that demand is
relatively insensitive to price.

When demand has unitary elasticity, the percent change in quan-
tity purchased exactly equals the percent change in price but is, of
course, in the opposite direction.
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Explaining differences in price elasticity

What lies behind these differences? Why is the demand for one good
price elastic, for another inelastic? One significant explanation is
that elasticity rises with the availability of substitutes. The more, or
the closer, the available substitutes for a given good or service, the
more readily consumers will switch to something else when the price
of that good or service rises relative to other prices. Thus, price elas-
ticity is always higher for a subcategory like pork, for which there are
good substitutes within the larger class of meat, than it is for meat as
a whole. Likewise, the price elasticity of demand is higher for meat
than for food, for there are many substitutes for meat within the cat-
egory of food, but none for food itself. For the same reasons we would
expect the price elasticity of demand to be higher for the tickets of a
single live performing arts company than for the live performing arts
industry as a whole, and higher for that industry as a whole than for
the entertainment sector, broadly defined to include movies and
spectator sports, as well as live performance. This point will become
relevant later in the chapter.

Price elasticity and total revenue

It is important to note the connection between price elasticity and
the total revenue (or gross receipts) generated by sale of the com-
modity in question. Total revenue is simply price X quantity. In the
hypothetical case of elastic demand shown in Figure 5.1, total revenue
was $96 at the higher price of $12 ($12 x 8 = $96) but rose to $99
when price was reduced to $11 ($11 x 9 = $99.) This illustrates the
rule that when demand is price elastic, total revenue rises if price falls.
(Reading the illustration in the opposite direction, one can also see
that total revenue falls if price rises.) There is a commonsense expla-
nation for this result. A price fall, in and of itself, would have the
effect of reducing revenue. But there is an offsetting gain because
quantity rises. However, the value of ¢, is greater than 1 precisely
because the percentage rise in quantity is greater than the percent-
age decline in price. Therefore, the gain on quantity outweighs the
loss on price, and total revenue increases as price falls.

If demand is price inelastic, on the other hand, total revenue falls
when price falls and rises when price rises. Again, the explanation is
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straightforward. The value of ¢, is less than 1 because the percent
change in quantity is smaller than the percent change in price. Hence,
if price declines, the loss on price exceeds the gain on quantity, and
total revenue falls.

Between elastic demand and inelastic demand lies the case of
unitary elasticity. This has the interesting property that total revenue
is unchanged when price changes, because the percent changes in
quantity and price are exactly offsetting.

It is a useful feature of a supply—demand diagram that because its
dimensions are price and quantity, rectangular areas in the quadrant
measure dollar revenues. In Figure 5.1 the dimensions of the shaded
rectangle are P =12, O = 8, making the rectangle’s area 96, which also
equals the total revenue when price = $12.

Although elastic demand curves are usually depicted as fairly flat
and inelastic curves as steep, it would be a mistake to equate the slope
of a demand curve with its elasticity. The former is measured by the
ratio AP/AQ. The latter contains the inverse of that ratio and in addi-
tion the ratio P/Q. (See Eq. 5.2.) A straight-line demand curve, such
as the hypothetical examples drawn in this and the preceding chapter,
has the same slope throughout. Its elasticity, however, varies from
point to point, as one can deduce from the fact that the P/Q term
necessarily changes value as one moves along the curve. Indeed,
below a price of $10, the demand curve drawn in Figure 5.1 becomes
inelastic.!

Price, total revenue, and marginal revenue

To analyze the behavior of producing firms (whether in the arts
or elsewhere), as we do in Chapter 7, it is essential to understand
the precise connection between changes in price, the elasticity of
demand, and change in total revenue. The term “marginal revenue”
is used to describe the change in total revenue that occurs when price
is reduced sufficiently to sell one more unit of output. If we denote
total revenue as TR, and marginal revenue as MR, and take AQ
to be a one-unit change in quantity sold, then in algebraic terms,

1. For a more detailed explanation of how price elasticity changes along a linear demand
curve, see Mark Hirschey and James L. Pappas, Fundamentals of Managerial Econom-
ics, 4th ed. (Orlando, Fla.: Dryden, 1992), pp. 178-82.
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Table 5.1 Hypothetical demand and revenue data

) @

Demand data 3) 4) Q)
Total revenue Marginal revenue Price elasticity
Price Quantity (Col. 1 x Col. 2) (ATR/AQ) of demand
20 0 0 —
19 1 19 19
18 2 36 17
17 3 51 15
16 4 64 13
15 5 75 11 Elastic
14 6 84 9
13 7 91 7
12 8 96 5
11 9 99 3
10 10 100 1
9 11 99 -1
8 12 96 -3
7 13 91 -5
6 14 84 -7
5 15 75 -9 Inelastic
4 16 64 -11
3 17 51 -13
2 18 36 -15
1 19 19 -17
0 20 0 -19

MR =ATR/AQ. In the case illustrated in Figure 5.1, reducing the price
from $12 to $11 increased the quantity sold by one unit and raised
total revenue from $96 to $99. Hence, the marginal revenue obtained
by selling the last unit was $3.

The derivation of marginal revenue is illustrated in Table 5.1, which
contains data for the hypothetical demand curve shown in Figure 5.1.
Multiplying the price, in column 1, times the quantity that can be sold
at each price, in column 2, gives total revenue for each price—quantity
combination in column 3. Marginal revenue, in column 4, is found by
taking the successive differences in total revenue.

Given that demand curves slope downward to the right, marginal
revenue will always be less than price. This can be explained as
follows. When price is reduced in order to sell one more unit, revenue
is increased by the amount for which the marginal unit is sold. But
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there is an offset to this: We assume that sellers charge the same price
to all customers. Therefore, revenue is reduced by the lower price
charged for the units that could have been sold at the higher price.
Hence, marginal revenue is necessarily less than price. Consider the
preceding example. To sell the ninth unit, price was reduced from $12
to $11. The ninth unit added $11 to revenue. But the eight units that
could have gone for $12 each now bring in only $11. Hence, revenue
from them is reduced by $1 x 8 = $8, and marginal revenue turns out
to be $11 — $8 = §3.

The general relationship between elasticity, price changes, and
changes in total revenue was explained in nonmathematical terms
above in this chapter. Making use of the concept of marginal revenue,
we can now state that relationship more precisely as follows:*

MR = P(l - i)
8P

For example, if the price is $20 and the elasticity of demand at that
price is known to be 2.0, then we have

MR = 20(1 - %) =20(.5) =10

Since marginal revenue is positive, this confirms the earlier statement
that if demand is elastic (i.e., greater than 1.0), a price reduction will
raise total revenue.

On the other hand, if at a price of $20 the elasticity of demand is
only 0.8, the formula shows that marginal revenue will be negative,
confirming the earlier conclusion that when demand is inelastic, total
revenue is reduced if price falls:

1
MR =20 1-— |=20(-25)=-5
( O.8j ( )

By testing the formula with other values of ¢, the reader can confirm
the following general results:

If &, = infinity, MR = P
g>10,MR >0
g=10,MR=0
£ <1.0,MR <0

2. For a rigorous derivation, see ibid., p. 182, n. 2.
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Figure 5.2. Demand, marginal revenue, and price elasticity.

Figure 5.2 plots demand and marginal revenue curves from the
data in Table 5.1. Marginal revenue turns negative when price falls
below $10. The price elasticity of demand drops below 1.0 at the same
point.

Deriving elasticity values from a demand equation

In Chapter 4 a hypothetical demand equation for theater tickets
(Eq. 4.4) was written in the following form:

O.,=a+bP,+cY + dP, + eP, (5.5)

The coefficients b, ¢, d, and e in such an equation contain informa-
tion from which one can calculate elasticity values. For example, the
ticket price coefficient, b, tells us how much the quantity of tickets
demanded (Q,) varies when the price of a ticket (P,) changes by $1.
In algebraic terms we can therefore say b = AQ/AP,. In other words,
the coefficient b provides a value for the AQ/AP term that appears in
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the formula for price elasticity given by Equation 5.2. Also needed
to calculate price elasticity are a consistent pair of values for P and
Q. These can be obtained by supplying a set of hypothetical values
for the coefficients and variables in Equation 5.5 (which is the same
as Eq. 4.4) and then solving it for the value of Q,. For example, in
Table 4.2, Case 1, we assumed a ticket price (P,) of $15 and a value
of —5,000 for coefficient . When Equation 4.4 was solved using those
numbers, we obtained a value of 106,800 for Q..

With this information we can calculate the price elasticity of
demand for theater tickets when their price is $15 as follows:

e A0 P 5000 15 75,000
PTAP Q1 106,800 106,800

—070  (5.6)

Since demand curve D1 in Figure 4.6 was derived from the same data
used in this calculation, Equation 5.6 also gives the price elasticity of
demand along that curve at the point where P =15 and Q = 106,800.

In the real world, of course, one would not proceed on the basis of
hypothetical values. To obtain a reliable figure for the price elasticity
of demand, it would be necessary to employ econometric techniques
to estimate the parameters of a demand equation (e.g., the constant
a and coefficients b, c, d, and ¢) and then calculate the price elastic-
ity from that equation.’

THE INCOME ELASTICITY OF DEMAND

Just as price elasticity measures the responsiveness of demand to
changes in price while income and other variables are unchanged, so
income elasticity measures its responsiveness to changes in income,
when price and other variables are held constant. It is defined as the
percent change in quantity demanded that results from a given
percent change in income. Letting Y stand for income, it can be
written algebraically as

_AQ /AY
€, = Q/Y 5.7)

or alternatively as

3. See ibid., pp. 194-98, for an elementary introduction to methods of estimating actual
demand functions.
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_AQjY
g, = AY/Q (5.8)
or as
_0:-0/0
R G2

Although the preceding equations define income elasticity as a rela-
tionship between income and quantity purchased, it may be conve-
nient, when suitable quantity measures are not available, to think of
it as a relationship between income and consumer expenditure on a
particular good. This is defensible because in theory the price of the
good being studied is held constant over the range of observations
used in calculating income elasticity, and if price is held constant, the
percent change in expenditure will be the same as the percent change
in the unobservable quantity. The expenditure approach is certainly
convenient in studying the performing arts in the United States,
where as already explained in Chapter 2, consumer spending data
from the National Income Accounts are by far the best available
historical data series.

To estimate income elasticity, the analyst obviously requires
statistical observations in which the level of income displays some
variation. There are two possibilities. First, one can measure variation
“longitudinally,” using historical time series such as the National
Income Accounts data. In that case one might observe, for example,
the year-to-year variation in consumer spending on admissions to the
performing arts as compared with year-to-year variation in dispos-
able personal income (DPI) per capita. With economic progress, DPI
per capita rises through time. Thus, when income elasticity is mea-
sured longitudinally, its value suggests how consumer spending on the
arts will be affected by economic growth.

Alternatively, one can measure variation in income and quant-
ity demanded (or spending) among households at a moment in
time. The data usually come from a sample survey of household
income and consumption. This is described as the “cross-sectional
approach,” since observations are “across” households at a single
date. The resulting elasticity measure answers such questions as, How
do differences in income among consumers affect the consumption
of art?
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The range of possible values of income elasticity extends from
negative through zero to positive, as follows:

g, > 11is called income elastic

g, =1 is called unitary elasticicty

0 < g, < 11s called income inelastic
g, < 0 is called an “inferior good”

Income elasticity, consumer budgets, and industry growth

It is important to understand the connection between these four
categories and the composition of the typical consumer’s budget. If
a good has an income elasticity greater than one, consumers’ spend-
ing on it rises faster than their income does. As a result the propor-
tion of income spent on the item increases as income increases. Such
things are often described as luxuries, that is, goods that are consumed
rarely or never when income is low, entering the typical consumer’s
budget only when income reaches the middle or upper range. Exam-
ples might be foreign travel, Cadillac cars, or tickets to the Metro-
politan Opera.

The reader should be able to see intuitively that there is also a con-
nection between the income elasticity of demand for a product and
the rate of growth of the industry that produces it. If the income elas-
ticity is greater than one, aggregate consumer spending on the good
(at constant relative prices) rises faster than aggregate consumer
income. This implies that output by the industry in question must be
growing faster than output of the economy as a whole. Table 5.2 sum-
marizes the connections between income elasticity, the composition
of the consumer’s budget, and industry growth.

If demand for a good displays unitary income elasticity, spending
on it rises exactly in proportion to income, and the proportion of
income spent on it remains constant as income rises. That, in turn,
implies that the industry in question will grow at the same pace as
the economy does.

Many consumer goods fall in the inelastic range, with income
elasticities greater than zero but less than one. Consumer spending
on them rises as income increases but less rapidly than income
does. Consequently, the proportion of income spent on such goods
decreases as income goes up. Food, with an income elasticity of
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Table 5.2 Income elasticity of demand, composition of the
consumer’s budget, and industry growth

Effect on consumer’s Effect on industry: as
Type of budget: as consumer’s GNP rises, this
elasticity Value income rises . . . industry . ..
Income e>1.0 proportion spent on grows faster than GNP
elastic this good rises
Unitary =10 proportion spent on this grows at the same rate
elasticity good remains constant
Income 0<e<1.0 proportion spent on this grows less rapidly than
inelastic good falls GNP
Inferior e<0 absolute amount spent on decreases in size
good this good falls

demand around 0.5, is a good example. Such goods are important
in the consumer’s budget when income is low (they are sometimes
classed as necessities), but spending on them does not increase
rapidly when income rises. Consequently, the industries producing
such goods grow less rapidly than the economy as a whole.

Finally, there are some objects of consumption for which income
elasticity is negative because quantity purchased falls as income rises.
These are known technically as “inferior goods,” a fitting name, since
their odd behavior is accounted for by the fact that they are for the
most part the lowest quality and therefore the cheapest members
of some larger class of goods. For example, the income elasticity of
demand for frankfurters is probably negative — as income rises, con-
sumers give them up in favor of higher-quality meats. Anything with
an income elasticity of demand above zero is classified as a “normal
good.”

Deriving income elasticity from a demand equation

Using the hypothetical values of Case 1 in Table 4.2, we have already
shown how the value of the price elasticity of demand can be derived
from a known demand equation. The value of the income elasticity
can be calculated in the same way. In Equation 5.5 the coefficient ¢
shows how much the quantity of theater tickets demanded (Q,) varies
when the average per capita income (Y) of consumers changes by $1.



Arts demand and policy implications 97

Thus, in algebraic notation ¢ = AQ/AY, which is one of the terms in
the formula for income elasticity presented in Equation 5.8. The other
values we require to calculate income elasticity are Y and Q. In case
1, Y was assumed to have a value of $3,000. When Equation 5.5 was
solved using the values of Case 1, Q, was found to be 106,800. Con-
sistent with the values of coefficients and variables assumed in that
case, the income elasticity of demand turns out to be as follows:

g, =(AQ,/AY)x(Y/Q,) = (40/1)x(3,000/106,800)
=120,000/106,800 =1.12

This result tells us that at the defined point, the demand for theater
tickets is moderately income elastic. Specifically, it says that if income
should rise 1 percent above $3,000 per capita while all other relevant
variables remained constant, quantity of theater tickets demanded
would increase 1.12 percent.

(5.10)

CROSS-PRICE ELASTICITY OF DEMAND

The theory of consumer behavior tells us that the quantity demanded
of a given good or service depends not only on its own price but also
on the prices of substitutes and complements. Just as the price elas-
ticity of demand measures the responsiveness of quantity purchased
to changes in “own” price, so we can also define a cross-price elas-
ticity (or “cross-elasticity,” for short) that measures responsiveness to
changes in the prices of substitutes or complements.

To define cross-elasticity in terms sufficiently general to cover both
substitutes and complements, let us consider two hypothetical goods,
J and K. The cross-elasticity of demand for J with respect to the price
of K is defined as the percent change in the quantity demanded of J
that results from a given percent change in the price of K. This can
be written algebraically as:

_AQ;/0;
Ejx = APk/Pk (511)
or, alternatively, as
AQ; P,
e, =2 B (5.12)

AP Q,;
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Note that as in the case of price elasticity, this is a relationship
between change in quantity and change in price, not a relationship
between two prices. The sign of the cross-elasticity indicates whether
the two goods are substitutes or complements: It will be positive for
substitutes, negative for complements. Algebraically

€ > 0 indicates J and K are substitutes
& < 0 indicates J and K are complements

The economic explanation of these statements is straightforward.
If J and K are substitutes, an increase in the price of K will cause the
quantity demanded of J to rise as consumers abandon the now more
costly K in favor of its substitute, J. Thus AP, and AQ; will both be
positive, and elasticity will have a positive sign. By the same argu-
ment, if the price of K falls, the quantity demanded of J will also fall.
In that case AP, and AQ; will both be negative, but since one nega-
tive number divided by another yields a positive number, the elas-
ticity will still have a positive sign.

To illustrate with an actual example, we know that butter and
margarine are substitutes in consumption. Presumably, if the price of
margarine rises while the price of butter remains constant, some con-
sumers will switch from margarine to butter, so that the quantity
demanded of the latter will increase. In fact, an empirical study of
U.S. consumption found that to be the case: The cross-elasticity of
demand for butter with respect to the price of margarine was esti-
mated to be +0.67.*

For patrons of the live performing arts, a large city obviously offers
many possibilities of substitution in consumption. For example, in the
Twin Cities of Minneapolis/St. Paul, the concertgoer might give up
the Minnesota Orchestra in favor of the St. Paul Chamber Orchestra
if the price of tickets to the former rose too high relative to the latter.
Table 5.3 presents estimated cross-elasticities of demand between
various sectors of the live performing arts and their substitutes. As
expected, all are positive.

If the two goods are complementary in consumption, an increase
in the price of one will lead to a decrease in the quantity demanded
of the other. Faced by a higher price for the complementary good K,

4. See Dominick Salvatore, Microeconomics: Theory and Applications (New York:
Macmillan, 1986), table 5.5., p. 143.
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which is used in combination with J, consumers will cut back their
purchases of the latter. Thus, AP, and AQ; will have opposite signs,
one positive, the other negative, which necessarily gives the cross-
elasticity a negative sign. Alternatively, if the price of K falls, the
quantity demanded of J will rise. Again AP, and AQ; will have oppo-
site signs, rendering the cross-elasticity negative.

An actual example of complementarity in consumption is provided
by sugar and fruit, two foods that tend to be eaten together. If the
price of fruit rises, consumers will buy less fruit and will presumably
need less sugar to go with it. Consequently, the demand for sugar will
decrease. This result has been verified in a study of consumption in
the United Kingdom that found the cross-elasticity of demand for
sugar with respect to the price of fruit to be —0.28.°

There are complementarities in the arts field, as well. Since the cus-
tomer has to travel to the point of production to enjoy the live
performing arts, transportation and parking are important comple-
mentary goods. We would expect the demand for tickets to fall if the
cost of these complements rose significantly.

In connection with cross-elasticity of demand, the concepts of elas-
ticity and inelasticity, with their precise dividing line, are not useful.
However, the size of the elasticity coefficient may be of interest in
indicating the strength of the indicated relationship. The closer it
is to zero, the weaker the relationship. Indeed, in the polar cases of
two goods that are completely unrelated in consumption, we would
expect the cross-elasticity to be zero.

Deriving cross-price elasticities from a demand equation

Repeating the analysis carried out for the price and income elastici-
ties of demand, we can now calculate the values of two cross-
elasticities from the hypothetical demand function data in Table 4.2.
In Equation 5.5 the coefficient d measures the response of theater
ticket demand to a unit change in the average price (P;) of such sub-
stitutes as movies, concerts, and spectator sports. Using algebraic
notation, d = AQ/AP,, which is the equivalent of the term AQ/AP, in
the formula for the cross-elasticity given in Equation 5.12. To
measure that elasticity we also need values for Q, and P,. Taking these

5. Ibid.
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from Case 1 in Table 4.2, we calculate the value of the cross-elastic-
ity of demand for theater tickets with respect to the average price of
substitutes as follows:

_AQ, P, 1,000 16 16,000

= X——= X =
AP, O, 1 106,800 106,800

is =0.15 (5.13)

Using hypothetical data from the same source, we can also calcu-
late the cross-elasticity of demand for theater tickets with respect to
the composite price of complementary goods such as transportation
to the theater and restaurant meals:

AQ, P -1,600 12 —19,200

==L

&= AP, o 1 106,800 ~ 106,800 018 G14)
Because the coefficient d, relating quantity of theater tickets
demanded to the price of substitutes, carries a positive sign, the cross-
elasticity with respect to the price of substitutes in Equation 5.13 is
appropriately positive. On the other hand, the coefficient e relating
quantity of theater tickets to the price of complementary goods is
negative. Hence, in Equation 5.14 the cross-elasticity with respect to
the price of complements is appropriately negative.

EXPECTED VALUES OF THE PRICE ELASTICITY
OF DEMAND IN THE PERFORMING ARTS

Using econometric techniques, analysts have estimated the actual
values of the price and income elasticities of demand for the live per-
forming arts in several countries and over a number of different time
periods. This book is not the appropriate place to explain either the
complexities of such techniques or their limitations. In Table 5.3
we simply present a selection of results.” However, before discussing
them it is useful to work out what elasticity values we would expect
for the performing arts on the basis of prior knowledge.

It was pointed out in Chapter 4 that the price elasticity of demand
for any consumer good depends primarily on the availability and
quality of substitutes. If we think of the live performing arts as forms

6. The interested reader may consult any of a number of econometrics texts. See, e.g.,
A. H. Studenmund and H. J. Cassidy, Using Econometrics: A Practical Guide (Boston:
Little, Brown, 1987), esp. chaps, 1-3.
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of entertainment or, even more generally, of recreation, then they
have a good many substitutes, including books, newspapers and mag-
azines, motion pictures, television and radio broadcasts, tapes and
recordings of music, videotapes of many kinds, attendance at cabarets
and nightclubs, eating out, spectator sports, and even participatory
recreational activities. Indeed, the list could be extended to include
anything else that people might do in their leisure hours. The avail-
ability of such a large number of substitutes, of so many opportuni-
ties competing for the consumer’s leisure time and spending power,
suggests that we should expect a fairly high price elasticity of demand
for the live performing arts.

There is an important contrary force, however. The live perform-
ing arts are almost certainly an acquired taste, meaning one that
grows stronger with exposure, and the effect of that is surely to make
substitutes less acceptable. Those who acquire a taste for ballet,
opera, or the theater become “hooked” on the live performances.
Versions on film, tape, or television may be pleasant, but they are no
substitute for the real thing. As the passion of such devotees grows
stronger, they become less concerned about the price of admission.
In short, their demand becomes relatively price-inelastic.

The same argument works in reverse for those who are outside the
established audience. The arts are an acquired taste that they have
not acquired. Few experiences can be more boring than an evening
spent at a symphony concert, opera, or ballet by someone who has
no understanding or appreciation of these art forms. Such people will
not be easily drawn into the audience simply by lower ticket prices.
Again, the acquired taste effect is to hold down the price elasticity of
demand.

Empirical results and their implications: Price elasticity

Most studies have shown the demand for attendance at the live per-
forming arts to be price-inelastic. Table 5.3 shows the findings of six
investigations. Estimates of price elasticity are presented in the fifth
column. Only Throsby and Withers found price elasticity to be as high
as 0.90. The other five produced estimates ranging from a low of 0.05
to a high of 0.64.

If these price elasticities seem surprisingly low, one reason may
be that most performing arts institutions are in the not-for-profit
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sector of the economy. As we argue in Chapter 7, they are strongly
motivated toward holding ticket prices down in order to increase
attendance. But at low prices demand is very likely to become inelas-
tic, as illustrated in Table 5.1.

The implication that some analysts have drawn from these findings
is that if performing arts institutions in the nonprofit sector are
finding it difficult to balance their budgets, they may be setting ticket
prices too low; for if demand is price-inelastic, attendance will not fall
very much if ticket prices are raised, and total revenue will increase
substantially. In the hypothetical case illustrated in Table 5.1, for
example, if the firm were selling tickets at a price of $5, its total
revenue would be $75, but if it raised its price to $6, revenue would
increase to $84.

Several cautions are in order, however. The first is suggested by the
importance of private donations in helping to support nonprofit
arts institutions. It has been argued that performing arts firms in the
nonprofit sector are not seeking to extract maximum revenue from
ticket sales alone. Instead, they look at revenues from the combina-
tion of ticket sales and private donations, and they may well believe
(perhaps correctly) that the additional revenue obtainable by charg-
ing higher ticket prices across the board would be more than offset
by a reduction in donations from the segment of the audience
(perhaps as high as 40 percent) who now willingly offer donational
support.’

A second point to keep in mind is the distinction between the
demand for the output of a single firm and that for an entire indus-
try. With the exception of Gapinski’s study, the works cited here esti-
mate the elasticity of the demand curve faced by the performing arts
industry (or some major sector of it), not the demand curve faced
by an individual firm. We would normally expect the firm’s demand
curve to be more elastic than that of the industry since elasticity rises
with the availability of substitutes, and unless the single firm enjoys
a local monopoly, the outputs of other local performing arts institu-
tions are available to consumers as substitutes. Thus, the individual
firm may face a price-elastic demand curve, even though the indus-
try does not. In that case, a single firm, by raising its prices while its

7. See Henry Hansmann, “Nonprofit Enterprise in the Performing Arts,” in Paul J.
DiMaggio, ed., Nonprofit Enterprise in the Arts (New York: Oxford University Press,
1986), pp. 17-40.
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competitors did not do so, would diminish rather than increase its
own revenue. Only if all firms in each market raised their prices
simultaneously would each be able to enjoy higher revenues.

Table 5.3 also presents several estimates of the cross-elasticity
of demand between the performing arts and their substitutes. As
expected, these cross-elasticities are all positive, indicating that when
the price of a substitute good rises, the demand for attendance
at the performing arts increases. Surprisingly, the cross-elasticity turns
out to be stronger than the own-price elasticity in most of these
studies.

EXPECTED VALUE OF THE INCOME
ELASTICITY OF DEMAND IN THE
PERFORMING ARTS

On the basis of a priori reasoning alone, most economists would prob-
ably expect the demand for admission to the performing arts to be
income-elastic, that is, to have an income elasticity greater than 1.0.
They would argue that life’s essentials — food, clothing, shelter,
medical care — enter the budget first, and that goods such as tickets
to the theater or opera, like trips to the Riviera or the Bahamas,
cannot be considered until income reaches a fairly comfortable level.
The statistical consequences of such a consumption pattern will be
that as we go up the income scale from poor to rich, we find spend-
ing on the live performing arts increasing faster than income. There-
fore, a study comparing consumption patterns across income classes
at a given moment in time would show the income elasticity of
demand for the arts to be greater than 1.0.

The same result would be expected if consumption patterns were
studied through time instead of cross-sectionally. As living standards
rise, more consumers pass over the threshold at which they can begin
to spend on the arts. Consequently, spending on arts will increase
faster than income, resulting in an income elasticity greater than 1.0.

Empirical results: Income elasticity

Three of the studies presented in Table 5.3 found the income elastic-
ity of demand for admission to the performing arts to be slightly
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above 1.0. Several others found it to be well below that level. But
even if we take 1.0 to be the “consensus result,” it is a good deal lower
than many observers would have expected, given their belief that the
arts behave as a luxury good in the consumer’s budget.®

One explanation for this outcome is suggested by consideration of
the way the need to allocate time influences consumer behavior.
In Chapter 4 we assumed (implicitly) that consumption requires the
expenditure only of money. In fact, it also requires time, and the
amount of time available to each consumer is strictly limited by the
clock. Hence, as income rises the amount of income available per
hour of consumption time increases, as does the value that consumers
place on an hour of that time. Consequently, as their incomes rise
consumers, as Thomas Gale Moore puts it, “will substitute in con-
sumption those goods which use relatively little time for those that
use a great deal.” Attendance at the live performing arts is a fairly
time-intensive activity, especially when round-trip travel is added to
performance time. Hence, there is an adverse effect of time cost on
attendance as income rises that tends to offset the positive “pure
income effect” of greater buying power. The measured income elas-
ticities shown in Table 5.3 are the net result of a positive pure income
effect, offset in part by a negative time cost effect.

If this sounds too abstract, consider the choice between listening
to a recording at home and attending a live performance in the
concert hall. No doubt listening at home has gained in popularity for
a number of reasons, including revolutionary improvements in audio
technology and the low price and high durability of recordings as
compared with concert tickets. But the time factor is important, too:
Mabhler’s Third Symphony can be heard at home in an hour and 43
minutes. To enjoy it in the concert hall requires that plus an hour or
two of time spent getting there and back.

Above in this chapter we reviewed the connection between income
elasticity and economic growth and pointed out that if the income
elasticity of demand for a product is around 1.0, then, at constant
relative prices, the industry producing the good could be expected to

8. See, e.g., Thomas Gale Moore, The Economics of the American Theater (Durham, N.C.:
Duke University Press, 1968), p. 175.
9. Ibid.
10. See the discussion in C. D. Throsby and G. A. Withers, The Economics of the Perform-
ing Arts (New York: St. Martin’s, 1979), p. 114, and results reported in their table 7.7,
p- 113.
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grow at about the same annual rate as the economy as a whole. If
the estimates by Moore, Houthakker and Taylor, and Throsby and
Withers presented in Table 5.3 are accurate, that would appear to be
the long-run prospect for the performing arts industry in the United
States. That’s not quite an “arts boom” according to the definition
offered in Chapter 2, but most arts advocates would probably settle
for it as good enough.

SUMMARY

This and the previous chapter have dealt with the demand for the
arts. We have suggested that the arts share most attributes of ordi-
nary consumer goods, and that the standard tools of demand analy-
sis can usefully be brought to bear on them. In this chapter we
developed the concept of elasticity of demand and showed how
knowledge of elasticity values can help arts administrators in the
conduct of their business. Price elasticity in particular — because it
affects revenue from ticket sales and therefore potentially influences
budget deficits and fiscal health — is relevant not only to individual
arts companies and institutions but also to those concerned with
public policy toward the arts.

In the next two chapters the focus shifts to the supply side: We
examine production, supply, and the behavior of producing firms in
the live performing arts. On the supply side, we find some interesting
divergences between the arts and the more usual sorts of goods and
services, but the tools of economic analysis prove no less applicable,
for all that.



6 Production in the performing arts

Chapters 3, 4, and 5 dealt with audiences for the arts and with
the measurement and analysis of the economic demand those audi-
ences generate in their role as arts consumers. The concept of supply
was introduced in summary fashion in Chapter 4 to show how supply
and demand interact in the market to yield the prices paid by con-
sumers. We now take a closer look at the supply side. The technical
process of production in the performing arts is examined in this
chapter. In Chapter 7 we analyze the way in which the performing
arts firm finds the optimum price-output combination by bringing
together information on market demand and on its own production
costs. Production and supply are organized very differently in the
visual arts than in the performing arts and so are treated below in
Chapter 9.

THE MEASUREMENT OF OUTPUT

In analyzing the economics of production, economists have conven-
tionally chosen their examples from agriculture or manufacturing,
probably because the measurement of output in those industries
is relatively straightforward. A farm produces bushels of wheat or
gallons of milk. A factory turns out yards of cloth, tons of steel, or
cases of beer. In the service industries, including the arts, it is typi-
cally much harder to measure output. First, it may be difficult even
to define satisfactory quantitative units. How do you measure the
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output of a bank or a police department or an art museum? Second,
in the service industries a quality dimension may be important, and
yet even harder to identify than quantity. For many kinds of agricul-
tural or manufactured products, it is possible to define standard qual-
ities. That is rarely the case in the arts. No one would argue that a
symphonic performance by an amateur group is equal in quality to
that of the finest professional orchestras. Yet how much different is
it? Even though we know that quality is of the very essence in the
arts, we are generally at a loss to measure it directly and must fall
back instead on indirect measures, or “proxies.”

OUTPUT IN THE PERFORMING ARTS

Throsby and Withers discuss four possible measures of output for a
performing arts firm:'

1. Number of performances. From the point of view of cost, or
supply, this is undoubtedly a good measure, since a substantial part
of production cost is cost incurred per performance in the form of
wages, salaries, rent, electricity, and the like.

2. Number of separate productions. From the artistic point of
view, this may be an important measure of output. A company that
puts on thirty performances each of Hamlet, The Three Sisters, and
A Streetcar Named Desire is, in some sense, producing more artistic
experience than one that concentrates on producing ninety per-
formances of Hamlet alone.” And costs, too, vary directly with the
number of productions as well as the number of performances.

While the number of performances or the number of separate pro-
ductions are useful output measures with reference to cost or supply,
they are deficient in two respects. First, they are not units in terms of
which the demand for output can be brought into the analysis, since
patrons commonly buy single seats rather than the entire house.
Second, they do not measure the number of “artistic experiences”
that occur in connection with a performance, which depends on the
number of people who actually attend it. We therefore consider two
more possibilities.

1. C. D. Throsby and G. A. Withers, The Economics of the Performing Arts (New York:
St. Martin’s, 1979), p. 11.
2. Ibid., p. 12.
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3. Number of tickets available for sale. This is the product of
(number of performances) x (capacity of house). Since this measure
is denominated in terms of seats, it does allow us to deal with demand
in the same analysis as production and cost. Thus, it overcomes the
first deficiency cited. However, it does not overcome the second, since
available tickets will not necessarily all be sold.

4. Number of tickets sold. This is also referred to as paid admis-
sions and equals (number of performances) X (capacity of house) x
(percent utilization of capacity). This concept measures the actual
number of artistic experiences provided by a given performance, thus
overcoming both of the deficiencies just cited. However, when used
to measure output and cost it introduces other difficulties, which are
discussed in Chapter 7. Therefore, in that chapter, when setting up a
model of the economics of a performing arts firm we employ number
of tickets available for sale, rather than number actually sold, as the
measure with which to calibrate both demand and supply.

SOME BASIC COST CONCEPTS

To construct a model of the economics of the performing arts firm
we need not only a usable measure of output, but also an appropri-
ate set of cost concepts. Let us begin with the fundamental economic
definition of cost. The true (or “real”) cost of any endeavor, accord-
ing to economists, is measured by the value of the resources that are
used up to carry it out. The value of those resources, in turn, is mea-
sured by the utility of the other products that were forgone when
resources were used in this endeavor, rather than in the next best
alternative. Since cost is thus based on the value of forgone oppor-
tunities, this has come to be known as the doctrine of “opportunity
cost.” Consider the following illustration. Many localities have a com-
munity orchestra staffed entirely by volunteers, and these organiza-
tions frequently offer “free” concerts to the public. Most of us would
agree that the availability of these cultural events is a boon to the
local citizenry, and we would particularly appreciate the fact that they
are offered at no charge. But are they really free? Economists would
have to say no. Although musicians, administrators, and others con-
tribute their time “free of charge” to such enterprises, we have to
recognize that time and creative energy are scarce resources. To the



110 The microeconomics of demand and supply

extent they are used in producing a community performance, they are
not available for other potentially valuable pursuits. The lawyer who
volunteers her time to draw up the articles of incorporation for the
community orchestra is forgoing the use of her time and talents
in serving other clients. Hence, while we may regard a community
concert as “free,” in fact it is not. Many resources are used up in its
production, even though there may be no explicit cost or direct
money outlay for some of them. The concept of opportunity cost is
particularly important when one is making judgments about the
welfare effects of economic policies. We make use of it in Chapter 11
when we take up the question, Should the government subsidize
the arts?

PRODUCTION COSTS

The standard notions of production cost that economists have used
in developing the abstract “theory of the firm” are perfectly applica-
ble in the performing arts and are defined in this chapter. An impor-
tant initial distinction must be drawn between fixed and variable costs
of production. Fixed costs are those that do not vary with the level
of output in the short run. Included are such things as the cost of plant
and equipment, long-term salary contracts, debt service, insurance,
and rent (if production premises are not owned). They vary with the
scale of the undertaking, but once the firm sets up in business at a
given scale, they are fixed and do not vary with short-run fluctuations
in the level of output.

Variable costs, on the other hand, are those that do change as the
level of output within the given-size establishment fluctuates in the
short run. A list would include costs such as wages, raw materials and
supplies, and telephone and electric power charges.

Total fixed costs, TFC, and total variable costs, TV C, are measured
per unit of time (say, a month or a year). Dividing by the quantity of
output in the same time period (Q), we obtain the following mea-
sures of average unit cost:

Average fixed cost (AFC) = TFC/Q
Average variable cost (AVC) = TVC/Q
Average total cost (ATC) = AFC + AVC
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Finally, the concept of marginal cost (MC) is indispensable in ana-
lyzing the behavior of producing firms. Marginal cost is the additional
cost incurred in producing one more unit of output. Since fixed costs
do not rise when output increases in the short run, marginal cost nec-
essarily equals the rise in total variable costs, when output increases
by one unit. Algebraically, we can write

MC = ATVCIAQ

Production costs for a theatrical enterprise

In this and the following chapter we use a hypothetical theatrical
enterprise as the prototype for production in the performing arts.
Assume to begin with that the enterprise in question is a commercial
venture of the sort typical in the Broadway theater. (It is shown in
Chapter 7 that the same production model is applicable as well to the
noncommercial theater and such other nonprofit enterprises as opera
and ballet companies.) The distinction between fixed and variable
costs is very clear in a theatrical enterprise. Fixed costs are the
expenses of mounting a production, what Throsby and Withers
refer to as the “setting up costs.”* These are incurred before a play
opens and are in no way affected by the length of its subsequent run.
Included among those fixed costs are items such as the cost of
scenery, costumes and props, rehearsal wages to the cast, the direc-
tor’s basic fee, stagehands’ wages, pre-opening night advertising and
publicity, theater rental, and office, legal and audit expenses. Table
6.1, using data from Moore’s study of the economics of the theater,
shows that production costs averaged $111,422 for a sample of fifteen
shows that opened on Broadway during the season of 1960-61. Such
costs are paid in advance of opening night by the producer, investing
his or her own capital as well as funds obtained from other “backers”
who become partners in the venture.

In a theatrical enterprise variable costs are the operating expenses
of the show, which begin on opening night and continue at more or
less the same rate for each performance. As Table 6.1 shows, the most
important of these costs are salaries of actors and stage and company
managers, wages of stagehands and technical crew, and expenses for

3. Ibid., p. 13.
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Table 6.1 Average production and operating costs on Broadway,
1960-1961*

Production costs

Category (pre-opening) Weekly operating costs
Scenery, props and costumes, including

designers $45,135 —
Advertising and publicity 14,906 3,050
Actors’ salaries 6,661 7,297
Crew and stagehands 5,865 1,268
Electrical and sound 5,661 —
Directors’ fees 5,172 573
Stage and company managers 4,587 974
Legal and audit 3,481 NA
Office 1,844 NA
Theater rent or share 2,205 7,639°
Authors’ royalties — 2,334
Total $111,422¢ $27,309¢

Source: Thomas Gale Moore, The Economics of the American Theater (Durham, N.C.:
Duke University Press, 1968), tables I11-2 and III-3.

¢ Sample of fifteen plays and musicals.

® Based on a percentage of box office gross receipts.

¢ Includes costs not itemized.

advertising and publicity. On Broadway the share going to the owner
of the theater and the royalties paid the author are calculated as per-
centages of gross box office receipts. This places them on a somewhat
different footing from the previously listed variable costs, which do
not depend on receipts, but for practical purposes they can also be
regarded as operating expenses. In Moore’s 1960-61 sample, Broad-
way operating costs, including the shares going to the author and the
theater, averaged $27,309 per week, or $3,414 for each of eight per-
formances. The hope of theatrical investors is that box office receipts
will be more than sufficient to cover these operating costs as the play
runs, providing a surplus sufficient not only to pay back their invest-
ment but also to yield a profit.

How unit cost varies with output

To analyze the output and pricing decisions of performing arts firms
(as we do in Chapter 7), it is necessary to show how their unit costs
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Unit Cost ($)

ATC
AVC =MC

\AFC

Performances (length of run)

Figure 6.1. Performing arts costs and output.

vary with the level of output. Following the conventional approach
of microeconomic theory, we do this by plotting “cost curves” on a
diagram that shows unit costs on the vertical axis and quantity of
output on the horizontal, as in Figure 6.1. Number of performances
(which is equivalent to “length of run”) has been chosen as the
measure of output quantity, since, as already argued, that is the unit
of quantity to which the important category of variable costs is most
directly related. It is important to note that in this analysis input
prices are assumed constant. The variation of unit cost with output
arises from forces inherent to the production process rather than
from changes in wage rates or materials prices.

Curves showing average fixed cost, average variable cost, and
average total cost are displayed in Figure 6.1. The AFC curve falls
sharply over an initial range of outputs but appears almost to level
off as number of performances (i.e., length of run) reaches a high
level. The character of this curve is mathematically determined by
the fact that AFC = TFC/Q, and the numerator, TFC, is a constant.
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Therefore, when Q first increases beyond zero, the value of the quo-
tient TFC/Q declines very rapidly. For example, suppose TFC = 60.
Then as Q increases from 1 to 2 to 3, AFC falls from 60 to 30 to 20.
But when Q is already large, further increases reduce the value of the
quotient only a little. For example, as Q goes from 40 to 41 to 42, AFC
declines only from 1.50 to 1.46 to 1.43. In fact, the AFC curve neces-
sarily takes the form of a rectangular hyperbola, a geometric figure
for which the product of the values on the two axes equals a constant.
In this instance, since by definition AFC = TFC/Q, it is also the case
that AFC x Q = TFC. What are the economic implications of all this?
Forsaking mathematics in favor of plain common sense, the declin-
ing AFC curve simply shows the process that business people refer
to as “spreading your overhead.”

The AVC curve in Figure 6.1 is drawn as a horizontal straight line.
Its height above the quantity axis represents the average variable cost
of putting on a single performance of the given production. AVC is
constant as output (i.e., number of performances) increases because
the inputs of labor and materials required are identical for every
performance, no matter how long the show runs.

Marginal cost, it should be recalled, equals the additional variable
cost required to produce one more unit of output. But if average vari-
able cost is constant as output rises, then the additional variable cost
entailed by one more unit is always equal to the average that has been
required up to that point. Thus, when AVC is constant, MC neces-
sarily equals AVC and is also constant. Therefore, in Figure 6.1 the
AVC curve also represents MC and is so labeled.

Average total cost equals the sum of average variable cost and
average fixed cost. In Figure 6.1 the ATC curve is therefore drawn
as the sum, in the vertical direction, of AVC plus AFC. Since AVC is
parallel to the quantity axis, the ATC curve lies at a constant distance
above AFC. Like the latter, it falls sharply at first, but appears almost
to level off as quantity increases.

The arts as a special case

It is a singular feature of production in the performing arts that
average variable cost and marginal cost are constant for all outputs.
Readers familiar with the elementary principles of economics may
recall that in the usual cases of manufacturing or farm production
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analyzed in microeconomics, the short-run AVC and MC curves are
always U-shaped, and the outcome of every application turns out to
be determined by their upward-sloping right-hand branches. Why are
the conditions of production so fundamentally different in the live
performing arts? In the usual cases production is carried on under
conditions such that the law of diminishing returns applies when
the firm increases output in the short run. The law of diminishing
returns says that when variable inputs (such as labor and materials)
are applied in uniformly increasing doses to a fixed input (such as a
factory or a farm), the increments of output obtained per added dose
of inputs will eventually begin to diminish. But if the increments to
output per added unit of input diminish, then the unit cost of addi-
tional output, which we have defined as marginal cost, must be rising,
and if marginal cost is increasing then average variable cost must be
also. Hence, the MC and AVC curves eventually turn upward because
of diminishing returns in production. In the performing arts, however,
production is organized in such a way that the law of diminishing
returns does not come into play. Each performance is a repetition of
the same “production process” as the previous one. Output of the firm
increases because we measure output by performances, but inputs are
used over and over again in the same proportions as before. Thus, the
conditions under which diminishing returns would occur are simply
not present.

SUMMARY

This chapter has extended the economic analysis of production and
cost to the performing arts. Despite measurement difficulties, the arts
seem to lend themselves well to this adaptation. In the next chapter
we examine the economic behavior of firms in the live performing
arts. A distinction is drawn between profit-maximizing firms, such as
producers for the Broadway theater, and firms organized on a not-
for-profit basis, such as the typical resident theater company outside
of New York City. We show that for both types of arts producers, the
cost concepts and cost curves developed in this chapter play a crucial
role in the explanation of behavior.



7 Firms and markets in the
performing arts

In this chapter we investigate the economic choices — especially the
price-output choices — made by performing arts firms. These choices
are largely determined by the following factors:

1. The level and character of consumer demand for the firm’s
output

The method and cost of producing that output

The type of market in which the firm operates

The firm’s artistic and financial objectives

The availability of government subsidies or of private dona-
tional support

Nk w N

Consumer demand was analyzed in Chapters 4 and 5 and production
and cost in Chapter 6. We begin this chapter with a discussion of
market types and how they influence the behavior of performing arts
firms.

TYPES OF MARKETS

Conventional economic analysis recognizes four types of market
structure, distinguished from one another by the size and number of
suppliers and by whether the goods sold are homogeneous or dif-
ferentiated. Homogeneous goods are products such as wheat, steel,
or potatoes, which are graded and standardized so effectively that
buyers do not care which supplier they deal with for any given grade.
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P roducts are said to be differentiated if the unique features of style,
quality, design, or brand name are sufficient to convince buyers that
sellers are not offering virtually identical goods. Examples of differ-
entiated products are automobiles, magazines, toothpastes, and the-
atrical productions.

Perfect competition

P erfect competition exists when there is a large number of sellers of
a homogeneous product, and no one seller is large enough in relation
to the size of the market to influence the market price. When these
conditions exist, suppliers treat market prices as given and concen-
trate on deciding how much to produce at those prices. Agriculture,
which has both homogeneous products and large numbers of sellers,
would come closer to being perfectly competitive than any other
industry were it not for the pervasive influence of government farm
policy in setting prices and regulating output.

The analysis of perfectly competitive markets occupies an impor-
tant place in economics because even though few, if any, such markets
exist, the price-quantity outcome under perfect competition is
theoretically clear. It is also optimal in the sense that, as a result of
competitive pressures, goods will be produced to satisfy consumer
preferences at the least possible economic cost. Hence, perfect
competition provides a very useful theoretical benchmark with which
to compare outcomes in other types of markets. (See further discus-
sion in Chapter 11.) No market in the performing arts, however,
comes close to being perfectly competitive. First, the number of
sellers is never large enough. Second, the goods sold are differenti-
ated, rather than homogeneous, even when the same work of art is
being produced. Lovers of classical music will not agree that one
performance of a Beethoven symphony is just like another, much less
that a Beethoven symphony is interchangeable with one by
Shostakovich.

Pure monopoly

At the opposite pole from perfect competition is pure monopoly,
where there is only one seller of the good in question. If public reg-
ulation does not interfere (as it sometimes does), the firm is free to
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choose the price-quantity combination along the demand curve
for its product that best satisfies its objectives. It should be noted,
however, that a monopolist cannot force anyone to buy at high prices.
Whatever price the firm chooses, the demand curve dictates the quan-
tity that can be sold. P erforming arts firms are sometimes monopo-
lists within a predominantly local market. The price-output choices
they make, however, will depend on whether they are in the com-
mercial sector, in which case they will be seeking to maximize profit,
or in the not-for-profit sector, in which case their motivation will be
more complex. We examine both cases in this chapter.

Monopolistic competition

Just as its name suggests, monopolistic competition is a type of
market structure that blends elements of monopoly with elements of
competition. Typically, the industry contains a moderate to large
number of sellers, whose products are differentiated rather than
homogeneous. Book publishing, shoe and apparel manufacturing, and
automotive repair are examples. In each of these industries there is
competition because a large number of firms are selling goods or
services that are close substitutes for one another. But there is an
element of monopoly, as well, insofar as each firm has a monopoly
over its own brand, type, quality, or design. However, it is a crucial
characteristic of monopolistic competition that there are enough
sellers so that each assumes its pricing decisions will not provoke
a reaction from the others. Firms are, in others words, “price
independent.”

Among individual sectors of the performing arts industry, the
Broadway theater can be accurately described as monopolistically
competitive. Thirty or more plays and musicals open during a single
season and certainly compete with each other for an audience. Yet
each company clearly has a monopoly over its own show and sets
prices on the assumption that its own policies will not provoke a
response from competitors. If we adopt a broader definition, under
which all the live performing arts make up a single industry, then the
industry itself, in most large cities, is monopolistically competitive:
The opera company, the symphony orchestra, the dance groups, and
the resident theater companies compete with each other by offering
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products that are unique, and yet closely substitutable as forms of
artistic entertainment.

Oligopoly

The final major type of market structure is oligopoly. Its basic char-
acteristic is that a few very large firms, anywhere from, say, two to
fifteen, dominate the market. A larger number of very small firms
may be present, as well. The product of an oligopolistic industry may
be either homogeneous — as, for example, with steel, cement, and
petroleum products — or heterogeneous — as in the case of automo-
biles, airplanes, and household appliances. It is an essential feature of
oligopoly that the number of major firms is small enough so that each
assumes that the others will respond in some way to its own pricing
decisions and, therefore, makes its decisions taking the probable
responses to them into account. For example, if one of the big three
U.S. auto makers — GM, Ford, or Chrysler — decides to reduce prices
in order to boost sales, it certainly anticipates that the others will
somehow respond, and its decision allows for that response. In other
words, these firms, unlike monopolistic competitors, are “price
interdependent.”

The performing arts market in some cities may appear to have the
characteristics of oligopoly since a few large institutions, say, a sym-
phony orchestra, an opera company, and one or two resident theaters,
may dominate the scene. Nevertheless, the oligopoly analysis does not
apply because performing arts firms other than the Broadway theater
are usually operated as nonprofit enterprises and therefore do not
become involved in the competitive pricing strategies typical of
oligopolies operating in large national markets.

ARTISTIC AND FINANCIAL OBJECTIVES

The objectives or goals of performing arts firms depend on whether
they are in the commercial or the not-for-profit sector of the econ-
omy. If the former, it can be assumed that like other commercial
enterprises, their objective is to maximize profits. The price and pro-
duction policies that this implies are described below in this chapter.
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The motivation of firms in the not-for-profit sector, as Throsby and
Withers suggest, is best understood by separating the dimensions of
quality and quantity.! Each performing arts institution chooses for
itself some portion of the universe of art and some mixture of tradi-
tion and innovation. Within that realm it tries to offer performances
that satisfy its own standards of excellence. Thus, its quality objectives
can be thought of as embodied in its choice of repertoire and stan-
dard of performance.

We argued in Chapter 6 that because of the way production is
organized in the live performing arts, the firm does not run into
diminishing returns in production. It does seem likely, however, that
a form of diminishing returns is encountered when the firm seeks to
attain the desired standard of quality in its productions. For example,
choosing inputs so as to produce a desired level of quality as eco-
nomically as possible is analogous to the problem the conventional
manufacturing firm faces in trying to produce a given level of output
at the lowest possible cost. The solution for the manufacturer is to
use inputs in such proportions that at the margin each contributes the
same quantity of output per dollar of expenditure on it. (See any text-
book of microeconomic theory for a full explanation.) In the case
of a performing arts firm establishing a level of quality, the solution
is to choose inputs in such proportions that each contributes at the
margin the same boost to quality per dollar of expenditure. For
example, a theatrical firm would try to arrange its budget so that an
additional hundred dollars spent on scenery would yield the same
increment to quality as an additional hundred spent on costumes
or on hiring better actors. Diminishing returns plays a part in this
process because using more of any one input (scenery, costumes,
actors), while holding the others constant, does seem likely to yield
diminishing increments to quality.

Of course, quality is usually a subjective matter, and we are not
suggesting that it can be measured in quantitative units. What we are
suggesting is that rational decision making about quality requires that
the firm’s directors, using their best judgment, behave as if they could
SO measure it.

As for the quantitative goal, Throsby and Withers point out that
performing arts firms in the nonprofit sector try “to make their

1. C. D. Throsby and G. A. Withers, The Economics of the Performing Arts (New York:
St. Martin’s, 1979), p. 14.
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product available to as large an audience as possible. P ractitioners
...tend to have a crusading spirit about their profession, and the
larger the audience that can be attracted the happier they are.” This
attitude is easy to explain. The performer would obviously rather play
to full houses than to empty ones. In addition, the members of the
organization typically share a belief that art “is intrinsically good and
socially necessary” and should therefore be displayed before the
widest possible audience.’

Even the most crusading entrepreneurs for the arts, however,
cannot ignore economic realities. Their qualitative and quantitative
goals are therefore pursued subject to the constraint that if the enter-
prise is to survive, its revenues must, in the long run, cover its costs.
Combining the quantitative and qualitative objectives and the con-
straint of a balanced budget, Throsby and Withers conclude that the
motivation of a performing arts enterprise in the nonprofit sector
can be described as follows: Over an appropriate period of time, the
firm tries to maximize attendance, while presenting a repertoire that
meets its own quality standards, subject to the constraint that rev-
enues from the box office plus other sources must be sufficient to
cover costs.’ The possible other sources of revenue are primarily gov-
ernment subsidies and (especially in the United States) private char-
itable donations. As will become clear below, this formulation leads
to clear predictions about pricing policies of arts enterprises both
with and without outside support.*

A MODEL OF THE FIRM IN THE LIVE
PERFORMANCE ARTS

Figure 7.1 depicts the demand and cost situation facing a firm in the
live performing arts. The diagram reproduces the average total cost
and marginal cost curves already explained in Chapter 6. Average
fixed cost is not shown separately. Because AFC = ATC — AVC it can
be read from the diagram as the vertical distance between those two
curves. In Figure 6.1 the cost curves were drawn with number of per-
formances as the measure of quantity on the horizontal axis. In Figure

2. Ibid., pp. 14-15. 3. Ibid,, p. 15.
4. The analysis that follows is based, with some modifications, on the model developed in
ibid., pp. 15-25.
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Figure 7.1. P rice and output determination for a theatrical enterprise.

7.1 the number of performances is multiplied by the capacity of the
house. Thus, the horizontal axis now measures quantity as the number
of seats available for sale, increasing in the rightward direction as the
number of performances increases. For example, if the house contains
1,000 seats, one performance = 1,000 seats, five performances = 5,000
seats, and so on. Costs, therefore, are now measured per available seat
rather than per performance. This does not affect the shapes of the
curves, only their height, as measured in dollars, on the vertical axis.
The advantage of calibrating quantity this way is that since consumer
demand is expressed in price per seat, it allows us to plot the demand
and marginal revenue curves on the same diagram as the cost curves.
These are shown as D and MR in Figure 7.1. (The concept of mar-
ginal revenue is explained above in Chapter 5.)

A demand curve for tickets, it should be noted, shows number of
seats sold at any given price. To argue that the number of seats sold
equals seats available for sale and can be converted into number of
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performances at a fixed ratio, we require the additional assumption
that the house is sold out for every performance (at any rate, up to
the last one). That assumption may seem unrealistic, but without it
the length of the run would be indeterminate in the model depicted
in Figure 7.1. With it the quantity scale can be thought of as measur-
ing number of performances, length of run, or total attendance.

Throsby and Withers adopted a different strategy. They elected to
use as a quantity measure the actual number of seats sold over the
life of a given production. That has the advantage of dispensing with
the assumption of a constantly sold-out house. In fact, Throsby and
Withers assume, not implausibly, that attendance per performance
will fall off toward the end of the run, so that if cost per performance
is constant, cost per seat sold will rise. That gives them a marginal
cost curve that rises toward its right end as marginal cost curves do
in the cases of manufacturing or agricultural firms, instead of remain-
ing horizontal, as in Figures 6.1 and 7.1.° But that upward slope, it
should be noted, results not from diminishing returns in production,
as in the conventional case, but from production conditions modified
by factors arising on the demand side. Thus, their model makes unit
cost depend on the conditions of demand as well as supply, which vio-
lates the usual practice in microeconomic analysis of formulating
independent explanations for supply and demand. We have chosen
available seats, rather than seats sold, as the unit of output to avoid
the melding of supply and demand factors and to maintain simplic-
ity and clarity in the analysis.’

Price, output, and profit in the commercial theater

Let us assume to begin with that the firm in question is producing a
play for the Broadway theater. The firm’s objective is to maximize
profits by finding the best price-output combination for this produc-
tion, where “output” equals number of seats sold but also length of
run. The possible combinations are those that lie along the demand

5. See ibid., p. 17; and C. D. Throsby, “P roduction and Cost Relationships in the Supply of
P erforming Arts Services,” in K. A. Tucker, ed.Economics of the Australian Service
Sector (London: CroomHelm, 1977), pp. 414-32, cited at 418, 425.

6. See objections to Throsby and Withers’s procedure in Mark Lange, James Bullard,
William Luksetich, and P hilip Jacobs, “Cost Functions for Symphony Orchestras,”
Journal of Cultural Economics 9, no. 2 (December 1985): 71-85, cited at 73-74.
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curve for the firm’s play. Which will be the most profitable? The
answer is that the firm should choose the price at which the last unit
sold just adds as much to revenue as it costs to produce. In technical
terms, that means output should be carried to the point where the
marginal revenue obtained from selling one more seat just equals the
marginal cost of providing a performance for one more attendee. In
Figure 7.1, MR intersects MC at point G when Q; seats are sold. We
can see that this is the profit-maximizing output by reasoning as
follows: To the left of G, MR lies above MC, indicating that additional
sales would add more to revenue than to cost, thus boosting profits;
to the right of G, MC lies above MR, so that additional sales would
add more to cost than to revenue, thereby reducing profits. P rofits
are therefore greatest at point G. Moving vertically up to the demand
curve from G, we see that Q; seats can be sold at a price of Py, as
indicated by point E. The profit-maximizing price and quantity for
this production are therefore P, and Q.

At output Oy, the average total cost per seat is ATC|, as indicated
at point H. P rofit per seat is thereford — ATC;, and aggregate profit
is (P, — ATC))Q,, or the area of the rectangle P{\EHATC,. We can
describe the play depicted in Figure 7.1 as “a hit.” The public’s desire
for tickets is strong enough that the demand curve lies considerably
above the ATC curve for a range of possible outputs, and the play is
able to earn back its costs plus a profit. If interest in the play had
been so weak that the demand curve lay below the ATC curve at all
price-output combinations, we would have to call the play “a flop,”
for there would be no price at which the producer could sell enough
seats to break even, let alone earn a profit.

The performing arts are an example of what economists call a
decreasing cost industry. Cost per seat falls continuously as output is
extended through time because the fixed costs of mounting a pro-
duction are spread over a larger and larger number of performances.
Consequently, in the commercial sector, the longer the run, the
greater the financial success. (As we see in the next section, an anal-
ogous version of success applies in the not-for-profit sector.)

Our analysis of a Broadway production using Figure 7.1 has
implied that the play would close after the number of performances
is equivalent to (, available seats. That conclusion, however, is based
on the assumption that a single price (or, more realistically, a single
range of prices) must be charged throughout the play’s run. In fact,
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it may be profitable for the producer to extend the run beyond Q, by
lowering prices. By the time Q) is reached with ticket prices at P;, the
production has recovered its fixed costs plus a profit. The additional
cost of further output is only MC;. If the producer can sell additional
seats by reducing the price below P;, while keeping it still above MCj,
it will pay to do so. The run can be profitably extended by the sale of
“twofers” or by other off-price arrangements. This is a form of price
discrimination through time. Like other forms of price discrimination
(e.g., charging different fares for first-class and economy-class seats
on airlines), it is a way of increasing the firm’s profits by charging dif-
ferent prices to customers whose demands differ.

Price and output in the nonprofit sector

Figure 7.1 can also be used to analyze the price-output decisions in
the nonprofit sector. Assume initially that the production previously
described as a commercial enterprise is now mounted instead by a
not-for-profit theater company. The company’s objective, as already
argued, is to maximize attendance, at productions of suitable quality,
subject to the constraint of balancing its budget. If no subsidies or
private donations are available, it will try to produce the quantity of
output at which price just covers average total cost. The demand and
average total cost curves intersect at point F, indicating that the
optimum price and quantity are P, and Q,. Comparing this outcome
with the result when the same play is produced commercially, we see
that ticket price is lower and total attendance (or length of run)
greater under a not-for-profit organization.’

It is unrealistic, however, when analyzing the nonprofit sector, to
frame the analysis in terms of single productions. Most nonprofit
performing arts companies put together a repertory of events each
season. A resident theater group may mount four plays, an opera
company two or three operas, a classical dance company half a dozen
short- to medium-length ballets, combined into several evening-
length performances. The model depicted in Figure 7.1 can handle
this complication quite realistically. The quantity scale, total seats

7. However, see objections to this conclusion in Edwin G. West, “Nonprofit versus P rofit
Firms in the P erforming ArtsJournal of Cultural Economics 11,n0.2 (December 1987):
37-47, and the response by James Heilbrun, “Nonprofit versus P rofit-Making Firms: A
Comment,” Journal of Cultural Economics 12, no. 2 (December 1988): 87-92.
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sold, now measures “length of season” rather than length of run, since
the productions do not have individual “runs.” Instead of applying
to individual productions, the cost curves now refer to aggregates
for the chosen repertory. Thus, total fixed costs are the aggregate
production costs (i.e., setting-up costs) for the season. AFC declines
because TFC/Q decreases as the season (Q) grows longer. AVC and
MC now refer to the operating cost per production averaged over the
season’s repertory and are constant, as before.

Subscription sales now account for an important fraction of all
admissions to nonprofit performing arts programs. Thus, it also makes
good sense to draw a single demand curve (as we have done in Figure
7.1) that applies to the aggregate repertory rather than to think in
terms of separate demands for individual productions.

Increased popularity for the offerings of a company over succes-
sive seasons would show up as a shift of the demand curve to the
right. Assuming that the cost curves do not shift, the intersection of
D and ATC would also occur further to the right. The increased
quantity of tickets sold would indicate a longer season for the
company.

For performing arts groups trying to establish themselves as
permanent institutions, longer seasons are taken as an important
sign of success. Imagine how difficult a professional career is for a
musician or ballet dancer whose company guarantees only fifteen or
twenty weeks’ work over a whole year. Longer seasons strengthen
a company immeasurably, both by augmenting performers’ incomes
and by giving them a greater opportunity to develop their skills.
Undoubtedly, longer seasons also make it easier to retain top-notch
performers and to design high-quality productions.

PRODUCTION COSTS IN THE LONG RUN

In analyzing production costs, economists draw a useful distinction
between the long run and the short run. Up to this point our analy-
sis of production and cost has dealt only with the latter, which is
defined as a period short enough so that one or more factors of pro-
duction are effectively fixed in quantity. In the case of manufacturing
— the conventional example dealt with in microeconomics — the fixed
factor is plant and equipment. The short run is the period in which



Firms and markets in the performing arts 127

the manufacturer has to decide how much output to produce, and at
what prices, from the firm’s existing plant. The long run is defined as
a period long enough so that a/l factors of production become vari-
able. In the manufacturing case, that means a period long enough so
that the firm could plan to build one or more new plants, discard old
ones, or even go into a new line of business.

What are the analogous definitions in the live performing arts?
In the case of plays offered in the commercial theater, the short run
is the life of a single production. Over that period the play’s pro-
duction costs, comprising all expenses that were committed before
opening night, are a fixed cost. The producer’s decisions are limited
to deciding how long the play should run and at what ticket prices.
The long run in the commercial theater is a period over which
the producer can contemplate mounting additional plays or musicals,
different in type, larger or smaller in scale, in the same or other
venues.

We argued that it is unrealistic to think in terms of single produc-
tions in the not-for-profit sector, since most companies put on a
season or repertory of productions each year. This logic applies
equally well to theater, opera, ballet and modern dance, and sym-
phony concerts. Accordingly, the short run for the nonprofit per-
forming arts organization is best defined not as the run of a single
production, but as the length of one season. The season is the plan-
ning unit. The individual productions are conceived not singly but as
a package, complementary to one another. While it may sometimes
be possible to change course in midseason, that is rarely done. Thus,
the production costs for a given season are essentially fixed once the
season begins, which gives “the season” its economic character of
being “the short run.” The long run is then a period longer than a
single season. In the long run, management can contemplate putting
on more or less elaborate productions, a longer or shorter season,
a season comprising a larger or smaller number of individual
productions, or it can move to a different venue or even go out of
business.

One of the most interesting questions that can be asked about any
production process is, How do costs per unit of output behave when
the scale of production increases? By scale, economists mean the size
of the producing enterprise, with size measured by physical output
when plant and equipment are operated at designed capacity. If we
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plot scale on the horizontal axis and average unit cost on the verti-
cal, we generate the firm’s long-run average cost curve. So another
way of putting the preceding question would be, What is the shape
of the firm’s long-run average cost curve?

The question is interesting in part because there is no a priori
answer; each industry has to be investigated empirically. Three pos-
sible long-run cost patterns are denoted as follows: economies of
scale, if unit cost falls as the scale of output increases; constant returns
to scale, if unit cost is unchanged; diseconomies of scale, if unit cost
rises. In most cases the outcome will be some combination of these
tendencies. In manufacturing, for example, firms in most industries
enjoy economies of scale up to some minimum efficient size, after
which there is a broad range of output marked by constant returns
to scale. At very large scales, diseconomies may set in. Evidence on
this last point, however, is hard to come by. Indeed, in a competitive
world we would not expect to find many firms that had expanded into
a range where unit costs were increasing, since such behavior would
be self-destructive.

Economies of scale in the live peforming arts

Since the season is the planning unit for most nonprofit performing
arts enterprises, length of season, as measured by number of perfor-
mances — or, for symphony orchestras, the number of concerts —is the
appropriate indicator of scale for studying the behavior of costs in
the long run. (This is analogous to the use of plant size as the measure
of scale in the manufacturing case.)

The existence of economies of scale in the live performing arts has
been confirmed empirically a number of times. Baumol and Bowen,
probably the earliest to do an empirical study, found that for most
of the eleven symphony orchestras in their sample, cost per concert
fell significantly as the number of concerts per year increased. In
the typical case, unit cost did not decline over the entire range of
outputs. Rather, it reached a minimum at a point that varied across
orchestras at somewhere from 90 to 150 concerts per year and then
leveled off.®

8. William J. Baumol and William G. Bowen, Performing Arts: The Economic Dilemma
(New York: Twentieth Century Fund, 1966), pp. 201-7, 479-81.
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The authors speculated that the observed economies of scale prob-
ably arose from two sources. Most important would be the fact that
up to some point an orchestra can play more concerts without invest-
ing in more rehearsal time. For example, if it sells subscriptions
in three series (say, Thursday evenings, Friday evenings, and Sunday
afternoons), it can perform the same music three times a week. If
demand picks up to the point where a fourth series is justified, it
can play the same music a fourth time without additional rehearsal
expense. A second source of economies of scale (probably less
important) is the fact that the administrative expense of running the
orchestra need not increase with each increase in the number of con-
certs performed. Thus, “overhead” can be spread over more output,
reducing the level of average fixed cost per concert as the season
lengthens.

Savings analogous to both economies of scale should be available
to producers of theatrical repertory, opera, ballet, or other kinds of
dance. Hence, we would expect to find economies of scale operating
in all kinds of live performance art. Steven Globerman and Sam H.
Book, using a somewhat different methodology than Baumol and
Bowen, studied a sample of Canadian symphony orchestras and
theater companies. They confirmed the existence of economies of
scale in orchestra performance up to a level of about 115 perfor-
mances per year. For theater companies they found that economies
of scale extended much farther: “minimum cost per performance . . .
was obtained at approximately 210 performances.”® They surmised
that the greater economies of scale available to theater groups
reflected higher fixed costs per production in theatrical activity, as
compared with symphony concerts.

Finally, in 1985 Mark Lange and his coauthors, using a much larger
data set than Baumol and Bowen and a different econometric tech-
nique, also confirmed the existence of economies of scale for sym-
phony orchestras.'’ They found that average cost per concert declined
as output rose from one to 65 concerts per year, was constant over
the wide range between 67 and 177 concerts, and rose sharply at
higher outputs. The authors speculated that greater commitments to
touring or special events, or other differences in the type or quality

9. Steven Globerman and Sam H. Book, “Statistical Cost Functions for P erforming Arts
Organizations,” Southern Economic Journal 40,n0.4 (April 1974): 66871, cited at 671.
10. Lange et al., “Cost Functions for Symphony Orchestras,” pp. 71-85.
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of output, might explain the higher unit costs encountered by orches-
tras giving the most concerts per year, but they were unable to
confirm that statistically.

THE EFFECTS OF DONATIONS AND GRANTS

Firms in the commercial sector of the live performing arts do not
receive government grants and are not eligible to accept tax-
deductible charitable donations. Consequently, they rise or fall on
their ability to sell tickets at the box office or (very rarely) to sell
movie or other ancillary rights to their artistic properties. Nonprofit
firms, on the other hand, do sometimes receive public funds and are
also eligible to accept tax-deductible private donations. In fact, the
principal reason they are organized on a not-for-profit basis is to
become eligible for such tax-deductible private support. A survey of
the finances of 166 nonprofit performing arts institutions by the Ford
Foundation revealed that charitable contributions by individuals,
business firms, and foundations accounted for 35 to 38 percent of
total operating income in the years from 1965 to 1971." Indeed,
such support is so important in the United States that we devote most
of Chapter 12 to it.

Grants-in-aid from the federal government, through the National
Endowment for the Arts, and from state and local governments,
through their arts councils, are also significant in the budgets of non-
profit firms. The arguments for and against public subsidies are care-
fully weighed in Chapter 11. This is the appropriate point, however,
at which to examine the probable effects of both private donations
and government grants on the price-output decisions of nonprofit
performing arts producers.

Donations and grants may be given either with conditions attached
that specify how they must be spent or as unrestricted contributions
that can be used in whatever way the recipient chooses. Since aid to
nonprofit performing arts institutions usually takes the unrestricted
form, we assume it in the following analysis."”

11. The Finances of the Performing Arts,vol. 1 (New York: Ford Foundation, 1974), appen-
dix C, table 4.

12. Throsby and Withers, The Economics of the Performing Arts, analyze the effects of
additional types of subsidy at pp. 22-25.
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Figure 7.2. Effect of a subsidy on price and output: a nonprofit
performing arts firm.

Once the objective of nonprofit firms in the performing arts is
understood, the probable effect of grants and donations on their
price-output choices becomes clear. We have argued that their objec-
tive is to maximize attendance, while presenting a repertoire that
meets self-imposed quality standards and is subject to the require-
ment of a balanced budget. Assume initially that the quality of the
chosen repertoire is not affected by the availability of donations or
grants. In that case, the effect of such contributions will be to allow
the firm to reduce ticket prices and thus expand attendance. This
result is illustrated in Figure 7.2, in which the demand and average
total cost curves are carried over from Figure 7.1. (The marginal
revenue and marginal cost curves have been omitted, since they are
irrelevant when profit maximization is not the objective.) In the
absence of donations or subsidies, the firm operates at point F. O,
tickets are sold at a price of P,, which just covers average total cost.
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When contributed income becomes available, prices can be set below
the level of cost, by an amount that reflects the available subsidy. In
this instance they are reduced to P; (at point K) and attendance rises
to Os. The average total cost per seat at output Q; is ATC;, as indi-
cated by point J. There is now a deficit per seat of ATC; — P;. The
aggregate deficit of Q; x (ATC — P5) is indicated by the shaded rec-
tangle and, if the firm’s financial forecasts are accurate, just equals
the amount of contributed income that is available. The diagram has
been drawn so that contributed income covers 40 percent of total
expense, approximately the proportion that obtained in the per-
forming arts during the 1980s."

It may be too restrictive, however, to assume that the quality of
output established by a nonprofit performing arts firm is unaffected
by the availability of contributed income. Although dollars can be
wasted in the arts as elsewhere, it is nevertheless true that higher
quality performances and productions generally cost more to put on.
Consequently, it is likely that some firms will try to improve the
quality of their productions or will choose a higher quality repertoire
when financial aid is available to help cover the higher cost.* Indeed,
donations and grants are sometimes given expressly for the purpose
of improving performance or production quality. If the beneficiary
responds to that stimulus by raising quality, the average total cost
curve shown in Figure 7.2 would shift upward when donations or
grants become available. Assuming demand to be unaffected by the
change in quality, the decline in ticket prices and the rise in atten-
dance would then be less than depicted in Figure 7.2. If, however, the
demand curve were to shift upward in response to higher quality,
there would be an additional impetus both to greater attendance and
to higher prices. In either case, at the end of the process in which
quality was adjusted, we would expect prices to be lower and quality
and attendance higher than they would have been in the absence of
contributed income.

It has already been pointed out that donations are nowadays an
important source of income to nonprofit performing arts groups.
Henry Hansmann notes that a large fraction of the donations

13. See, e.g., the data on thirty-two major U.S. dance companies in 1984 in Dick Netzer,
“Dance in New York: Market and Subsidy Changes,” American Economic Review 76,
no. 2 (May 1986): 15-19, cited at table 1, p. 17.

14. Throsby and Withers, The Economics of the Performing Arts, pp. 23-24.



Firms and markets in the performing arts 133

received from individuals appears to come “from people who actually
attend the groups’ performances.” The willingness of these donors to
contribute is likely to be inversely related to ticket prices. Conse-
quently, he argues for (and develops) a theory of behavior in which
the nonprofit firm explicitly takes into account the effect of its ticket
prices on donations.”” He considers various possible objectives for the
firm, among which the goal of maximizing aggregate revenue from
ticket sales and donations is only one. Needless to say, his theory is
far more complex than the one that has been presented in this
chapter.

INSTITUTIONAL SIZE, MARKET STRUCTURE,
AND INNOVATION

Although donations and grants are sometimes given for the purpose
of underwriting new productions or raising the general level of
quality attained by performing arts companies, they may indirectly
exert an opposite influence as well. P aul J. DiMaggio points out
that contributed income, especially when it is given in the form of
“challenge grants,” is usually associated with institutional growth.'
The receiving organization is encouraged not only to seek “match-
ing” funds, but also to add administrative staff assigned to devel-
opment, marketing, and financial administration. Sometimes
contributions are earmarked for acquisition of a larger hall in which
to perform. The inevitable result of such growth is a large increase in
overhead costs, and that may, in subtle ways, affect artistic policy.

It has often been noticed that as institutions grow they become
more conservative. The very phrase “the establishment” connotes
conformity, inflexibility, an unwillingness to take risks. In a study
of the repertories of U.S. nonprofit theaters, P aul DiMaggio and
Kristen Stenberg tested the hypothesis that institutional size is posi-
tively related to conformity or, to put it the other way, negatively

15. Henry Hansmann, “Nonprofit Enterprise in the P erforming Arts,” in P aul J.
DiMaggio, ed., Nonprofit Enterprise in the Arts (New York: Oxford University P ress,
1986), pp. 17-40.

16. P aul J. DiMaggio, “The Nonprofit Instrument and the Influence of the Marketplace on
P olicies in the Arts,” in W. McNeil Lowry, ed.The Arts and Public Policy in the United
States (Englewood Cliffs, N.J.: P rentice-Hall, for the American Assembly of Columbia
University, 1984), pp. 57-99, cited at 70.
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associated with innovation and risk taking.'” They obtained data on
the more than 150 nonprofit drama companies that were members of
the Theatre Communications Group in the 1977-78 and 1978-79
seasons. Included were almost all of the large resident (or “regional”)
U.S. theaters. DiMaggio and Stenberg measured conformity/noncon-
formity by means of an index equal to the average number of times
that each play in a given theater’s repertory was produced by all the-
aters in the study group over the two seasons. If a given theater had
a score of 1, that meant no other company produced any of the same
plays. On the other hand, a score of 4 meant that, on average, three
other theaters in the group also produced each play in the given
company’s repertory. The higher the index, the more conformist (i.e.,
the less innovative) was the given company’s repertory. DiMaggio
and Stenberg’s results show clearly that, outside of New York City,
conformity of repertory increases both with institutional size, as mea-
sured by the operating budget, and with size of the company’s
house.' In other words, holding other variables constant, the larger
its budget and the more seats it has to fill by appeal to the market,
the less innovative a company is likely to be. It is hard to avoid the
conclusion that theatrical groups (and probably other performing arts
institutions, as well) grow less creative as they become more suc-
cessful, at least as success is measured in the marketplace. Thus, grants
and donations, to the extent that they contribute to “success,” may
indirectly create burdens that limit creativity.

Competition encourages artistic innovation

But there is a second part to this story, leading to a more optimistic
conclusion. For nonprofit theaters in New York City, DiMaggio and
Stenberg obtained very different results. First, the average index of
conformity was much lower in New York than elsewhere. Second,
size of house has no effect on conformity in New York, and the effect
of budget size on conformity is much weaker than elsewhere. The
authors conclude that the much higher level of innovation found on
the New York stage is attributable in part to the intense competition

17. P aul DiMaggio and Kristen Stenberg, “Why Do Some Theatres Innovate More Than
Others? An Empirical Analysis,” Poetics 14 (1985): 107-22.
18. Ibid., pp. 115-18.
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between nonprofit companies and the Broadway theater, so differ-
ent from the situation in smaller, less developed markets. As they put
it: “In most American cities, a single major theatre holds a vir-
tual monopoly of regular programming. In New York, competition
encourages differentiation and different theatres occupy different
niches. Because the commercial Broadway stage entertains the casual
theatregoer more lavishly than resident theatres can, the latter are
pressed towards innovation as a competitive strategy.”'’ In that situ-
ation, as DiMaggio has written elsewhere, “innovation is not a poor
market strategy.” Even though larger companies may be more con-
formist, larger markets apparently lead, by way of greater competi-
tion, to increased innovation.

These findings are encouraging because they suggest that as the
audience for the arts grows larger in any locality and the number of
local companies increases, competition will bring greater diversity,
more risk taking, and increased creativity. Thus, in the longer run
“more” may also mean “better.”

SUMMARY

In this chapter we have presented a model of the performing arts firm
— applicable alike in the fields of theater, ballet, opera, and symphony
— that predicts how firms will set ticket prices and determine the
length of run or, in the case of repertory production, length of season.
It was shown that ticket prices will tend to be lower and, therefore,
length of run longer in the nonprofit as compared with the commer-
cial sector. The model also suggests that economies of scale exist in
the live performing arts: As length of run or season increases, cost per
seat declines.

The chapter opened with a description of the four kinds of mar-
ket structure — perfect competition, oligopoly, pure monopoly, and
monopolistic competition — that according to standard economic
analysis, differentially affect firms’ price and output decisions. It was
pointed out, however, that only the last two are relevant for analysis
of the arts. The chapter closed with a summary of DiMaggio and
Stenberg’s research on the repertory of nonprofit theater companies,

19. Ibid., p. 116.



136 The microeconomics of demand and supply

which showed that market structure also has a strong effect on qual-
itative aspects of performing arts output: Where the market is larger
and therefore more competitive, as in New York City, theater com-
panies are more innovative or, in artistic terms, more creative than
are otherwise similar companies in smaller markets. The interesting
implication of this finding is that as local audiences grow larger, local
performing arts producers will probably become less risk-averse and
hence more creative.



8 Productivity lag and the financial
problem of the arts

Economists and laypersons alike understand “economic growth” to
mean growth in output per capita, in other words, the happy situa-
tion in which a society’s total production grows faster than its popu-
lation, so that more goods and services become available per person.
Only when a nation’s economy consistently produces such growth
can its citizens enjoy a steadily rising standard of living. But what can
bring this about? The answer is a rise in productivity. Assuming for
simplicity that the length of the work week and the proportion of the
population that is working remain constant as the economy grows, a
given rise in productivity, which is the name economists give to output
per work-hour, will bring about an equivalent increase in output per
capita and therefore in living standards.

During most of the twentieth century, productivity in the U.S.
economy has increased by 2 to 3 percent per year." However, the
pattern has not been uniform across industries. In particular, output
per worker has risen much faster in manufacturing than in certain
kinds of service industries such as education, nursing home care, bar-
bershops, automotive repair, gourmet food preparation, and — rele-
vant for the purposes of this chapter — the live performing arts. Such
industries are said to suffer from “productivity lag.” Diverse as their
outputs may sound, these industries have in common a single char-
acteristic that inhibits increases in output per work-hour: In each of

1. See William J. Baumol and William G. Bowen, Performing Arts: The Economic Dilemma
(New York: Twentieth Century Fund, 1966), p. 162.
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them it is difficult, perhaps impossible, to substitute machinery for
labor, and more machinery per worker is an important source of
increased productivity.

As we show in this chapter, interindustry differences in the trend of
productivity have one very important consequence: They cause related
but opposite differences in the trend of unit costs. The cost of services
in which output per work-hour increases slowly rises relative to the
cost of goods for which gains in output per work-hour are more rapid,
and the cost of services such as education or the live performing arts,
in which output per work-hour is almost unchangeable, rises most of
all. The connection between lagging productivity and rising cost in the
live performing arts was first explored by Baumol and Bowen in their
classic 1966 study, Performing Arts: The Economic Dilemma, and
the dilemma referred to in the title is the problem of financing the live
performing arts in the face of ineluctably rising unit costs.”

THE PRODUCTIVITY LAG ARGUMENT

The argument we make in this chapter, based on Baumol and
Bowen’s analysis, can be summarized as follows: Costs in the live
performing arts will rise relative to costs in the economy as a whole
because wage increases in the arts have to keep up with those in the
general economy even though productivity improvements in the arts
lag behind. It is not suggested that artists must be paid the same
hourly wage as workers in other jobs, since working conditions and
the nonmonetary satisfaction obtained from employment differ
across occupations. Rather, the argument is that all industries, includ-
ing the arts, compete to hire workers in a nationally integrated labor
market and that artists’ wages must therefore rise over time by the
same proportion as wages in the general economy to enable the arts
industry to hire the workers it needs to carry on.

In any economy there are five possible sources of growth in phys-
ical output per work-hour:

1. Increased capital per worker. If workers are provided with more
machinery, output per work-hour rises: Ten workers with two
front-loaders and two trucks can move more earth in an hour
than ten workers with one front-loader and one truck.

2. Ibid., esp. chap. 7.
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2. Improved technology. Technology can be defined as the state of
knowledge about methods of production. The introduction
of bulldozers and front-loaders to replace pickaxes and shovels,
for example, was an improvement in technology that vastly
increased output per work-hour in the earth-moving trades.

3. Increased labor skill. Obviously, if workers are more skillful they
can produce more output per hour. Skills may be improved by
either education or on-the-job training.

4. Better management. If managers develop more efficient ways of
organizing the production process, output per work-hour will
rise.

5. Economies of scale. In some production processes (there is no
rule about this) output per unit of input rises when the scale of
production increases. Automobile manufacturing is a prominent
example. Such industries are said to enjoy economies of scale
and, among other things, display increased output per work-hour
as the scale of output rises. (Economies and diseconomies of
scale are discussed above in Chapter 7.)

As one might guess from this list of causes, productivity increases
are achieved most readily in industries that make use of a lot of pro-
ductive equipment. Output per worker can then be increased either
by using more machinery or by investing in new equipment that
embodies improved technology. As a result, in the typical manufac-
turing industry the amount of labor time needed to produce a phys-
ical unit of output declines dramatically decade after decade. The live
performing arts are at the other end of the spectrum. Machinery,
equipment, and technology play only a small role and, in any case,
change very little over time.

That is not to say that technological improvements are entirely
absent. For example, stage lighting has been revolutionized by the
development of electronic controls and audience comfort greatly
enhanced by air-conditioning, which also facilitates longer seasons
and more flexible scheduling. But these improvements are not central
to the business at hand. As Baumol and Bowen point out, the condi-
tions of production themselves preclude any substantial change in
productivity because “the work of the performer is an end in itself,
not a means for the production of some good.” Since the performer’s
labor is the output — the singer singing, the dancer dancing, the pianist
playing — there is really no way to increase output per hour. It takes

3. Ibid., p. 164.
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four musicians as much playing time to perform a Beethoven string
quartet today as it did when it was first published in 1800.

Of the five sources of increased productivity cited, only economies
of scale, in this case the result of longer seasons, is really effective in
the live performing arts. With only that factor to rely on, the live
performing arts, as Baumol and Bowen emphasize, “cannot hope to
match the remarkable record of productivity growth achieved by the
economy as a whole.” As a result, cost per unit of output in the live
performing arts is fated to rise continuously relative to costs in the
economy as a whole. That, in brief, is the unavoidable consequence
of productivity lag.

On the other hand, industries in the “progressive” sector, in which
productivity rises at a substantial rate, find themselves in a very
favorable position. They can raise wages each year at the same rate
at which productivity improves without increasing their unit
labor costs at all. Hence, their prices need not rise even though their
wages do.

ALGEBRAIC EXPLANATION OF THE EFFECTS
OF PRODUCTIVITY LAG

These propositions can be supported by formal analysis. Let us define
the following terms:

w = wage per hour

opw = physical output per work-hour (productivity)

ulc = unit labor cost = w/opw

k = annual rate of increase in output per work-hour in
the general economy

Subscripts 0 and 1 will be used to indicate values in successive years,
beginning with year 0.
We make the following assumptions:
1. There is no general inflation. When we speak of cost increases

in the live performing arts we mean increases relative to a stable
general price level.

4. Ibid., p. 165.
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2. Productivity, measured by physical output per work-hour, rises
by k percent per year in the general economy.

3. Productivity does not rise at all in the live performing arts.
Therefore, productivity lag in the arts sector is k percent per
year.

4. Wages in the general economy rise at the same rate as opw does,
namely, k percent per year.

5. Wages in the arts also rise by k percent per year so that the arts
can remain competitive with other industries in the labor
market.

Given these assumptions, we can show:

a. Unit labor costs remain constant in the general economy, allow-
ing prices to remain constant even though wages are rising.

b. Unit labor costs rise in the arts sector at a rate equal to the rate
of productivity lag.

c. It follows from statements a and b that costs rise in the arts rel-
ative to those in the general economy at the same rate at which
arts sector productivity lags.

The algebraic argument is as follows:
In the general economy in year 0, we have

Wo
ulcy =
opwy
In year 1,
ulcl _ Wy _ (1+ k)WO

opw,  (1+k)opw,

But since the (1 + k) terms cancel out,

ulc, = =ulc,

OpWwo
Thus, wages in the general economy can rise at the same rate as pro-
ductivity without causing unit labor costs to increase.
In the live performing arts in year 0,

In year 1, recalling that wages increase while productivity does not,
we have
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Table 8.1 Hypothetical illustration of productivity lag

Percent change

1980 1990 1980-90
Widget industry
Output in widgets
per workhour (opw) 20 24 +20
Wage per hour (w) $10 $12 +20
Unit labor cost (ulc)
per widget = w/opw $0.50 $0.50 0
Symphony orchestra
Output, measured by
admissions per
workhour (opw)* 2 2 0
Wage per hour (w) $20 $24 +20
Unit labor cost (ulc)
per admission = w/opw $10 $12 +20

“ Size of concert hall = 1,600; concerts per week = 5; potential admissions per week = 8,000;
number of musicians = 100; musician work hours per week = 40; orchestra hours per week
= 4,000; output per work hour: admissions per week + orchestra hours per week = 8,000 +
4,000 = 2.

Wy (1 + k)WO
ulc, = =
0pW1 OpW()

Substituting ulc, for wy/opw,, we find that
ule, = (14 k)ulc,

Thus, unit labor costs in the arts sector rise by k percent per year,
which is the annual rate by which the growth of arts productivity
“lags.” Since unit labor costs are constant in the general economy, it
also follows that costs in the arts rise k£ percent per year relative to
those in the general economy.

A numerical example

If this demonstration is disturbingly abstract, is can easily be illus-
trated numerically. In Table 8.1 the upper panel shows the situa-
tion in a hypothetical manufacturing industry where productivity is
increasing. Assume that widgets are the product. Output per work-
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hour is therefore measured by widgets produced per worker per
hour. The first row shows that opw rises from 20 widgets in 1980 to
24 in 1990, an increase of 20 percent. Wages, shown in the second row,
rise at the same rate as productivity, increasing from $10 per hour in
1980 to $12 an hour in 1990. Unit labor cost, equal to wages per work-
hour divided by output per work-hour, is shown in the third row. In
1980, ulc = $10/20 widgets, or 50 cents per widget. In 1990 unit labor
cost is unchanged. Though wages have risen 20 percent, so has output
per work-hour, leaving ulc still at 50 cents per widget. Thus, wages in
a progressive industry can rise as fast as productivity without causing
any increase in costs.

The lower panel of the table shows the situation in a hypothetical
symphony orchestra, a live performing arts institution in which pro-
ductivity is stagnant. We assume the following production conditions.
The orchestra consists of 100 musicians. It plays five concerts per
week in a hall that seats 1,600. Potential admissions (the “output” of
the orchestra in productivity terms) is therefore 8,000 per week. The
musicians work a forty-hour week. Output per work-hour of the
orchestra is therefore 8,000/40, or 200 admissions. Since there are 100
musicians, output per work-hour per musician is two admissions. This
is shown as opw in the first row of the lower panel and is unchanged
from 1980 to 1990.

The second row of the lower panel shows that wages per hour for
players in the orchestra rose from $20 in 1980 to $24 in 1990, an
increase of 20 percent that matches the upward movement of wages
in the general economy. Unit labor costs for the orchestra are shown
in the third row. In 1980 hourly wages were $20 and output per work-
hour was two admissions, yielding ulc = $10 per admission. By 1990
wages had increased to $24 an hour, while opw remained at 2, so that
unit labor cost increased to $12 per admission. These hypothetical
numbers show that in the live performing arts, unit labor costs rise
over time by the same rate at which productivity gains in the arts lag
behind those in the general economy.

HISTORICAL EVIDENCE ON COSTS

The historical record strongly supports the hypothesis that be-
cause of productivity lag, unit costs in the live performing arts
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increase substantially faster than the general price level does. A great
deal of such evidence was unearthed by Baumol and Bowen.” Their
earliest cost data are for productions at the Drury Lane Theatre in
London in the eighteenth century. They compared average cost per
performance at the Drury Lane in the seasons 1771-72 through
1775-76 with costs per performance of the Royal Shakespeare
Theatre in 1963-64. In that period of almost two centuries, cost
per performance multiplied 13.6 times. Over the same period a
historical index of overall British prices shows them to have increased
only 6.2 times.® These increases can also be expressed as compound
annual rates of growth, that is, as the annual growth rate that, if
applied to the starting figure and compounded over the period in
question, would result in the indicated final magnitude. On that
measure, theatrical costs increased 1.4 percent per year while the
annual rate of increase for the general price level was only 0.9
percent.

In the United States, Baumol and Bowen put together a nearly con-
tinuous cost history for the New York Philharmonic Orchestra begin-
ning in 1843. Between that date and 1964, cost per concert rose at a
compound annual rate of 2.5 percent, while the U.S. index of whole-
sale prices rose an average of 1.0 percent per year. As Baumol and
Bowen point out, the apparently small difference between these
numbers leads to a startling divergence in costs when compounded
decade after decade: The orchestra’s cost per concert multiplied
twenty times over in 121 years, while the general price level only
quadrupled.’

For the years after World War 11, Baumol and Bowen analyzed data
on twenty-three major U.S. orchestras, three opera companies, one
dance company, and a sample of Broadway, regional, and summer
theaters. In every group, the same results showed up: Cost per per-
formance increased far more rapidly than the general price level.
Moreover, they found a pattern in the postwar experience of Britain’s
Royal Shakespeare Theatre and London’s Covent Garden (venue for
the Royal Opera and Royal Ballet) so strikingly similar to U.S.
experience that they were encouraged to speculate that the
structural problem of production in the live performing arts is one
“that knows no national boundaries.”

5. Ibid., chap.8. 6. Ibid., pp. 182-83. 7. Ibid.,p.187. 8. Ibid., p.201.
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THE CONSEQUENCES OF PRODUCTIVITY LAG,
OR, WHY WORRY ABOUT IT?

The facts of productivity lag are not in doubt. Everyone agrees that
it causes costs, and presumably prices, in the live performing arts to
rise relative to costs in the general economy, and that in the long run
an extraordinary divergence in prices can occur. But one may well
ask, So what? why should we worry about it? After all, many service
activities besides the arts are afflicted with productivity lag. It takes
a barber just as long to cut hair, or a fine restaurant just as long
to prepare and serve a gourmet meal, now as it did fifty years ago.
Consequently, the prices of those services (and many others in which
technological improvements are absent or unimportant) have risen
far more rapidly than the general price level. Yet we hear no outcry
about a haircutting crisis or an impending financial collapse of the
gourmet restaurant industry. Why should we worry about productiv-
ity lag in the live performing arts? Why not let the arts suffer what-
ever consequences the uneven progress of technological change
metes out for them?

The answer must be that the arts are a matter of special social
concern and that we are therefore unwilling to leave their fate to the
dictates of the market as we do haircuts and gourmet meals. This,
however, is not the place to discuss how or why the arts may be dif-
ferent; those questions are taken up in detail in Chapter 11. At this
stage we simply explain the two principal points made by those who
are concerned about the effects of productivity lag.

First, as we have already seen, productivity lag leads to steadily
rising ticket prices for the live performing arts. This, in turn, makes it
increasingly difficult to attract people of low or moderate income to
the audience. The availability at relatively low prices of nonlive enter-
tainment via the mass media — television, motion pictures, records,
tapes, and compact discs (precisely the modes in which technological
progress has been important) — makes it even more difficult to attract
the relatively poor. We have documented in chapter 3 the fact that in
U.S. arts audiences, those with low or even moderate incomes are
grossly underrepresented. Anyone who believes that this virtually
automatic exclusion of the poor is socially undesirable is likely to be
alarmed at the inexorable rise in ticket prices dictated by productiv-
ity lag.
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The second unfortunate effect of productivity lag is that it puts
the nonprofit institutions responsible for most of our live performing
arts under unremitting financial pressure. Because relative costs are
continuously increasing, they are under great pressure to raise ticket
prices faster than the general rate of inflation, a strategy that is not
easy to carry out and that they probably find philosophically repug-
nant. While it is difficult to demonstrate rigorously, it seems reason-
able to believe that a nonprofit firm would find it easier to balance
its budget in a technologically progressive industry, where unit costs
are stable or falling year by year, than in a lagging one, where real
costs are constantly moving upward and prices charged to customers
must do likewise.

The financial problems facing performing arts groups as a result of
productivity lag were emphasized by Baumol and Bowen.’ For them
and for later writers, a company’s “earnings gap,” defined as the
difference between its expenditures and its earned income, has
appeared to be the most useful (though a far from unambiguous)
measure of the financial strain it faces. In general the gap is covered
by some combination of private donations and government subsidy.
Later in this chapter we discuss the size of the gap in some typical
arts organizations, whether it has been growing relative to expendi-
tures, and how it has been financed. First, however, we must look at
some possible countervailing forces to the effects of productivity lag.

OFFSETS TO THE EFFECTS OF
PRODUCTIVITY LAG

By countervailing forces to productivity lag, we mean not policy
responses initiated by the arts institutions themselves, but rather eco-
nomic effects that can be expected to operate on their own to ease
indirectly the pressures generated by productivity lag. The first of
these is rising living standards.

The effect of rising living standards

The problem of productivity lag exists only because there is persis-
tent technological progress in the general economy, which causes a

9. Ibid., esp. chaps. 6 and 12.
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rise in output per work-hour and in real wages, in other words, a rise
in per capita income. Income per capita, as we have seen, is one of
the determinants of demand for the arts. Regardless of what the exact
value of the income elasticity of demand for art turns out to be, we
can be certain that it is well above zero. Therefore, as income rises,
other things remaining the same, the demand for art will increase. In
the case of the live performing arts, the demand curve for tickets will
shift to the right: At any given price level, the public will be willing
to buy more tickets than it did previously. Thus, while productivity
lag causes ticket prices to rise, which would lead to a decline in quan-
tity demanded, rising income to some extent offsets that effect by
stimulating ticket purchases. This does not mean that productivity
lag causes no problems, but only that rising living standards will
work to mitigate them. Perhaps an analogy is in order. Because of
productivity lag in the business of high-quality food preparation,
the price of a meal in a gourmet restaurant has risen sharply in
recent years. That probably causes a good deal of anguish to both cus-
tomers and owners, but it has not prevented the gourmet restaurant
business from growing. A similar effect is likely in the live perform-
ing arts. Baumol and Bowen were criticized for failing to emphasize
this possibility. But Baumol has corrected that failure in more recent
papers."

The effect of economies of scale

It was shown in Chapter 7 that the live performing arts display sys-
tematic economies of scale in production. When length of run or
season is taken as the measure of scale, the unit cost of output
falls as output rises because the fixed costs of any one production or
any given repertory can be spread over more performances as their
number increases. This effect works in tandem with rising living stan-
dards. As per capita income increases, demand curves for admission
shift to the right, more tickets are sold, and performance seasons grow
longer. The resulting decline in unit costs can help to offset the cost-
increasing effect of productivity lag.

10. See, for example, William J. Baumol, “Children of Performing Arts, the Economic
Dilemma: The Climbing Costs of Health Care and Education,” Journal of Cultural
Economics 20, no. 3 (1996): 183-206.



148 The microeconomics of demand and supply

Income from the mass media

Although technological progress has had little direct effect on the live
performing arts, its indirect impact via the mass media is potentially
large. In the past hundred years, technological change has given us
(in rapid sequence) the phonograph record, motion pictures, radio
broadcasting, television, long-playing records, tape recording, satel-
lite and cable systems, videocassette recorders, and, most recently,
compact discs and videodiscs. With the possible exception of motion
pictures, each of these innovations provided a market for nonlive per-
formance art that could yield significant income to groups producing
the live version. Such income could help to offset the adverse bud-
getary impact of productivity lag. Symphony orchestras, to pick the
most obvious example, might now earn royalties from the sale of pre-
recorded tapes or compact discs or, some years back, from phono-
graph records. Theater, ballet, and opera companies, in addition to
earning royalties from the sale of prerecorded tapes or videodiscs,
could be paid for performances on broadcast or cable TV. Indeed, in
the analogous case of professional sports, earnings from television far
outweigh income from ticket sales.

Unhappily, this potential revenue has not materialized. Royalties
from recordings are trivial for most U.S. symphony orchestras, and
the trend has been down. Two important reasons are the flight of
the classical music recording industry to Europe, where performance
costs are far lower, and the impact of technological progress itself —
tape recordings made at home, either from broadcast music or from
borrowed records, devastated the commercial sale of recorded music
in the 1970s. New innovations, for example, the compact disc and the
videodisc, raise hopes that sales and royalties may revive. But in the
long run it seems likely that homemade copies of some sort will limit
the market for new recordings. And it must be remembered that even
at its highest just after the introduction of long-playing records in
the 1950s, the income that most symphony orchestras earned from
recordings was insignificant.

Income from television performances has been equally disap-
pointing. A retail grocer, standing in front of his shop, was asked how
business had been that day. He replied: “It was kind of quiet in the
morning. Then in the afternoon it slowed down.” That is also the story
of culture on commercial television. In the early days of commercial
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television, the networks made a modest effort to present high culture
on the tube. Even then, however, the number of performances con-
tracted for was so low, when measured against the size of the arts
industry nationwide, that the income earned from broadcasting
could be described only as negligible. The Ford Foundation study of
finances in the performing arts found that in 1965-66 earnings of sym-
phony orchestras from the combined categories of recordings, films,
radio, and television amounted to only 1.2 percent of total operating
income. By 1970-71, the last year covered in the study, the figure had
fallen to 0.8 percent."

As time went by and public television became increasingly impor-
tant, the commercial networks virtually abandoned cultural program-
ming to the public stations. Arts companies’ performance income from
broadcasting remained trivial. A new wave of hope gathered strength
in the early years of cable TV. Enthusiasts for culture believed that the
increasing number of homes served by cable would make it commer-
cially feasible to cater to specialized audiences such as those who might
want to hear and watch opera, dance, and serious dramatic productions
at home. The new strategy was described as “narrowcasting.” Unhap-
pily, as a way of distributing culture, it has not worked out. If managers
of opera, ballet, or theater companies thought that cable TV would
open up the important new source of performance income that broad-
cast television had been unable to deliver, they were again seriously
disappointed. (For additional detail, see Chapter 16.)

In assessing the prospect that the mass media might at some future
date become heavy purchasers of performing arts entertainment,
there is further bad news to keep in mind: Hilda Baumol and William
J. Baumol have pointed out that program production costs on televi-
sion are subject to inflation on account of productivity lag for exactly
the same reason as costs in the live sector are. They found that tele-
vision production costs per program hour for material technically
similar to live performance entertainment rose 143 percent between
1964 and 1976." The Producer Price Index over the same interval

11. The Finances of the Performing Arts (New York: Ford Foundation, 1974), vol. 1, appen-
dix C, p. 31.

12. Hilda Baumol and William J. Baumol, “The Mass Media and the Cost Disease,” in
William S. Hendon et al., eds., The Economics of Cultural Industries, pp. 109-23
(Akron, Ohio: Association for Cultural Economics, 1984), table 2, p. 113. Reprinted in
Ruth Towse, ed., Baumol’s Cost Disease, the Arts and Other Victims (Cheltenham, UK.:
Edward Elgar, 1997), 180-94.



150 The microeconomics of demand and supply

rose only 81 percent. Productivity lag probably accounts for the dif-
ference. Thus, the same cost problem that bedevils live productions
of the performing arts reappears to limit the prospect of substantial
sales to the mass media.

COMPETITION WITH THE MASS
MEDIA FOR INPUTS

Not only have the mass media failed to yield significant income for
the live performing arts, they have actually made matters worse in
that sector by bidding up prices of the professional inputs that both
the mass media and the live performing arts employ. Of course, the
performers whose incomes have increased as a result of this labor
market competition will not regard it as a bad thing. But the institu-
tions that employ them to produce live performances will find their
personnel costs rising at a very uncomfortable rate.

Since the wage effect referred to here is transmitted from one
sector (the mass media) to another (the live performing arts) through
competition to hire in the labor market, it bears a strong formal
resemblance to the productivity lag effect. The point is that per-
formers of “star” quality such as Meryl Streep, Liza Minelli, or
Luciano Pavarotti can command enormous salaries when they work
in motion pictures or on television. They earn such salaries because
the mass media now have a vast audience in an international market,
and the presence of a star performer can make a big difference at the
movie box office or (for TV) in the ratings war.” Inevitably, wage
inflation at the upper end exerts an upward pull on the wages paid
to actors and singers who play “supporting” roles, and so eventually
the whole spectrum of performance wages is drawn upward, not only
in the mass media, but also in the live arts, which must compete with
the mass media for talent. A like effect probably operates for other
artistic personnel such as stage, music, and dance directors whose ser-
vices are required by both the mass media and the live performing
arts. In Chapter 14 we reexamine this matter from a labor market
perspective.

13. See Sherwin Rosen, “The Economics of Superstars,” American Economic Review 71,
no. 5 (December 1981): 845-58.
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The process just described might be called “the mass media wage
effect.” Whatever we call it, however, it is not a new story. In his study
of the economics of U.S. theater, Thomas Gale Moore found that
during the 1930s, a decade of nationwide deflation brought on by the
Great Depression, operating costs on Broadway actually rose. He
attributed this increase to the arrival of sound in Hollywood. The first
“talking picture” was The Jazz Singer, which opened in 1927. There-
after, Hollywood developed a ravenous appetite for singers, dancers,
and composers, for writers who could compose dialogue, actors who
could project it, and directors who could put it all together. The long-
time home of these talents was the Broadway stage. Hollywood began
to hire them away in the 1930s and in the process drove up wages
and costs on Broadway, despite the fact that in the nation as a whole,
prices and costs had gone down."

In assessing the problem of costs in the live performing arts, the
mass media wage effect must be thought of as additive with the effect
of productivity lag: It is evil tidings piled on top of bad news.

PRODUCTIVITY LAG AND THE
GROWTH OF MUSIC FESTIVALS

Bruno Frey has pointed out that the growth of summer music festi-
vals, especially notable in Europe, can be regarded as both a response
and an offset to productivity lag.”” He argues that music produced
at summer festivals such as Salzburg in Austria, Glyndebourne in
England, or Wexford in Ireland has enjoyed cost advantages over
music produced in the conventional home venues of opera compa-
nies or symphony orchestras for several reasons. First, festival labor
costs usually do not include labor overhead items such as retirement
benefits, health insurance, and vacation time that are paid by the
artists’ permanent employers. Second, they are not hampered by the
union and/or government restrictions that often burden production
in the home venue. The first of these advantages would make for a
lower level of costs at festivals, the second for a slower rate of cost
increase.

14. Thomas Gale Moore, The Economics of the American Theater (Durham, N.C.: Duke
University Press, 1968), pp. 14-15.

15. Bruno S. Frey, “The Economics of Music Festivals,” Journal of Cultural Economics 18,
no. 1 (1994): 29-39.
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Demand factors have also contributed to the rapid growth of fes-
tivals. Perhaps most important, festivals are complementary to vaca-
tion time, and vacation time has been increasing rapidly as incomes
rise. Demand also benefits from the relative decline in transporta-
tion costs (measured in both money and time) that makes festivals
increasingly accessible. However, Frey concludes that the very
success of festivals is likely to undermine their cost advantages in
the long run, so that they will not remain a permanent offset to the
ill effects of productivity lag on conventional performing arts
production.

COSTS AND REVENUES IN THE
PERFORMING ARTS

Table 8.2 provides an account of costs, revenues, and the earnings gap
of a hypothetical nonprofit firm in the performing arts. The firm is a
ballet company equal in size to the average ballet company in the
Ford Foundation’s 1974 survey The Finances of the Performing Arts.
The table is useful for several reasons. First, by listing the major com-
ponents of cost and revenue, it tells us a good deal about how per-
forming arts firms actually carry out their functions. Second, it allows
us to look systematically at the relative magnitudes of the principal
financial categories. Finally, it gives us a precise definition of the earn-
ings gap.

The table reveals that personnel costs make up 57 percent of total
expenditure in this typical ballet company. Artistic personnel, the
workers among whom productivity lag is bound to be a problem,
account for nearly three-quarters of that, or 41 percent of total
expenses. Nonsalary costs, however, are clearly not negligible,
amounting to 38 percent of the total. The three largest nonsalary cat-
egories (not shown separately in the table) are scenery, costumes,
and lighting (7.1% of all outlays), transportation and per diem costs
incurred while on tour (7.8%), and nonsalary subscription and pro-
motion costs (6.2%).

The earnings gap is generally defined as the difference between
operating expenditures and earned income. Earned income in the
performing arts, as illustrated in Table 8.2, comprises both perfor-
mance and nonperformance income. The former, it is important to
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Table 8.2 Expenditures and income for a typical ballet company,
1970-1971

Dollar Percent Percent
amount of total of subtotal
Expenditures 1,500,000 100
Personnel 860,000 57
Artistic 620,000 41
Performing 470,000 31
Nonperforming 150,000 10
Stagehands, crew, shop 95,000 6
Admin., cleric., maint. 145,000 10
Fringe benefits 70,000 5
Nonsalary costs 570,000 38
Income 1,500,000 100
Earned 930,000 62 100
Performance 840,000 90
Ticketed 650,000 70
Fee-based 190,000 20
Nonperformance 90,000 10
Contributed 570,000 38 100
Private 440,000 77
Individuals 130,000 23
Foundations 115,000 20
Corporations 85,000 15
Other 110,000 19
Governmental 130,000 23
Federal 63,000 11
State and local 67,000 12
Earnings gap (Expenditures
— earned income) 570,000 38

Sources: Total income and expenditure of the average ballet company are for 1970-71, as
given in The Finances of the Performing Arts (Ford Foundation, 1974), vol. 1, appendix B,
pp- 14-15. (The data have been rounded.) Distribution of expenditures is from the same
volume, appendix C, p. 45. Distribution of income is based on the percentage breakdown
in Dick Netzer, “Changing Economic Fortunes of Dance in the U.S.,” Urban Research
Center, New York University (May 1986), table 3. Netzer’s figures are for 1984 and there-
fore reflect the rise in contributed income from corporations and from all levels of gov-
ernment that occurred after the date of the Ford Foundation study from which the total
income and expenditure data come.
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understand, can be further divided into two distinct types. Ticketed
income is revenue from the sale of tickets to performances for which
the company itself is the financially responsible producer. Such per-
formances are usually limited to those at the company’s home base.
When the company is on tour, that is, performing away from home,
it usually does so in return for “fees for service.” These are paid under
contracts between the company and a “presenting organization” at
each stop on the tour.

The role of presenting organizations

If a ballet company based in Philadelphia tours through Indiana, its
performance in South Bend might be sponsored by a local present-
ing organization calling itself, say, “South Bend Arts.” That organiza-
tion would guarantee a fixed payment to the ballet company, would
advertise and sell tickets to the performance, rent a hall, and take
financial responsibility for the whole enterprise. In the unlikely event
that ticket sales more than cover expenses, the local presenter is enti-
tled to keep the net proceeds. Likewise, it is responsible for covering
any deficit.

Because local presenting organizations play a crucial role in the
distribution of performance art in a nation as large as the United
States, it is appropriate to add a few words about the often complex
economics of their operations. During the course of a season they
will typically present a variety of touring attractions, for example, a
symphony orchestra, a ballet company, a modern dance group, and a
chamber music ensemble. They may also sponsor a number of vocal
or instrumental soloists. Subscriptions can then be solicited for one
or more groups of these offerings. Single ticket sales will, of course,
also be promoted.

Since very few arts performances break even, presenting organi-
zations, too, are likely to require unearned income to cover a finan-
cial gap. For that purpose they can tap the same sources available to
the performing institutions themselves: individual and business con-
tributors, who can make tax-deductible donations, and government
organizations that can provide subsidies. In the case of local presen-
ters, subsidies are more likely to come from a state or local council
on the arts than from the National Endowment for the Arts. (The
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economics of private donations is discussed in Chapter 12, public
support in Chapter 13.)

Fee-based income will be most important for companies that do a
great deal of touring. Our hypothetical ballet company earns less than
a quarter of its performance income from fees. The proportion would
be somewhat higher for the average symphony orchestra and would
be close to 100 percent for the typical modern dance company,
which tours widely and rarely performs except on the basis of a con-
tracted fee.

Nonperformance earned income in the performing arts may sound
like a contradiction in terms. It is not. Companies that own their own
hall can earn income by renting it to others during the off-season.
More generally, many companies have discovered that they can earn
worthwhile income by selling souvenir programs, books, posters, and
T-shirts at their own performances.

EARNED VERSUS UNEARNED INCOME

The share of total revenue accounted for by earned as compared
with unearned income — or, as the latter is often called, “contributed
income” — varies widely among firms and across art forms. Symphony
orchestras have the lowest earned income ratio among the five major
categories. They are in general the oldest institutions in the nonprofit
performing arts industry, many of them having been established in
the nineteenth century. Consequently, they have long-standing ties
with well-to-do patrons, especially with what is sometimes referred
to as “old money.” Private contributions accounted for almost 35
percent of their total revenue in 1970-71, and income from endow-
ments (funds that are the result of generous past benefactions)
made up an additional 6 percent. As a result, earned income
amounted to only 47 percent of total revenue for the average
symphony orchestra.'® At the other end of the scale, modern dance
companies in 1970-71 relied on earned income for almost 69 percent
of their revenue. Ticket income accounted for less than 1 percent
of revenue. As already pointed out, these companies generally do

16. Finances of the Performing Arts, vol. 1, appendix C, p. 31.
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not have a home base at which to sell tickets. Most of their earned
income therefore consists of fees received for performances on
tour.

Since modern dance companies tend to be relatively small and rel-
atively new, they do not attract private contributions as readily as
larger and older institutions do. In 1970-71 almost two thirds of their
unearned income came from government grants and only one sixth
from private sources (other than national foundations)."”

The earnings gap

Since total income approximately equals expenditures and the earn-
ings gap equals the difference between expenditures and earned
income, it follows that the earnings gap also approximately equals
unearned income. The relative size of the gap is usually measured by
taking the gap as a percentage of expenditures. Changes in the gap
can be measured as changes in either its absolute or relative size
over time.

The ballet company depicted in Table 8.2 has a total expenditure
budget of $1.5 million a year. Total income equals expenditures, but
earned income amounts to only $930,000, leaving an earnings gap of
$570,000. In relative terms the gap equals 38 percent of expenditures.
More than three quarters of that is covered by private contributions:
23 percent from individuals, 20 percent from foundations, and 15
percent from corporations. These proportions have changed substan-
tially in recent years. Twenty years ago foundations would have been
the leading source of private donations to dance companies, with
individuals a close second and corporations a very distant third. The
sharp rise in the relative share of corporate contributions testifies to
the fact that ballet (and modern dance), once regarded suspiciously
in the United States, are now considered “mainstream.”

Is the earnings gap growing?

If expenditures and earned income grow at the same rate, the earn-
ings gap will grow in absolute size, but its relative size will be
unchanged. On the other hand, if expenditures grow faster than

17. Ibid., p. 48.
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earned income, not only the absolute but also the relative size of the
gap will increase. Writing in the mid-1960s, Baumol and Bowen found
that for a number of institutions, the relative size of the gap had
increased during the postwar period. On the basis of that experience,
they estimated that in the next ten years expenditures would grow at
between 5 and 7 percent per year while earned income would rise
only 3.5 to 5.5 percent yearly, resulting in continued relative growth
of the gap.'®

Fortunately, that did not happen. Expenditures continued to
increase rapidly, but in some disciplines earned income rose as
fast or faster, so that the gap in some areas declined in relative
size. Data from the Ford Foundation show that from 1965-66
to 1970-71 the gap as a percentage of total expenditures rose for
symphony orchestras and nonprofit theaters, but fell for opera,
ballet, and modern dance companies.' Schwarz and Peters’s study
indicates that in the 1970s the relative size of the gap fell substan-
tially in ballet, modern dance, and nonprofit theater, declined slightly
for symphony orchestras, and was approximately stable in the field
of opera.”

More recent data are summarized in Table 8.3. That table, which
employs contributed income as a percentage of total revenue as a
proxy for the relative size of the earnings gap, indicates that the gap
continued to decline into the early 1990s, except in the field of
modern dance.

On the whole, then, dire predictions that productivity lag would
lead to a relentlessly increasing earnings gap proved to be incorrect.
What happened? As we indicated earlier in this chapter, a number
of factors can work to offset the effects of productivity lag. In this
instance expenses of performing arts companies did increase more or
less as predicted, but earned income rose at an equal or slightly higher
rate, so the relative size of the gap began to decline. But what explains
the rise in earned income? Evidently, ticket prices rose much faster
than the general price level without causing a drop in attendance (see
discussion in Chapter 2). Hence, box office revenues, adjusted for

18. Baumol and Bowen, Performing Arts, pp. 388-93.

19. The Finances of the Performing Arts, vol. 1. Calculated from data in appendix B.

20. Samuel Schwarz and Mary G. Peters, Growth of Arts and Cultural Organizations in the
Decade of the 1970s, study prepared for the Research Division, National Endowment
for the Arts (Rockville, Md.: Informatics General Corporation, 1983).



158 The microeconomics of demand and supply

Table 8.3 The earnings gap (contributed income as percentage of
total revenue)

Sample Beginning Ending

size year Percent year Percent  Change
Symphony orchestras 39 1972 36.4 1992 354 -1.0
Opera“ 24 1981 48.7 1991 46.2 -2.5
Ballet 7 1983 36.6 1992 34.2 2.4
Modern dance 6 1983 43.0 1992 56.1 13.1
Nonprofit theaters 39 1980 38.0 1992 38.1 0.1

Sources: Orchestras, opera, ballet, modern dance: Marianne Victorious Felton, “Historical
Funding Patterns in Symphony Orchestras, Dance, and Opera Companies, 1972-1992,”
Journal of Arts Management, Law and Society 24, no. 1 (Spring 1994): 8-31, table 11. Non-
profit theater: Marianne Victorious Felton, “Historical Funding Patterns in Nonprofit
Theaters, 1980-1992,” unpublished manuscript, table 1.

“ Excluding the Metropolitan Opera.

inflation, rose substantially.” Thus, productivity lag persists in the arts,
but so do some of its potential offsets.

Interpreting the earnings gap

Something more must be said by way of interpretations. Schwarz and
Peters point out that since performing arts firms in the nonprofit
sector cannot normally operate with a cash deficit, an earnings gap
cannot exist unless unearned income is available to cover it.”> As we
have seen, such income flows from both private donations and public
grants. Emphasis on the earnings gap as the starting point in a finan-
cial analysis leads one to think of unearned income as a passive factor
that responds after the fact to the financial needs of the company. But
we could just as well look at it the other way around and argue that
the existence of unearned income makes it possible for a performing
arts firm to finance expenditures in excess of earned income. A very

21. See Dick Netzer, The Subsidized Muse, a Twentieth Century Fund Study (Cambridge
University Press, 1978), p. 41; and James Heilbrum, “Once More with Feeling: The Arts
Boom Revisited,” in Hendon et al., eds., The Economics of Cultural Industries, pp.
34-46, cited at 3941, and esp. table 3.

22. Schwarz and Peters, Growth of Arts, pp. 217-19.



Productivity lag and the problem of the arts 159

large earnings gap for a given firm might indicate not that the firm is
in serious financial trouble, but rather that it has succeeded in finding
generous outside support, probably in response to its very high
quality of operation.

Still, there is a sense in which firms operating with a large earnings
gap may seem to have given hostages to fortune: Suppose that gov-
ernment grants are cut back because of a fiscal squeeze or that private
donations decline because of a change in tax law or a serious eco-
nomic recession. Is it not safer to depend on ticket income a little
more and public or private charity a little less?

IS THERE AN “ARTISTIC DEFICIT”?

Faced with the continual upward pressure on costs generated by pro-
ductivity lag, firms in the live performing arts might be expected to
seek ways of economizing by gradually altering their choice of reper-
tory or their production process. For example, theatrical producers
might look for plays with smaller casts or plays that could be mounted
with a single rather than multiple stage sets. Or they might try to com-
pensate for higher costs by shunning artistically innovative plays that
do not draw well at the box office and so have to be “carried” by rev-
enues from more conventional offerings. Consistent with the Chapter
7 analysis of the effect of market structure on innovation versus con-
formity in the theater, we would expect this to occur most often in
smaller cities where a single company might have a virtual monop-
oly on professional production. Orchestras and opera companies, too,
might be driven away from innovative or “difficult” material by box
office considerations. Or operating on the cost side, they might select
programs with an eye to reducing rehearsal time or hire fewer outside
soloists or other high-priced guest artists. Ballet companies could cut
down on the use of specially commissioned music or choreography
and could eschew new productions that require elaborate sets or
costumes. (This topic is revisited in Chapter 14.)

Although economics clearly teaches us that firms will respond to
rising input costs by economizing in their use of the offending inputs,
economists interested in the arts are likely to be disturbed when they
find firms in the performing arts doing just that. They are offended
at the notion that Hamlet is no longer viable because its cast is too
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large, or that piano concertos will be less frequently heard because
soloists (or at any rate the well-known ones) have become too expen-
sive. Hilda and William Baumol express their dismay at the notion
that rising costs should narrow “the economically feasible range of
artistic options.”” When that occurs it has been said that performing
arts firms are reducing their fiscal deficit by incurring an “artistic
deficit.”

It is worth noting that this problem is peculiar to the performing
arts. In the fine arts — for example, in architecture — we fully expect
practitioners to adapt their “products” to changes over time in the
relative prices of alternative inputs. We are not surprised to find that
modern buildings are devoid of the elaborate hand-carved stonework
that decorated important buildings in earlier times. Indeed, the aes-
thetic rationale of the modern movement in architecture was pre-
cisely to design buildings that could use machine-finished materials
in place of the increasingly costly hand-finished ones. In this instance
it is not too strong to say that the necessity of adapting was the chal-
lenge that gave rise to a whole new school of design.

What makes the performing arts different is the fact that the past
provides much of the substance that we wish to see performed. We
do not want Hamlet with half the characters omitted because of the
high cost of labor. Nor do we wish to give up symphony concerts in
favor of chamber music recitals simply because symphonies employ
too many musicians. We want the “range of artistic options” to include
the option of hearing or seeing performances of great works that
were invented under very different economic circumstances than our
own. There would indeed be an artistic deficit if today’s companies
became financially unable to present for us the great works of
the past.

Have our performing arts institutions, responding to financial pres-
sure, already begun cutting back along some dimensions of quality?
Are we even now the victims of an artistic deficit? Some of the
evidence that we are is what social scientists call “anecdotal.” For
example, Schwarz and Peters quote the following passage from Ruth

23. Hilda Baumol and W. J. Baumol, “The Future of the Theater and the Cost Disease of
the Arts,” in Mary Ann Hendon et al., eds., Bach and the Box: The Impact of Television
on the Performing Arts (Akron, Ohio: Association for Cultural Economics, 1985), pp.
7-31, cited at 17.
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Table 8.4 Cast size of broadway plays*

Broadway season Average cast size
194647 15.8
1953-54 144
1957-58 13.4
1962-63 12.4
1967-68 8.9
1972-73 10.2
1977-78 8.1

Source: Hilda Baumol and W. J. Baumol, “The Future of the
Theater and the Cost Disease of the Arts,” in Mary Ann
Hendon, James F. Richardson, and William S. Hendon, eds.,
Bach and the Box, a special supplement to the Journal of Cul-
tural Economics (Akron: Association for Cultural Economics,
1985), table 11. As a result of printing/editing errors, table 11
did not actually appear in the cited source. It is published here
with permission of the authors.

“ Average cast size of all (nonmusical) plays opening during
given season.

Mayleas, who is describing how the cost squeeze has affected the
well-known Arena Stage in Washington, D.C. (Zelda Fichandler was
its producing director until 1991):

Next season, for the first time, Arena will not be able to do as many large plays.
Fichandler has never before let financial pressures influence repertoire, but now
she finds no other choice. If one looks back, the economic effect on production
has already been felt: In 1967 Arena’s “The Great White Hope” was done with
62 actors and 237 costumes. That production would be impossible today, says
Fichandler.

But there is also more systematic evidence. Table 8.4 reproduces
data from a study by Hilda and William Baumol showing that average
cast size for all nonmusicals produced on Broadway fell from 15.8 in
194647 to 8.1 in 1977-78.% More recently, a study of opera reper-
tory in the United States has shown that from 1983 to 1998 compa-
nies have increasingly produced popular operas at the expense of

24. Schwarz and Peters, Growth of Arts, p. 217.
25. Also see National Endowment for the Arts, Research Division Report #11, 1981, page
20 and table 10.
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new or less well-known works. This could be interpreted as evidence
of a growing artistic deficit in that field.*®

CONCLUSION

This chapter introduced the problems associated with productivity
lag in the performing arts. Rising costs and higher ticket prices
threaten to reduce the audience for the arts, but these difficulties may
be at least partially offset in a growing economy by rising consumer
incomes, an increasing taste for the arts, and falling unit costs attrib-
utable to economies of scale. One can thus remain guardedly opti-
mistic about the continued financial viability of the performing arts.
However, there is considerable evidence that growth of the earnings
gap has been forestalled in part by an increasing artistic deficit.

26. See James Heilbrum, “A Study of Opera Repertory in the United States, 1982-83 to
1997-98,” Journal of Cultural Economics, forthcoming.
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9 The market in works of art

It is said that Van Gogh sold but a single painting during his lifetime.
Yet in 1987 one of his paintings, Irises, sold at auction for nearly $54
million and garnered headlines around the world. In 1990 one of his
portraits brought $82.5 million, and at that time more than a few
knowledgeable dealers in art works expected prices of selected works
to exceed $100 million in the near future. Then came the great crash.

The recent record of that price movement of paintings is depicted
in Figure 9.1. The bases for this chart are the Sotheby’s aggregate
index, where the 1975 base value was 100, and the Daily Telegraph
index of art prices, with a 1975 base value of 1000.! From 1975 through
the early 1980s, art prices increased steadily but unspectacularly.
Beginning in 1985 the prices of impressionist paintings (not shown
separately here) began to grow more rapidly, and soon thereafter the
other price rises accelerated. This period was known as the “boom”
in art, and the boom ended with the “crash” of 1990 and the years
immediately following. Sotheby’s discontinued its index soon there-
after. By 1994 a recovery was under way, but the Daily Telegraph
index value is far from the 1990 peak.’

1. Sotheby’s Art Index reflected the subjective analyses and the opinions of Sotheby’s art
experts. In its standard disclaimer, Sotheby’s cautioned that “nothing in the Index is
intended or should be relied upon as investment advice or as a prediction or guarantee
of future performance or otherwise.”

2. These halcyon-day trends attracted many writers from the financial press. Among the
more interesting of a wide variety of treatments are the following: Meg Cox, “Boom in
Art Market Lifts Prices Sharply, Stirs Fears of a Bust,” Wall Street Journal, November 24,
1986; Susan Lee, “Greed Is Not Just for Profit,” Forbes, April 18, 1988, pp. 65-70; Dana
Wechsler, “A Treacherous Market,” Forbes (November 27, 1989), pp. 292-94; and Peter
Passell, “Vincent Van Gogh, Meet Adam Smith,” New York Times, February 4,1990.
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What causes an art boom or crash? Why are some works of art so
expensive while others so cheap? Why do some paintings increase in
value while others decline? What are the implications for creators
and purchasers of art? Are some museums being priced out of the
market, and will the broader public then experience diminished
access to great art?

In this chapter we turn our attention to the market in what is
known as the visual arts or the plastic arts. We examine the process
by which artists make their creations available to purchasers, includ-
ing the role of dealers, auction houses, and other modes of sale. We
also inquire into why and how individuals, firms, and others decide to
acquire art. These decisions create the supply of and demand for art,
and the interaction of supply and demand help to explain both the
levels of art prices and changes in those levels.

SOME PRELIMINARY CONSIDERATIONS

The concepts of supply and demand, as developed earlier, must be
refined so that they more nearly fit the face-to-face nature of markets
in art. Following some preliminary definitions, an overview of market
structures and processes in the arts sets the stage. Then our focus
will be the supply side of the market, particularly the behavior of the
artist. The demand for the arts is approached through a description
of the theory of asset demand and an application of that theory to
arts markets. As the reader is now well aware, full understanding
of the market — the price of art and the amount sold — requires explo-
ration of both supply and demand.

In Chapter 1 we tackled the very practical matter of defining art
for the purpose of inclusion in this volume. Now we briefly address
the matter again, with a specific focus on the visual arts. Edward
Banfield, a noted political scientist and art collector, issued a caveat
before defining art for his purposes:

Highly civilized people can define art in profoundly various ways. Here art will
be defined as that which has the capacity to engender in a receptive viewer an
aesthetic experience.’

3. Edward C. Banfield, The Democratic Muse: Visual Arts and the Public Interest (New
York: Basic, 1984), p. 21.
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While we cannot disagree with this definition, it only substitutes one
question for another: What is an aesthetic experience? Leslie Singer
has evaded such metaphysical entrapments by noting that works
of art have two attributes: decorativeness (size, weight, medium,
physical condition, subject matter, etc.) and intellectual appeal (art-
historical significance, quality of work, artist reputation, etc.).* These
attributes apply to paintings, drawings, sculptures, and related col-
lectibles. We consistently use paintings as a convenient example in
illustrating the nature of the markets in question. Principles that
apply to the market in paintings can easily be extended to markets
in other media.

We must also define two concepts — transactions costs and
information costs — that help us to understand the functioning of
the markets and the roles played by some of the participants.
Transactions costs refer to the costs, over and above the payment
for goods sold, incurred by all parties in bringing about a transac-
tion. Examples from the buyer’s perspective would include time
spent looking for and examining merchandise, waiting in lines, and
discussing alternatives. For example, it is to reduce the sum of
transactions costs that shoppers seeking only a few grocery items
are willing to pay a price premium at a convenience store rather
than spend time searching through a supermarket and standing in a
checkout line.

Imperfect information in a particular market means that par-
ticipants in a transaction may not be well informed about things
such as product quality, resale value, and the price and availability
of substitutes. However, obtaining accurate information may be
costly in terms of time, effort, and even money. The higher is
the cost of being wrong, the more likely is a potential buyer to
expend resources in obtaining better information. Otherwise the
buyer lacks assurance of obtaining what he or she really wants or
needs.’

4. Leslie Singer, “Microeconomics of the Art Market,” Journal of Cultural Economics 2
(1978): 21-39.

5. This topic and such related matters as informational asymmetry are treated in greater
detail in Paul Milgrom and John Roberts, Economics, Organization, and Management
(Englewood Cliffs, N.J.: Prentice-Hall, 1992), pp. 14043, 467-75. See also David
Besanko, David Dranove, and Mark Shanley, Economics of Strategy, 2™ ed. (New York:
John Wiley & Sons, 2000), pp. 141-65.
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ARTS MARKETS

In the mid- to late 1980s, readers of popular U.S. business periodicals
such as Business Week, Forbes, and the Wall Street Journal surely
noticed the increasingly frequent coverage of transactions in art
objects. The art boom was eminently newsworthy. According to a
writer in Forbes:

Almost unnoticed, art has turned from an obscure, chaotic and esoteric market
to an organized and highly sophisticated market. Works of art have become
quasifinancial instruments, because the art market itself has become more of a
financial market.®

Like “genuine” financial markets, the market in paintings really
consists of at least two components: a primary market and a secondary
market. We explore the nature of each of these markets in turn.

The primary market

The primary market is one in which original works are sold for the first
time. As is the case in any other market, the resulting price reflects the
operation of the forces of supply and demand. This market includes
artists’ studios, art fairs and festivals, galleries, and similar outlets.” As
might be expected, participants in the primary market are hampered
by imperfect information and encounter considerable transactions
costs. The works of new artists — the “unknowns” — and the new works
of more established painters are traded in this market. Purchases of art
via primary market participation may entail a fair amount of risk,
largely because the intellectual appeal is uncertain for many people (I
may not know art, but . . .), even though the decorativeness attributes
may be more widely recognized and understood (... I know what I
like). Neophyte buyers may not know what works are being offered for
sale, whether they are of high quality, or where the works are available
without considerable expenditure of time and effort.

6. Lee, “Greed Is Not Just for Profit,” pp. 65-66.

7. Singer further divides the art market into a tertiary component. This seems to us unnec-
essarily complicated, as the first two will describe the market quite nicely. But any such
classification scheme abstracts from the usual blurring between categories. For example,
dealers participate in the secondary as well as the primary market, while auction houses
are extending their reach into the primary market.
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The process by which the primary market in paintings operates is
much like that of other markets. The prospective buyer goes to the
point of sale, perhaps a studio or gallery where works are displayed,
often — but not always — with prices attached.® In a typical scenario,
an artist may have established an exclusive relationship with a dealer
who arranges an exhibition of the artist’s work. Under such an
arrangement, the artist provides the creative work, and the dealer
contributes market knowledge and experience. The prices that they
attach to the works reflect the “reserve price” of the artist plus a best
guess of what the work can command over the reserve price. The
reserve price is the minimum the artist is willing to accept in bring-
ing a work to the market. Setting the price is tricky; it should exceed
the reserve price without being too high for buyers.

To the extent that the artist and her representative may be uncer-
tain of the price that a given work can command, they may rely on a
“feel for the market” or use such rule-of-thumb practices as “markup
pricing.” The feel for the market is based on experience in selling the
artist’s work in the past, the prices of similar works at the present,
and knowledge of trends in buyer preferences. For new artists who
have yet to establish themselves, a dealer may keep prices low in the
first show. A sellout encourages slightly higher prices for a subsequent
show. Markup pricing in most markets is a standard percentage of
increase — say, 50 percent — above the costs of production. Usage in
this market is necessarily less precise, since a very large component
of the production costs consists of the opportunity cost of the artist’s
time, and this value itself may be unclear.

Figure 9.2 depicts a hypothetical market for a given work of art.
As developed in Chapter 4, the market demand curve is the hori-
zontal sum of the individual demand curves in the market. The supply
curve is vertical at a quantity of one, there being, after all, only one
of a unique work. Conceptually, the “market clearing” or equilibrium
price is P;. Actual sale at this price depends on attracting the indi-
vidual who is willing to pay this price. Since the new artist cannot rely
on this fortuitous circumstance, she will likely choose instead to set
a price, P,, above her reserve price, P,, but below P. Any of a number
of potential buyers who deem the acquisition worthwhile at this price
may make the purchase on a first-come, first-served basis. The buyer

8. Prices may in fact be in a price list posted or available at the front desk.
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Demand

1 Quantity

Figure 9.2. Supply and demand: single work of art.

is very likely to preserve a substantial amount of “consumer surplus,”
which is the difference between what he actually paid and what he
would have been willing to pay.

New works of well-known artists may also be sold through dealers
who have represented them historically. However, auction houses,
which are described more fully in the next section, are increasingly
active in the sale of these works. Some of the reasons for this evolu-
tion are presented below.

The secondary market

The exchange of existing works of art constitutes the secondary
market, and in contrast with the primary market, participants are
likely to have very good information about artists and their “sea-
soned” works. Acquisition of recognized work in this market is not
so risky as the purchase of unknowns. “News about the art world can
be had at the corner newsstand. More than 100 magazines are
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dedicated to reporting on and explaining art, and most big-city dailies
have a section devoted to art happenings.” In this instance, attrib-
utes of both decorativeness and intellectual appeal are likely to be
well known.

Information costs in secondary art markets have fallen in recent
years. Not too long ago, dealer markups were routinely two to four
times the wholesale price. Auction house commissions, by contrast,
may total no more than 20 percent of the sale price. Another inno-
vation is that galleries more frequently post prices of exhibited works.
Newcomers to these markets may be surprised to learn that prices
have not always been posted. By keeping prices private, dealers
could size up potential buyers and quote a price in keeping with a
subjective estimate of willingness to pay.'” Posted prices are felt by
some to protect potential buyers from possible “gouging.” The fact
remains, however, that so long as purchase is voluntary, the buyer may
be regarded as willing to pay the price if the transaction occurs.

“An auction is a market institution with an explicit set of rules
determining resource allocation and prices on the basis of bids from
the market participants.”"" Auctions are used when markets have
neither breadth (numerous buyers and sellers) nor depth (a number
of closely related products that can be considered substitutes, even if
imperfectly). Under such circumstances, market interaction does not
produce a standard valuation reflected in a market price. As we show
below, sale at auction may gain the maximum price for the seller.

Works of art typically are sold via what is known as an “English
auction,” where the price is raised until only a single bidder remains.
One feature of such a process is that all bidders know the current
high bid for a work. The most famous auction houses are the British
firms of Christie’s and Sotheby’s, each of which has offices and
auction rooms in many countries, including the United States. Figure
9.2 can also be used to illustrate the operation of such a process. If
the top price that anyone is likely to offer is Py, a large number of
potential buyers — represented by the smooth demand curve — can be

9. Lee, “Greed Is Not Just for Profit,” p. 67.

10. See Meg Cox, “What Effrontery! Art Dealers Are Told to Price Their Stuff,” Wall Street
Journal, March 17, 1988, and Dwight V. Gast, “Pricing New York Galleries,” Art in
America 76, No. 7 (July 1988): 86-87.

11. R. P. McAfee and John McMillan, “Auctions and Bidding,” Journal of Economic Lit-
erature 25, no. 2 (June 1987): 699-738, cited at 701.
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Figure 9.3. Supply and demand: limited number of buyers.

expected to drive the price up to Py, providing maximum revenue for
the seller and eliminating any consumer surplus.

The more likely case might be represented by Figure 9.3, where the
demand curve is discontinuous, or a stair step line, indicating a limited
number of potential buyers with varying preferences. The most eager
purchaser, Bidder A, who might be willing to pay as much as P,, need
only offer P, to top the bid of Bidder B, at P,. The price received by
the seller still exceeds the reserve price, P,, by a substantial amount,
while the successful bidder preserves some consumer surplus. For
example, if Bidder A would have been willing to pay as much as
$100,000 for a painting, but needs to offer only $91,000 to top Bidder
B’s top offer of $90,000, then A receives $9,000 in enjoyment from
the painting above what she actually paid.

In the event that the highest bid fails to exceed the reserve price,
as illustrated by Figure 9.4, the painting will be “hammered down” at
the reserve price and “bought in.” The seller rejects the bid of P; and,
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Demand

1 Quantity

Figure 9.4. Art auction bid below reserve price.

in effect, buys it from herself, but the appearance of an actual sale is
maintained. If she were not willing to accept less than $1 million, but
bidding ceased at, say, $800,000, then her representative might offer
a bid of $1 million. Although the casual observer may think that a
sale has occurred, in fact the current owner simply keeps the work.

THE SUPPLY OF ART

Not too long ago, James Rosenquist wrote that “art isn’t really done
for any reason other than a means of the artist’s self-expression.”"?
While this may be consistent with many artists’ professed self-images,
it certainly is not consistent with sustained material well-being. Some
of the motivations of artists are developed more fully in Chapter 14,
where we seek to understand how and why artists choose their

12. James Rosenquist, “Artists and Planning,” in Lee Evan Caplin, ed., The Business of Art
(Englewood Cliffs, N.J.: Prentice-Hall, 1982), pp. 21-28, cited at 25.
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professions. Suffice to say at this point that most economists (and
most artists as well) recognize the commercial motivation for pro-
ducing art.

Artistic products can be regarded as either commissioned or
speculative. Commissioned works are those that are specifically re-
quested by a client who is familiar with the artist’s technique, such
familiarity having been gained from previous exposure. Portraits
typically are commissioned, and established artists are more likely to
secure commissions. William Grampp recounts numerous examples
even of old masters acquiescing to specific expressions of consumer
preference. More often than the lay public may realize, paintings have
in the past been made to order, altered, and updated, adding a new
child to a family portrait or more luxuriant growth to a landscape."

Speculative works are those produced by the artist with no guar-
antee of sale. The artist invests time, talent, and materials in produc-
ing art that may — or may not — subsequently be purchased for an
acceptable price. As already described, these works are offered in
the primary market. Schneider and Pommerehne view the supply of
works of art in the primary market as dependent on two factors, the
costs of production and the expected selling price."* The higher the
production cost, the less willing is the artist to produce a work, while
the higher the expected selling price, the more likely is the artist to
bring a work to market. In the case of unique works, this boils down
to an either/or decision. Either the market conditions support a
supply decision, or they do not.

A painter may offer his or her works to the market sparingly,
seeking to avoid an oversupply that may depress the price. This is
illustrated by Figure 9.5, which depicts the market in the works of a
particular artist. An increase in supply, with a shift in the supply curve
from S to §’, causes a decline in the market price from P to P’. Works
produced at a rapid pace may also be retained in the artist’s own
inventory as a hedge against unexpected price increases. This is one
means by which an artist can take advantage of being “discovered.”
Another means is through a resale right, or droit de suite, which is

13. William Grammp, Pricing the Priceless: Art, Artists, and Economics (New York: Basic,
1989), pp. 46-51.

14. Freiderich Schneider and Werner Pommerehne, “Analyzing the Market of Works of
Contemporary Fine Arts: An Exploratory Study,” Journal of Cultural Economics 7, no.
2 (December 1983): 41-67, cited at 42.
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Figure 9.5. Price impact of supply increase by artist.

a legal entitlement in the European Union and in the state of
California. This right entitles an artist to a fixed percentage of the sale
price of a work whenever it changes hands. The California law pro-
vides for payment to the artist or heirs of 5 percent of the sale price,
and the EU rate is 3 percent.” It is probably safe to say that most
economists would agree with a concise evaluation proffered by a
prominent news magazine: “The law . . . is daft.”'® Like any interfer-
ence in the market mechanism, it results in unexpected and perhaps
unwanted consequences, as we demonstrate below in this chapter.

15. For discussions and analyses of the droit de suite, see Carl Colonna and Carol Colonna,
“An Economic and Legal Assessment of Recent Visual Artists’ Reversion Rights
Agreements in the United States,” Journal of Cultural Economics 6, no.2 (December
1982): 77-85; Randall Filer, “A Theoretical Analysis of the Economic Impact of Artists’
Resale Royalties Legislation,” Journal of Cultural Economics 8,1n0.1 (June 1984): 1-28;
and Roger McCain, “Artists’ Resale Dividends: Some Economic-Theoretic Consider-
ations,” Journal of Cultural Economics 13, no. 1 (June 1989): 35-51.

16. “Artists’ Royalties,” The Economist (June 21, 1997), pp. 18-19.
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THE DEMAND FOR ART

The demand side of the market includes a number of participants,
including collectors, dealers, museums, corporations, and anyone else
with a desire to possess a work of art. Museums are the subject of
Chapter 10, and we postpone further discussion of their participation
until then. Although the other market participants may differ in size,
awareness, and taste, they share enough characteristics for us to lump
them together and simplify the discussion a bit. We refer to buyers of
paintings as “households,” but our analysis can easily be extended to
all of the other purchasers.

Households must make a number of decisions regarding the dis-
position of their income. The first decision is how much to spend and
how much to save. The amount spent must then be allocated among
a very large number of consumer goods and services. The amount
saved will be divided among a number of assets, both real and finan-
cial. Although the U.S. Department of Commerce classifies acquisi-
tions of works of art as consumption expenditure, they might more
properly be regarded as additions to a household’s asset portfolio. In
that regard, they are akin to savings.

When households are considering the acquisition of assets, they
weigh, at least implicitly, a number of attributes of those assets.
According to the theory of asset demand, the decision to acquire art
depends on the following: wealth, or the total resources available to
the household; expected return on the asset relative to the return on
all potential substitutes; expected risk, or the degree of uncertainty
associated with the return on the asset relative to that of other assets;
liquidity, or how quickly and easily the asset can be converted to cash;
and tastes and preferences. Although usually taken as given, here we
mention them explicitly because of their importance in arts markets.
(See the discussion in Chapter 4.)

A change in any of these elements can cause the demand curve for
paintings to shift, and a favorable shift will result in a price increase
and an increase in earnings for those currently offering the paintings
for sale (as well as a potential increase in earnings for other current
owners). Each of the demand factors is discussed more fully in
upcoming sections.
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Wealth

Households that are wealthy can buy more assets, including art, than
those that are not wealthy. Accordingly, we would expect purchases
of most types of art to increase as household wealth increases. Among
the exceptions to this general rule are so-called inferior goods, pur-
chases of which may actually decline as wealth rises. Examples from
the art world might include reproductions or art posters, which in
many households are relegated to the basement or storage closets
in response to growing affluence. The degree to which asset demand
responds to wealth changes is known as the wealth elasticity of
demand, similar in concept to the price and income elasticities of
demand. It is written as

o - %A0
Y %AW

(9.1)

where Q is quantity demanded, and W is wealth. If gy is greater
than 1, that means that the quantity demanded is very responsive
to wealth changes, and such assets are regarded as luxuries. If &y is
less than 1, the asset is more likely to be a necessity. If gy is less
than 0, the asset may be one of those reproductions. In an approxi-
mation of this measure, Michael Bryan found the value of the “real
economic growth elasticity” for paintings to be about 1.35." This
supports the contention that paintings, in general, can be considered
luxury goods. This may help to explain the recent and substantial
Japanese entry into the art market. As Japanese wealth has grown,
one would expect increased purchases of luxury goods and acqui-
sition of assets.

Expected return

The return on an asset measures how much we expect to gain from
holding that asset. The return can be written as

= C+Pt+l _Pt+S

7 (9.2)

17. Michael F. Bryan, “Beauty and the Bulls: The Investment Characteristics of Paintings,”
Economic Review, Federal Reserve Bank of Cleveland (First Quarter 1985): 2-10, cited
at 4.
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where r is return, expressed as a percent, C is a dividend or coupon
payment received, expressed in monetary units, P, is the expected
price in the next time period, P, is the actual purchase price, and §
is the nonpecuniary benefit derived from ownership. For a work of
art, we would expect that C would equal zero, but it might in fact be
negative, when such things as insurance premiums, maintenance, and
other outlays are taken into account. Normally, S would have some
positive value. For a typical financial asset, such as a corporate bond,
S would likely be zero and C would have some positive value.

An example may help to illustrate the role of expected return.
Suppose a dealer quotes the price of a painting at $5,000 and the col-
lector has reason to believe that this particular artist will soon gain
popularity, leading to a substantial increase in the prices of his paint-
ings. If the collector feels that she will be able to sell the painting in
a year for $6,000 and that while it is in her possession, she will derive
aesthetic pleasure worth another $1,000, then the return from holding
the painting for a year would be calculated as

_ 6,000 -5,000+1,000
- 5,000

=0.40 (9.3)

or 40 percent. If this exceeds the return on other assets and seems
not to entail a great deal of risk, the collector will acquire the
painting.

The pure speculator, someone who is not likely to derive aesthetic
benefits, will require a higher expected monetary return to be per-
suaded to purchase the work. For this person, S = 0, and the expected
return reduces to

_6,000—5,000

=0.20 .
5,000 04)

or 20 percent. If everything else is the same, the speculator is less
likely to acquire the painting than is the collector since the expected
return has fallen by half.

Equation 9.2 can be rewritten to identify the highest price that a
collector and a speculator are likely to offer for a painting. We can
solve for P, as follows:

_C+P,+S

P,
1+r

(9.5)
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Suppose both the collector and the speculator expect that a painting
will sell next year for $6,000, and that the best return either could
expect on an alternative financial asset is 15 percent. The only dif-
ference is that the collector still derives $1,000 worth of aesthetic
pleasure from holding the painting for a year, hanging it on a wall,
impressing her friends. The speculator will be willing to pay a price
of

6,000

= =5,217 6
"1+015 7 (©-6)

The collector, on the other hand, would be willing to offer

_6,000+1,000

Y = =6,087 i
1+0.15 ©7)

If the collector and the speculator are bidding at auction for the
painting, the collector will outbid the speculator. The role played by
aesthetic pleasure in setting art prices causes some analysts to regard
speculators as unlikely to remain in the art market for long. Unin-
formed speculators may also regard the market as too risky, and
below we turn our attention to that attribute of art. But first we revisit
the issue of the droit de suite.

Imposition of a tax on resale of an asset such as a painting or other
work of art changes the value that an initial buyer is willing to pay.
A 3 percent droit de suite such as that imposed by the European
Union alters the collector’s offer as follows:

_ 6,000 -(0.03)6,000+ 1,000
B 1+0.15

P, =5,930
Thus the real burden of paying the tax, designed to aid the artist, falls
at the outset right back on the artist.

Risk

The amount of risk associated with an asset affects the quantity
demanded. In our presentation and use of Equation 9.2, we presumed
that various parties could predict the selling price of a painting in a
year. Both the collector and speculator acted as if the painting would
sell for $6,000 a year hence. In fact, they may be very uncertain of
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what the selling price will be. A simple example may help to illustrate
the role of risk.

Suppose two paintings, one by an established artist and one by a
new discovery, happen to be priced at $5,000 each. The painting by
the established artist is expected to sell in a year for $6,000, while the
work of the unknown may sell for as much as $10,000 — or as little as
$2,000. If each of these outcomes is equally likely, we would say that
the expected value of the price in a year is the average of the two
possible outcomes, or also $6,000. However, buying the latter paint-
ing entails the possibility of a substantial loss. The buyer who prefers
a sure $6,000 (a gain of $1,000) to a range of $2,000 to $10,000 (with
a possible loss of as much as $3,000) would buy the established work.
Such a person would be described as “risk averse,” and most of us
seem to be risk-averse most of the time.

To summarize, if we are confident that a work of art — say, a Picasso
— will increase in value, we are more likely to acquire it. If we are far
less certain about the future course of the asset’s price, we are less
likely to be interested in purchasing it. Most contemporary paintings
actually depreciate in value, rather like automobiles. According to
one knowledgeable gallery owner, “The percentage of contemporary
paintings that are resold at a profit is minuscule.”"®

Liquidity

An asset that can be readily converted to cash — sold in a secondary
market — is likely to be more attractive, and hence command a higher
price, than one that is not so liquid. The work of a master can be
resold; that of a novice may or may not be resold. The former is more
liquid than the latter.

In general, the development of arts markets has made many works
more liquid. Not too many years ago, Robert Anderson was able to
say:

The vast majority of collectors and most domestic museums give little or no
thought to resale possibilities when buying art works. Even in private collections
holding periods typically span generations; paintings are usually sold only to
settle estates."”

18. Robin Graham, owner of Graham Gallery, quoted in Lee, “Greed Is Not Just for
Profit,” p. 67.

19. Robert Anderson, “Paintings as an Investment,” Economic Inquiry 12, no. 1 (March
1974): 13-26, cited at 15.
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As Lee points out, works of art may, in the past, have been owned
for forty years and more; now they more typically reappear on the
market within five to seven years.”” A collector can quickly sell a
painting through the major auction houses.

Tastes and preferences

In considering most markets, economists take tastes and preferences
as given. We choose to vary from that practice because of the unique
nature of arts markets. Most consumers are able to recognize the
quality of, say, tomatoes, and we can be fairly certain of the quality
and usefulness of items that are widely advertised. We have a lot of
information and/or experience in consumption.

To the extent that the arts are a luxury good, however, many pos-
sible buyers by definition do not enter the market until they are
sufficiently wealthy. Hence, they are less likely to have experience in
purchasing and face the prospect of investing a great deal of their
time and energy in learning about the market. But the fact that they
have become wealthier may also indicate that the value of their time
has increased. This creates a potential conflict that may be resolved
in different ways. Some collectors may rely on “experts,” the art
critics, gallery owners, and others who may be in a position to divine
(shape?) current public taste. Others can economize on information
costs by purchasing, and then reselling, only recognized works, there-
by reinforcing the superstar phenomenon in the art world, where
works of the most recognized creators, whether living or dead, often
command extraordinary sums, while new talent encounters ever
higher hurdles.”

ART AS INVESTMENT

Now that we have developed the underpinnings of both supply and
demand in the art market, we may inquire whether art is a good
investment. Several studies have sought to ascertain precisely that,
and we review some of the findings. Table 9.1 lists both the average

20. Lee, “Greed Is Not Just for Profit,” p. 67.
21. For a more extensive treatment of this phenomenon, see Robert Frank and Phillip
Cook, The Winner-Take-All Society (New York: Free Press, 1995).
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Table 9.1 Pretax returns and standard deviations of alternative
household investments, 1975-1999 (annual rates)

Rate of return® Standard deviation

Consumer Price Index, U.S. 4.86 3.03
Asset

Paintings, average” 10.25 24.58

AAA corporate bonds 9.37 2.09

Gold* 5.51 27.45

Three-year Treasury Notes 8.06 2.53

Dow-Jones industrials 12.07 13.15

Sources: Paintings: Daily Telegraph Art Index, © Robin Duthy and Art Market Research;
gold: www.goldinstitute.com/average.html.; all other: Economic Report of the President 2000
(Washington, D.C.: Superintendent of Documents).

“ Based on percentage increase in price or index, or on market interest rates.

» Unweighted average across categories of paintings; 1975-97 only.

¢ 1975-98 only.

return and the risk for a variety of “household investments” for the
period 1975-99. In this case, return is the capital gain plus any addi-
tional monetary payment (e.g., the coupon or interest payment
received on AAA corporate bonds) on a variety of assets, and risk
is measured by the standard deviation of annual rates of return.
Among assets other than art, corporate stock as measured by the
Dow-Jones Industrial Average offered one of the highest returns
(an annual average of 12.01%) but was also somewhat risky, with a
standard deviation of 13.15. This means that investors who prefer
high returns and are not particularly worried by risk (we would
call them risk-neutral or, in the extreme, risk-seeking individuals)
would exhibit a preference for corporate stock compared with, say,
corporate bonds or Treasury notes. At the other extreme, those who
have a strong distaste for uncertainty might opt for the least risky
asset that offers at least a reasonable return. In this case, the AAA

22. Standard deviation measures how much the observed values of a work of art vary from
. T X-w’

their average values. The standard deviation is calculated as o = %, where

X is the value of a work of art at some time, u is its average value over the

period covered, and N is the number of different values observed over the time period
covered.
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corporate bonds not only offered a very attractive average return
over the period covered, but they also entailed the least risk.

Of special note is the riskiness of paintings, with a standard devia-
tion nearly as high as that of gold over the period covered. Paint-
ings would appear to be superior to gold by both risk and return
measures, as they offered a higher return and less risk. But a quick
review of Figure 9.1 reminds us that the heyday of paintings as an
investment occurred prior to 1990, with more modest performance
since that time. The high rates of return on art investments in the
1980s were historically exceptional. They should not be taken to indi-
cate that it is easy to make money in art. On the contrary, investing
in most art, in most periods, might well lead to losses rather than
profits, for it is only after the fact that we find out what the profitable
choices would have been in any given era. “The history of art con-
noisseurship tells us that the main lesson imparted by the test of
time is the fickleness of taste whose meanderings defy prediction.””
William Baumol’s skepticism is grounded in his study of 640 arts
transactions during the period from 1652 to 1961, as listed in Gerald
Reitlinger’s The Economics of Taste.** Baumol calculated the real, or
inflation-adjusted, rates of return associated with specific works of art
and concluded that the average annual compounded rate of return
was 0.55 percent in real terms, about one-third as high as the real
return on a government security. Returns varied from a high of 27
percent to a low of —19 percent per year. Based on this evidence, art
seems indeed to be a risky investment, and the risk seems not to be
compensated by a persuasive return.”> Ownership of artworks may
well represent a very rational choice for those who derive a high rate
of return in the form of aesthetic pleasure. They should not, however,
let themselves be lured into the purchase of art by the illusion that
they can beat the game financially and select with any degree of reli-
ability the combination of purchase dates and art works that will
produce a rate of return exceeding the opportunity cost of their
investment.?

Another study, that by Frey and Pommerehene, extended
Reitlinger’s data up to 1987 and included more recent auction data

23. William J. Baumol, “Unnatural Value or Art Investment as Floating Crap Game,” in
D. V. Shaw et al., eds., Artists and Cultural Consumers (Akron, Ohio: Association for
Cultural Economics and University of Akron), pp. 1-14, cited at 1.

24. Gerald Reitlinger, The Economics of Taste: The Rise and Fall of the Picture Market,
1760-1960 (New York: Holt, Rinehart & Winston, 1961).

25. Baumol, “Unnatural Value,” pp. 7-9. 26 Ibid., p. 13.



The market in works of art 185

from France, Germany, and The Netherlands.”” Taking into account
inflation, commission fees, and other pertinent factors, they calculated
the average rate of return to paintings over the entire period to be
about 1.5 percent per year. Under the assumption that art has come
into its own as a financial investment only in the years since World
War II, they also calculated the real rate of return for the period
1950-87 and determined it to be only 1.6 percent annually. Further-
more, like Baumol, they found a great variability in return, leading
to their conclusion that “it is no easier to make speculative financial
profits in art than anywhere else.”®®

Michael Bryan applied what is known as the “capital asset pricing
model” to the Sotheby’s Index for the period 1970-84.” For this
shorter period, Bryan concluded that “the returns in the art market
were lucrative for the pure art speculator.”® Bryan’s generally opti-
mistic assessment is tempered somewhat by disagreement over the
reliability of the Sotheby’s Index.”

The fickle nature of the market is further illustrated by a recent
account in the New York Times:

The price of paintings by Sandro Chia rose from $10,000 to $60,000 after the
influential collector Charles Saatchi bought seven. But when Mr. Saatchi sold
them all without explanation, the Chia star fell as fast as it had risen.*

It should not be particularly surprising, then, that studies of differ-
ent time periods and varying data sources reach conflicting con-
clusions on the investment value of art.® One conclusion that all
observers would agree on, however, is that investing in art for
financial gain is an unusually risky business that is best left to well-
informed professionals.

27. Bruno S. Frey and Werner W. Pommerehne, “Is Art Such a Good Investment?,” Public
Interest 91 (Spring 1988): 79-86.

28. Ibid., p. 86. This cautious approach to investing in art is supported by at least two addi-
tional studies. See Robert C. Anderson, “Paintings as an Investment,” Economic
Inquiry 12, no. 1 (March 1974): 13-26; and John P. Stein, “The Monetary Appreciation
of Paintings,” Journal of Political Economy 85, no. 5 (1977): 1021-35.

29. See Bryan, “Beauty and the Bulls.” For an introduction to the capital asset pricing
model, see Michael C. Jensen, “Capital Markets: Theory and Evidence,” Bell Journal
of Economics and Management Science 3, no. 4 (Autumn 1972): 357-98.

30. Ibid., p. 7.

31. See Alexandra Peers, “Art Index of Sotheby’s Is Really More Art Than Index, Some
Say,” Wall Street Journal, March 23, 1989.

32. Passell, “Vincent Van Gogh, Meet Adam Smith.”

33. For a critical review of studies of the art market, see Bruno S. Frey and Reiner Eichen-
berger, “On the Rate of Return in the Art Market: Survey and Evaluation,” European
Economic Review 39 (April 1995): 528-37. This special issue of the Review also con-
tained several other treatments of art as an investment.
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The extraordinary rise in art prices during the 1980s undoubtedly
helped some artists and pleased some investors. It has had seriously
adverse consequences, however, for art museums and their audiences,
since museums have been virtually priced out of the market for great
works of art. They simply cannot afford to pay tens of millions of
dollars for a single work. (A rare exception is the well-financed Getty
Museum in California, which in 1989 paid $35.2 million at auction for
a painting by the sixteenth-century Florentine master Jacopo Pon-
tormo and in 1990 acquired the Van Gogh work mentioned at the
very beginning of this chapter.)* It is the world’s wealthy private col-
lectors who have bid art prices up to their recent highs. Unhappily,
the works they purchase will not be available for viewing by the art-
loving public, unless they lend, donate, or bequeath them to museums.
It is to the economics of art museums that we turn in the next chapter.
(See Chapter 12 for a discussion of the effects of the income tax on
donations of art.)

34. Rita Reif, New York Times, June 1, 1989.
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Museums are essentially collections of objects that reflect and convey
a cultural heritage over time. Art museums preserve and present
the artistic elements of that cultural heritage. All museums face per-
sistent questions of how to allocate resources among their multiple
functions, how to manage their investment portfolios (including
works of art), and how to pay for it all. In this latter regard, museum
managers wrestle constantly with what prices to charge for gallery
admission, given that their missions may be incompatible with
excluding anyone by imposing an admission fee. This chapter
addresses these and related issues. Although the emphasis is on
museums and museum policy in the United States, the fundamen-
tal principles and conclusions may be generalized to other nations
as well.

WHAT DO MUSEUMS DO?

Surveys conducted by the American Association of Museums
indicate that of the more than 8,000 not-for-profit museums in the
United States, about 1,200 were classified as art museums.! Of these,
224 were surveyed by the Association of Art Museum Directors in
1998, and the results of that survey inform much of the discussion to
follow.

1. American Association of Museums, Data Report of the 1989 National Museum Survey
(Washington, D.C.: American Association of Museums, various editions).
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Table 10.1 Museum expenditures, fiscal 1993
and 1997 (constant sample of 119 reporting

museums?)
Fiscal 1993 Fiscal 1997
Total costs ($ million) 888.2 1,120.6
Percent by type or source
Program 37.1 25.7
Curatorial 26.0 14.7
Conservation 2.8 2.8
Education 6.3 6.0
Library 1.9 22
Support 62.9 743
Protection 10.7 9.0
Energy 5.1 4.5
Administration 16.3 13.1
Development 8.2 7.8
Maintenance 9.3 13.6
Capital improvement 12.8 21.2
Other 0.6 52

Source: Association of Art Museum Directors, 1998
Statistics Survey.
“ Includes Canadian reporting museums with some results in
Canadian dollars.

Alma S. Wittlin points out that museums are characteristically flex-
ible because “they allow a wide gamut of differences in the use people
make of them,” and that “many, if not most, visitors to a museum
hardly distinguish between learning and recreation.” The variety
of functions performed by art museums reflects the breadth of the
demands the public makes on them. Their principal business may be
to collect and display art, but they perform several other functions
as well, notably, conservation, research, and education.’ Table 10.1,
drawn from a 1998 survey which includes some historical data, pre-
sents a breakdown of the expenditures of nonprofit art museums

2. Alma S. Wittlin, Museums: In Search of a Usable Future (Cambridge, Mass.: MIT Press,
1970), p. 2.

3. For an influential discussion of this topic, see Joseph Veach Noble, “Museum Manifesto,”
Museum News 48, no. 8 (April 1970): 17-20. Noble describes five “basic responsibili-
ties”: acquisition, exhibition, conservation, study, and interpretation.



The economics of art museums 189

among categories, some of which can be roughly assigned to these
functions. Curatorial outlays constituted more than a quarter of total
expenditures in 1993 but less than 15 percent by 1997.

Conservation accounted for a little less than 3 percent of report-
ing art museum operating budgets in both years. We note that con-
ducting conservation “in house” requires hiring a trained conservator
and maintaining an up-to-date laboratory. A recent estimate put
the minimum setup costs for such a facility in the range of $18,000
to $25,000.* When the annual cost of materials and supplies and a
conservator’s salary are added on, the minimum expense becomes
considerable. Consequently, only the largest art museums do it
themselves. Calculations based on the data in Table 10.1 yield an
average conservation outlay for the 119 reporting museums of more
than $260,000 in 1997, and this average may be low due to the number
of museums which conduct very little if any conservation. Those
museums that do not neglect the problem (and some do) contract
for the service with outside specialists in conservation or with other
museums that have the requisite facilities.

Educational programs are the next most expensive category
after collection and display. According to Table 10.1, they account
directly for about 6 percent of art museum operating budgets. To
that should be added some part of general overhead costs. Educa-
tional programs comprise activities such as public lectures, art appre-
ciation courses, programs in cooperation with local public schools
and colleges, teacher training programs, and courses for academic
credit. (Of course, if we were to adopt a broader definition of learn-
ing consistent with Wittlin’s previously quoted statement, much of the
expense of collection and display could also be labeled educational.)
Clearly, museum directors and their boards of trustees believe that
providing an education program is one of their civic responsibilities.
Moreover, it is an important one to carry out if they wish to retain
or expand subsidy support from their local government. But an
education program also serves a museum’s self-interest by build-
ing an appreciative audience among which the institution’s future
financial supporters may be found. Casual empiricism in support
of this point includes the inevitable lineups of yellow school buses
outside major U.S. art museums on nearly any weekday during the

4. Paul S. Storch, “How to Equip Your Conservation Laboratory for Success,” Museum
News 69, no. 3 (May-June 1990): 92-94.



190 The fine arts and museums

school year. (We pursue this topic later in the chapter as well as in
Chapter 12.)

Research in an art museum consists in trying to determine as
precisely as possible the origin, authorship, and character of each
object in the collection. Since that is the responsibility of the curator,
we can assume that some fraction of expenditure listed in Table 10.1
as curatorial is allocable to research. Also assignable to research
would be the cost of maintaining a library, which is shown separately
in the table. In addition, a part of the outlay for exhibitions might be
classified as research, since important research is often carried out
when new exhibitions are mounted.

Finally, Table 10.1 shows that in both 1993 and 1998, development,
including membership, accounted for about 8 percent of operating
outlays. These are the costs of obtaining ongoing or episodic finan-
cial support for a not-for-profit organization. Membership programs
seek to enroll ordinary citizens who are willing to pay $40, $50, or $75
a year to become a “friend” of the museum. “Development” is the
polite word for large-scale fund-raising. If membership is fund-raising
at the retail level, development is fund-raising at the wholesale level.
The development staff try to obtain large charitable donations from
wealthy and/or generous persons or foundations, as well as grants
from state or federal agencies. They, as well as the senior curatorial
staff and the members of the board of trustees, also work at per-
suading wealthy private collectors to donate or bequeath works of
art directly to the museum. Rooms or even entire wings of museums
may be named in honor of patrons who donate a large collection or
pay for the construction of an addition to the galleries.

ATTENDANCE AT ART MUSEUMS

Attendance at art museums is a good indicator of the public’s inter-
est in the fine arts. Table 10.2, which incorporates data from several
different sources, shows that attendance has increased very rapidly in
the past decade and a half.” Since population did not increase nearly
as fast, the number of attendances per hundred of population rose
from 7.0 in 1952 to 22.1 in 1979, 40.0 in 1988, and 87.3 in 1993. But

5. Since the reported data come from several studies, they do not make up a consistent
historical series. Caution should therefore be used in interpreting the apparent “trend.”
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Table 10.2 Attendance at U.S. art museums

Attendance U.S. population
Year (millions) (millions) Attendance per 100
1952 11.1 157.6 7.0
1957 13.5 172.0 7.8
1962 220 186.5 11.8
1975 421 216.0 19.5
1979 49.8 2251 221
1986 70.3 240.7 292
1988 75.9 245.0 40.0
1992 163.8 255.0 642
1993 2253 258.1 87.3

Sources: Attendance: A Sourcebook of Arts Statistics: 1989 (Washington, D.C.: National
Endowment for the Arts, 1990), tables 7-27 and 7-28, and American Association of
Museums, Data Report of the 1989 National Museum Survey, Table E:47-A. Population as
of July 1: Statistical Abstract of the United States, 1990, Table 2, and 71998, Table 2.

because some people attend museums more than once a year, those
figures do not mean that 87 percent of Americans were museum
attenders in 1993.

What proportion of the public does attend? The Survey of Public
Participation in the Arts, first introduced in Chapter 3, allows us to
answer that question. In the 1982 survey, 22.1 percent of all adults
reported having visited an art museum or gallery in the previous
twelve months, and this had risen to 34.9 percent by 1997. Because
of changes in survey methodology between the two time periods, we
must interpret this change with care, but certainly this constitutes a
substantial rise, even allowing for any error.

The surveys also allow us to compare the public’s rate of atten-
dance at museums of art with its propensity to engage in other re-
creational activities. The 1997 participation rate at art museums is
slightly below that reported for science or history museums. It is
higher than that for any of the individual live performing arts, among
which the highest rate is 24.5 percent for musical plays and operettas.
On the other hand, it is far below the rate for such other entertain-
ments as movies away from home (65.5%), sports events (41.2%),
and amusement parks and carnivals (57%).°

6. 1997 SPPA; authors’ calculations.
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It was pointed out in Chapter 3 that participation rates in the arts
rise dramatically with increases in individual income, occupational
status, and educational attainment. Table 3.2 showed that these gen-
eralizations hold for art museums as well as for the performing arts.
Using Ford Foundation survey data, it was also shown in Chapter 3
that for the performing arts, education is a more important determi-
nant of participation than is income. Mark Schuster reaches a similar
conclusion for museum attendance. Employing data from the 1985
SPPA, he shows that the art museum participation rate increases from
4 percent for adults in the lowest education group to 55 percent
for those in the highest group, a difference of 51 percentage points.
By comparison, the participation rate increases only 29 percentage
points from the lowest to the highest income group. Thus, differences
in education are associated with far greater changes in museum atten-
dance than are differences in income, which tells us that education is
the more powerful explanatory variable.’

A PROFILE OF MUSEUM VISITORS

Because the rate of museum attendance rises strongly with educa-
tion, income, and occupational status, it follows that art museum audi-
ences will rank higher on those socioeconomic measures than will the
U.S. population as a whole. Table 10.3, drawn from the 1997 SPPA,
allows us to compare the socioeconomic character of art museum vis-
itors and audiences for selected live performing arts. What it shows
us is that museum visitors as a whole do not rank as high on socioe-
conomic measures as do performing arts attenders. A greater pro-
portion of art museum visitors have incomes of less than $20,000
and education at less than the high school graduate level. And while
as many museum-goers have high incomes as do attenders at the
performing arts, in two out of three cases a smaller proportion have
attended graduate school. In other words, on socioeconomic mea-
sures, museum-goers are somewhat closer to the U.S. average than
are performing arts attenders.

7. J.Mark Davidson Schuster, “Perspectives on the American Audience for Art Museums,”
a research monograph based on the 1985 Survey of Public Participation in the Arts,
Cambridge, Mass., July 1987 (mimeo), cited at 18.
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Table 10.3 Socioeconomic character of museum and performing arts
audiences, 1997 (percentages)

Demographic characteristics Art museums Classical music Opera Ballet
Race
White 79.6 872 80.9 77.3
Nonwhite 20.4 12.8 19.1 22.7
Income
20,000 or less 12.9 10.7 79 9.3
Over 100,000 20.1 18.7 26.7 17.8
Education
Not high school graduate 52 33 34 4.1
Graduate school 24.4 322 344 21.7

Source: 1997 Survey of Public Participation in the Arts, National Endowment for the Arts;
authors’ calculations.

MUSEUMS AS A DECREASING COST INDUSTRY

We look now at the cost conditions under which museums operate.
This will provide the background needed for discussion of the con-
tentious question of museum entrance fees. The analysis focuses
especially on the display function, since that is by far the most costly,
and of course, it is to see the museum’s displays that the public would
be asked to pay an admission fee.

The question we wish to answer is, How does the cost of making
the museum’s displays available to the public vary with the level
of public admissions? In this formulation, admissions serve as the
measure of output for the display function. The analysis deals only
with short-run variation, hence the museum’s galleries (its “plant”)
are assumed to be fixed in size. What we are really asking, therefore,
is, How does cost vary with output in the short run, or in other words,
what is the shape of the short-run cost curves for the display func-
tion? The answer, we argue, is that the display function operates
under conditions of short-run decreasing unit cost.

Figure 10.1 shows the relationship between daily display function
cost per visitor and the number of visitors per day. Since there have
been no empirical studies of the short-run cost curves of art museums,
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Figure 10.1. Economies of the museum display function.

the shapes of the curves shown in Figure 10.1 are deduced from what
we know about the way museums operate. It is useful to divide the
cost of operating the display function into two parts. (1) Basic oper-
ating cost for the galleries includes heating, lighting, maintenance,
insurance, office staff, and basic security service. These can be thought
of as the minimum costs that must be incurred if the galleries are to
open each morning. They are a fixed sum that does not vary with the
number of visitors per day. The cost per visitor of this component
therefore falls as the number of visitors increases. (2) The museum
also incurs a marginal cost (MC) for each person/visit to cover the
cost of additional security, information, and cleaning personnel
imposed by attendees.

In Figure 10.1 we assume, for the sake of simplicity, that marginal
cost per visitor is constant. It is therefore shown as a horizontal
line in the diagram. (In fact, once basic operating costs have been
incurred to open the museum for the day, the marginal cost of a
visitor might well be zero over some relatively low range of visits.)
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Basic operating cost per attendee is not shown separately, but we
know how it behaves: Since it consists of a fixed component divided
by an increasing quantity, it would have the shape of a rectangular
hyperbola, sloping downward exactly like average fixed cost in Figure
6.1. By adding this component vertically onto marginal cost, we
generate the downward-sloping average daily operating cost curve
(ADOC) in the diagram. (Basic operating cost per visitor can be read
as the vertical distance between MC and ADOC.) Thus, the museum
display function operates under conditions of decreasing unit cost
because, as more visitors enter, the basic cost of opening the galleries
to the public can be spread over more visits.

Full cost versus marginal cost pricing

To analyze the effect of charging for admission, we need information
about the public’s willingness to pay for visits. In Figure 10.1, curve
D shows the demand for visits as a function of the price charged. If
the museum wished to set a price just high enough to cover the full
cost of the display function, it would charge the price indicated by
the intersection of the demand curve and the average daily operat-
ing cost curve: At a price of P;, O visitors would enter per day and
the average daily operating cost would exactly equal the price
charged. The display function would break even. Some analysts who
oppose government subsidies for museums have argued strenuously
in favor of that.?

However, at output Oy, marginal cost is well below price. Charging
price P; therefore violates the welfare rule, which says that price
should be set equal to marginal cost. There is a measurable welfare
loss to society in charging price P;, indicated by the fact that poten-
tial visitors between Q, and Q,, who are willing to pay more than the
full marginal cost of their visit, but not a price as high as P, are
nevertheless denied attendance. (This welfare argument is developed
more fully at the beginning of Chapter 11.) On the other hand, if the
museum followed the welfare rule, it would set price at the level indi-
cated by the intersection of D and MC: At price P, there would be
0, visits per day. The welfare rule would be satisfied, but because

8. See, e.g., Ernest van den Haag, “Should the Government Subsidize the Arts?,” Policy
Review 10 (Fall 1979): 63-73.
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price would be below cost, the display function would incur a daily
operating deficit of O, (ADOC, — P,),equal to the area of the shaded
rectangle in Figure 10.1.

Because the size of the potential deficit is large, the issue raised
here is not a trivial one. Operating expenditures of art museums
totaled in excess of $1.113 billion in 1988. We estimate that the display
function (including its share of administrative and maintenance costs)
accounts for about 64 percent of that, or $712 million for the year.
Dividing by the 1988 attendance of 75.9 million, reported in Table
10.2 yields an average cost per visit (or ADOC) of $9.38. That is
far above the probable marginal cost per visitor, which may in fact
be close to zero. It also greatly exceeds the $3.00 median entrance
fee (or “contribution”) that museums were then charging (if they
charged anything at all).’ The certainty that charging a price equal to
marginal cost would result in operating deficits for museums is a pow-
erful argument for providing them with government subsidies. The
question of subsidies and/or alternative ways of covering museum
deficits is discussed further in Chapter 11, as well as in the section of
this chapter dealing with museum finances.

The analysis to this point has overlooked the phenomenon of con-
gestion that may occur at very popular special exhibitions, or, as they
have come to be known, “blockbusters.” (See the discussion of this
topic below in this chapter.) Crowding at an exhibition reduces the
pleasure obtained by viewers. This reduction in pleasure can be
thought of as a cost that visitors who enter a congested exhibition
impose on other simultaneous visitors and can be treated as an
increase in marginal and average cost, starting at the point when vis-
itors begin to get in each other’s way. If the museum were setting fees
equal to marginal cost, such an increase in marginal cost would justify
higher charges for blockbusters than for ordinary exhibitions. The
higher fees, if set correctly, would reduce congestion to the optimal
level and make some contribution toward covering the deficit
incurred during uncongested periods."

9. Total operating costs and median admissions fees for this particular example are from
1989 Museum Survey, tables F:74.A and E:50.A.
10. See the discussion of optimum highway congestion tolls in any urban economics text,
e.g., James Heilbrun, Urban Economics and Public Policy, 3rd ed. (New York: St.
Martin’s, 1987), pp. 191-96.



The economics of art museums 197

Entrance fees and equity considerations

To this point the discussion of admission charges to museums
has dealt only with what economists call the “efficiency” issue: It
was argued that charging a price in excess of the presumably very
low marginal cost would be inefficient in the sense of violating the
P = MC welfare rule. But charging for admission also raises issues of
“equity” or “redistribution.” Historically, most art museums in the
United States have charged visitors little or nothing not because they
understood the economist’s arcane welfare rule, but rather because
they believed it was their mission to make great art available to the
masses, and they feared that substantial entrance fees would prevent
the relatively poor from partaking. It is therefore worthwhile to ask
whether entrance fees, even those as low as the marginal cost of an
admission, would in fact tend to filter out low-income visitors.
There is not much empirical evidence on this question. However,
Rene Goudriaan and Gerrit Jan van’t Eind did carry out a “before-
and-after” study in Rotterdam, at the time when that Netherlands
municipality imposed fees of about $1.35 for adults in four museums
that had previously been open free of charge. Their results were
somewhat surprising."! The proportion of low-income families in
the audience rose significantly instead of falling! The authors could
suggest no explanation for this counterintuitive outcome. Policymak-
ers interested in encouraging the cultivation of a taste for art might
have feared that imposing a fee would create a barrier to first-time
attendance, but such was not the case: The relative frequency of first
visits was not affected significantly. In the aggregate, attendance fell
30 percent, but the smaller number of visits was offset by an increase
in average duration. Apparently, the fee tended to filter out short
visits. Attendance at the maritime museum (regarded by the authors
as “recreational”) fell the most — 40 percent — while visits to the art
museum were off by only 18 percent, indicating a lower price elas-
ticity for the latter type. Whether that is good news or bad depends
on where the comparison starts. It is encouraging to know that
11. Rene Goudriaan and Gerrit Jan van’t Eind, “To Fee or Not to Fee: Some Effects of
Introducing Admission Fees in Four Museums in Rotterdam,” in Virginia Lee Owen
and William S. Hendon, eds., Managerial Economics for the Arts (Akron, Ohio:

Association for Cultural Economics, 1985), pp. 103-9. The fee imposed was 2.50
Dutch guilders, here converted at the rate of 1.85 per dollar.
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imposing charges does not greatly reduce attendance, but it is dis-
couraging to reflect that for the same reason, holding the price down
does not greatly increase it.

ENTRANCE FEES AND OVERALL
FISCAL HEALTH

In addition to income from admission fees, museums obtain revenue
from sales in museum stores and cafeterias. Museum managers
should be concerned with whether and to what extent these may be
regarded as “complementary” goods. A hypothetical example should
illustrate the potential importance of cross-price elasticity, developed
in Chapter 4, in the museum sector. Suppose for simplicity’s sake
that we can describe the three outputs of a museum as gallery visits,
museum shop sales, and museum restaurant sales. Most museums
provide gallery access to visitors of lesser means in a variety of ways,
including specific days set aside for free entry. A museum’s manage-
ment, considering whether to add a second free-entry day, should
consider the impact on other revenues. Table 10.4 offers some hypo-
thetical figures.

The addition of a second free day increases the average number
of total visits on that day by 500 persons. Of those, 100 formerly paid
an admission fee of $5, but now are able to take advantage of free
admission, resulting in $500 of forgone revenues. The 400 new visi-
tors make purchases in the shop and restaurant that yield an average
net of $2 and $1, respectively. The 100 persons who formerly paid for
admission, having saved $5, spend more than previously in the shop
and restaurant, as indicated. Finally, the museum saves on selected
staffing outlays on the free day. The result, as illustrated, is a net
revenue increment of $1,200 per free day. There may also be some
indirect or secondary effects, such as good will, increased individ-
ual and organizational giving, and so on. Steiner’s study of a single
museum failed to turn up evidence of such cross-price responses,
although her theoretical model certainly pointed to the strong possi-
bility, and museums may be well advised not to reject such pricing
alternatives."

12. Faye Steiner, “Optimal Pricing of Museum Admission,” Journal of Cultural Econom-
ics 21, no. 4 (1997), pp. 307-33.
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Table 10.4 Calculation of net effect, hypothetical change in museum
admissions policy

Component of Change Amount
Loss due to 100 displaced visitors at $5 -$500
Net museum shop earnings, spending by 400 new visitors at $2 800
New restaurant earnings spending by 400 new visitors, at $1 400
Net museum shop earnings, increased spending by 100 previous

visitors, at $2 200
Net restaurant earnings increased spending by 100 previous

visitors, at $1 100
Personnel savings, reduced ticket sellers and entry monitors 200
Total amount $1,200

ACQUISITION POLICIES OF ART MUSEUMS

Art museums reported spending $165.6 million acquiring works for
their collections in 1997. In addition, they reported donations of art-
works valued at $152.7 million."” The latter figure may err on the low
side because some museums were unable to estimate the value of
the works they received as gifts. Responding museums reported the
aggregate value of their collections as more than $22 billion, which
may also be an underestimate for the same reason.

Donations of works of art that appreciated in value after the
donor purchased them are strongly affected by provisions of the
federal tax code. This important question is examined in detail in
Chapter 12.

Acquisition policies have always been a sensitive topic in the
museum world. Directors and boards of trustees are reluctant to tip
their hands for fear of adversely affecting the art market. In their
annual reports, they do show aggregate cash expenditures for acqui-
sitions, and they are happy to list the works acquired, but they do not
have to report the prices they paid or the estimated value of donated
works. They are eager to avoid controversy, and as we see in the next
section, in the museum world nothing more easily leads to contro-
versy than decisions affecting a museum’s holdings.

13. Association of Art Museum Directors, “1998 Statistics Survey,” New York.
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MANAGING A MUSEUM’S COLLECTION

When economists look at an art museum, they see an institution that
has a large stock of capital held in the form of works of art and of
buildings in which the art is either displayed or stored. But why
“stored”? If display is their principal function, why not show the
entire collection? The answer is that few museums have the gallery
space to display all their holdings simultaneously. As a result, some
pieces are consigned to the basement. These are likely to be either
works in a style that is no longer considered interesting or less impor-
tant pieces in a category of which they have better examples on
display. Works in storage are known as “the reserve.” In some cases,
they exceed by many times over the number of pieces actually on
display.

To an economist, the problem of managing a museum’s collection,
which is its capital, appears to raise some of the same questions that
occur in managing the assets of a business firm. Unlike a commercial
enterprise, the museum is not trying to maximize profits. But it is
presumably trying to attain some set of definable objectives, for which
purpose it ought to deploy its assets efficiently. With this in mind,
an economist might ask whether the right balance has been struck
between the quantity of art owned and the amount of building space
available to display it. For example, a museum with a large number
of high-quality pieces in its reserve might be better advised to build
more gallery space rather than spend funds purchasing more works
of art that it lacks space to display. In economic terms, it is a matter
of comparing at the margin the benefits to be obtained by investing
an additional dollar in building gallery space as compared with the
benefit of investing that dollar in additional works of art and then
spending the money where the benefit per dollar is greatest.

The problem of “deaccessioning”

The trade-off between investing in art or in structures is a relatively
simple matter to discuss. Much stickier is the question of how to
manage the museum’s art holdings themselves. It might seem
reasonable for a museum that owns a relatively large number of
paintings by Vincent Van Gogh, the nineteenth-century Flemish
postimpressionist, and several by Henri Rousseau, the turn-of-the-
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century French primitive, but none by Annibale Carracci, an impor-
tant sixteenth-century Bolognese mannerist, to sell a Van Gogh and
a Rousseau and use the proceeds to buy a Carracci. An economist
might say, “They’re just trying to deploy their assets rationally.” But
when the Metropolitan Museum of Art did just that in 1972, it ran
into a storm of protest. “Deaccessioning” of major works — the term
refers to selling an object out of the museum’s permanent collection
— almost always leads to controversy.

The justification usually given for deaccessioning is that it allows
the museum to better meet its chosen objectives. The criticism often
comes from those who disagree with the objectives. A museum as
large as the Metropolitan may wish to cover the field of art very
broadly and has the resources to do so successfully. In that case,
selling a Van Gogh and a Rousseau to buy a picture that will help to
fill a gap in the collection would seem to make sense. Such, at any
rate, was the conclusion of J. Michael Montias, an economist who
carefully analyzed the Carracci affair at the Metropolitan.**

Small- or medium-sized museums, on the other hand, may decide
to specialize in the art of one period or country and will there-
fore deaccession objects that fall outside their chosen field and use
the proceeds to buy additional works within that specialty. A case
in point, reported by Evan Roth, is the Walker Art Center in
Minneapolis, which some years ago decided to concentrate on con-
temporary, especially twentieth-century, U.S. art. In May 1989 at
Sotheby’s in New York, it auctioned twenty-two very fine nineteenth-
century U.S. paintings and announced that the proceeds, amounting
to $10.5 million, would be used to by works that “better reflect the
artistic mission of the museum.” But Roth reports that “the sale was
not universally well received” and quotes Jonathan Yardley of the
Washington Post as complaining that “thanks to selling off giants of
the 19th century, the museum has the money to by up more pygmies
of the 20th.”" Evidently, Yardley disagrees with the Walker’s
objectives. Sarah Montgomery has suggested that fear of being
proved wrong may be one reason museum professionals resist

14. J. Michael Montias, “Are Museums Betraying the Public Trust?,” Museum News 51, no.
9 (May 1973):25-31, reprinted in Mark Blaug, ed., The Economics of the Arts (London:
Martin Robertson, 1976), pp. 205-17.

15. Evan Roth, “Deaccession Debate,” Museum News 69,n0.2 (March-April 1990): 42-46,
cited at 42 and 44.
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deaccessioning: Because critical judgment about art does change with
time, what they sell off today may be viewed tomorrow as having
“special aesthetic value.” Far safer, they think, to keep currently unin-
teresting works in storage.'®

Deaccessioning does raise difficult questions. Some argue that it
will shake the confidence of potential donors, who do not like to think
that the works of art they reluctantly part with may later be sold by
the museum on the open market, perhaps passing back into private
hands. But deaccessioning would probably have to be carried much
further than now seems likely before it would seriously undermine
the willingness of potential donors to give works of art to museums.
Donors often try to ensure the permanence of their gifts by stipulat-
ing that they cannot be resold. Museum directors who would like to
make some changes (and their legal counsel) have to decide how far
they are bound by such arrangements, especially if they were made
in the very distant past. Finally, there are those who would argue that
museums violate a public trust if they dispose of any object that has
been given into their safekeeping. That view, as Montias puts it,
“would confine all sales and barters to works of art purchased by
museums from unrestricted funds.”"” Citing the case of the New York
Historical Society, which closed its doors in 1993 and financed its
reopening by selling works of art, Jennifer White notes:

Although drastic, museums must be able to consider the possibility of selling
some of their assets in order to remain solvent. A lack of museums would make
real the belief that art is only for the wealthy. Surely the public cannot be served
best by a policy in which one interest — the art itself — is allowed to prevail
absolutely over the very important interest of providing public access to the art
through the maintenance of museums as healthy institutions."

SOME QUESTIONS OF DISTRIBUTION

The preceding section, which dealt with the problem of rationally
managing a single museum’s collection, leads us to the important

16. Communication to the authors, January 22, 1992.

17. Montias, “Are Museums Betraying the Public Trust?,” p. 212. Also see the many refer-
ences to deaccessioning in Feldstein, ed., Economics of Art Museums (Chicago and
London: University of Chicago Press, 1991).

18. Jennifer L. White, “When It’s OK to Sell the Monet: A Trustee-Fiduciary-Duty Frame-
work for Analyzing the Deaccessioning of Art to Meet Museum Operating Expenses,”
Michigan Law Review 94 (February 1996): 1041-66, cited at 1065.
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question of the distribution of art among museums. It is a puzzling
fact that our larger museums have extensive reserves holding many
objects, which, though rarely displayed, may be of a higher quality
than works currently on display in smaller museums. Would not the
less well-endowed places be delighted to have a few of the rejects in
the basement of the Metropolitan? Montias points out that this sort
of misallocation of social resources is made worse by the fact that
museum directors have virtually no incentive to refuse a bequest. The
result, he thinks, is that works of art “often end up in places that have
no need for them.”"

When a misallocation of resources exists, a correction can yield
social gains (theoretically measurable in monetary units). If an appro-
priate way can be found to divide those gains between the affected
parties, it is possible that all of them can be made better off in the
process of overcoming the misallocation. In the case of museum hold-
ings discussed here, economic intuition suggests that there must
be a conceivable arrangement by which less well-endowed institu-
tions could rent — perhaps indefinitely — underutilized objects from
museums that are, in effect, overstocked. Economists point out that
when voluntary trades are made in the marketplace, both parties
benefit; otherwise they would not have agreed to the trade. Hence,
if the arrangements suggested here were carried out voluntarily, we
could assume that both lender and borrower gained from the trans-
action. Perhaps the problem is that museum directors and boards
of trustees would prefer to spend their available funds (however
meager) buying art to add to the museum’s collection rather than
renting it. “Renting” sounds decidedly second rate when compared
with the accomplishment implied by “new acquisition.” But with art
prices in the marketplace rising to levels that are referred to on all
sides as astronomical, the time may be near when novel arrangements
for sharing existing museum resources will become acceptable.

Stephen E. Weil, a long-time museum administrator now retired
from the Smithsonian Institution, reaches a similar conclusion, but
without using explicitly economic arguments. He sees no reason why
large and small museums need pursue identical policies. Instead, he
calls for a division of labor “with each size of institution specializing
in what it did best.” He suggests that large museums could serve as
the principal repositories and caretakers of our material heritage and

19. Montias, “Are Museums Betraying the Public Trust?,” p. 214.
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the primary source of loans. Small museums would concentrate on
presenting special exhibitions and other programs that drew on the
collection resources of the larger museums and addressed the aes-
thetic, historic, political, and scientific issues relevant to their com-
munities.”” Small museums could thus give up trying to do what they
cannot do very well, that is, collect art, while concentrating on what
they are uniquely well suited to do, that is, mount exhibits relevant
to their own communities. In this way, Weil argues, the museum field
as a whole could best serve the public interest. He admits, however,
that the scheme leaves medium-sized museums out of account. They
would probably have to go on pretty much as they have done, both
collecting and exhibiting.

Weil has also pointed out that joint acquisition by several museums
is another constructive response to the nearly prohibitive current cost
of adding to a museum’s collection. He cites several cases in which
U.S. museums have jointly purchased works of art under an agree-
ment that provides for the regular circulation of the objects among
the partners. For example, in 1975 a group of museums in the state
of Washington formed the Washington Art Consortium for the
purpose of purchasing a collection of U.S. drawings and other works
on paper. Each participant, Weil writes, “is guaranteed the right to
show the entire collection for at least four months during any two-
calendar-year period.” The NEA supported this cooperative effort
with a $100,000 grant in 1975.”' And more recently, as Blumenthal
puts it, “...tough economic times in the arts are making for in-
teresting new institutional bedfellows.” His New York Times article
describes many such sharing arrangements, some funded by private
foundations.”

Collection sharing and franchising on a large scale

Several major museums now see collection sharing on an interna-
tional scale as a way to serve wider audiences while simultaneously

20. Stephen E. Weil, Rethinking the Museum (Washington, D.C.: Smithsonian Institution
Press, 1990), p. 38.

21. Stephen E. Weil, “Custody Without Title,” in a collection of his papers entitled Beauty
and the Beasts: On Museums, Art, the Law, and the Market (Washington, D.C.: Smith-
sonian Institution Press, 1983), p. 151, n. 59, cited at 153.

22. Ralph Blumenthal, “Museums Share More Art to Survive Leaner Times,” New York
Times, December 7, 1995.
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augmenting their own income. To take one early example, in October
1991 the Museum of Fine Arts in Boston announced an agreement
with a Japanese group to supply art from the Boston museum’s exten-
sive collections to a new museum planned for the city of Nagoya.
According to the announcement, the Boston museum would
“develop both long term and temporary exhibitions” from its own
holdings for the Nagoya museum. It would “also make its expertise
available in all areas of the new museum’s operations, and would be
appropriately compensated for its services.””

An even more elaborate scheme for collection sharing has been
implemented at the Solomon R. Guggenheim Museum in New York
City.** The Guggenheim specializes in twentieth-century European
painting, of which it has one of the world’s greatest collections,
reportedly numbering around 6,000 pieces. Its building, a deservedly
famous structure designed by Frank Lloyd Wright, can display only
a few hundred objects at a time. A small annex has been added, but
further expansion at the existing site is impossible. The solution,
in addition to a branch in the SoHo district of lower Manhattan,
is a “franchising” system, under which additional “Guggenheims” are
being established at selected locations globally. The cost of con-
structing them is borne by foreign governments or localities eager for
the prestige and tourism such a facility would undoubtedly confer.
Artworks to fill these branches are on loan from the Guggenheim
in New York, which also provides curatorial services and receives
appropriate fees in return. The additional income would enable the
Guggenheim to round out its collection by purchasing late-twentieth-
century works. Table 10.5 lists the existing Guggenheim museums and
their sites.

Theoretically, the franchise plan does help to overcome the mis-
allocation of resources, which, as we indicated earlier, is implied
by large, undisplayed reserves of art. Nevertheless, many observers
worry about its risks: First, that the Guggenheim may become finan-
cially overextended in playing the game of international expansion

23. MNEWS, a press release from the Museum of Fine Arts, Boston, October 24, 1991,
p- 1

24. Michael Kimmelman, “What on Earth Is the Guggenheim Up To?,” New York Times,
October 14, 1990; and Kimmelman, “At the Guggenheim, Bigger May Be Better,” New
York Times, June 21, 1992. Also see references to the Guggenheim in Feldstein, ed.,
The Economics of Art Museums (Chicago and London: University of Chicago Press,
1991).
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Table 10.5 Guggenheim museums

Solomon R. Guggenheim, New York City
Guggenheim Museum SoHo, New York City
Guggenheim Museum Bilbao, Bilbao, Spain
Deutsche Guggenheim Berlin, Berlin, Germany
Peggy Guggenheim Collection, Venice, Italy

and thus risk losing control of the collection it exists to protect;
second, that by emphasizing autonomy, the scheme tends to under-
mine the alternative of cooperation between museums; third, that the
art itself will be at risk when shipped back and forth across the globe
to rotate the stock at the new Guggenheim satellites. We take up the
risks of transporting art to international exhibitions at the end of the
next section.

Special exhibitions, tours, blockbusters!

Special exhibitions and tours have a major impact on the geographic
distribution of art display. In effect these events substitute the trans-
portation of art for the transportation of people. In the last thirty
years, they have grown enormously in frequency and importance.”
Many formats are possible. A museum of almost any size may decide
to put on a special exhibition of the work of some artist, school, or
period in which they own a nucleus of a few or more objects. The bulk
of the exhibition will consist of works borrowed from other museums
or from private collectors. Since the expense of organizing such a
“loan exhibit” (including curatorial staff time, packing and trans-
portation charges, and insurance) is considerable, the organizers will
usually try to spread the costs by sharing the exhibition with other
museums, in effect, putting the show on tour. The NEA estimates that
U.S. art museums organize at least 1,200 such exhibits per year.”
Since the typical exhibit travels to several museums and is usually a

25. For an interesting take on these travelling exhibitions, see Judith H. Dobrzynski, “Have
Show, Will Travel (Within Limits),” New York Times, February 25, 1996.

26. The Arts in America: A Report to the President and to the Congress (Washington, D.C.:
National Endowment for the Arts, October 1988), pp. 170-71.



The economics of art museums 207

“featured attraction” wherever it goes, the total impact of these
endeavors is surely impressive.

These events increase the availability of art to the viewing public
along two dimensions. First, there is a “concentration effect”: They
bring together far more works with a unifying theme than the viewer
could otherwise hope to see in any one place. The impact is power-
ful and the museum-goer is far more likely to come away with lasting
aesthetic impressions than would be the case if only a few works of
any given type were on view during a single visit. Second, there is a
“distribution effect”: Special exhibitions and tours carry this concen-
tration of works, with its powerful aesthetic impact, to places that may
be remote from major collections. (Incidentally, it should be pointed
out that traveling exhibitions are shown not only at museums but also
at local “arts centers” that have exhibition space, but no collection of
their own.)

Special exhibitions of sufficiently grand size, or blockbusters, are
usually loan exhibitions dealing with the work of a major (and very
popular) painter, such as Van Gogh, Degas, or Matisse, or that bring
to the public works not readily accessible, such as the King Tut exhibit
of Egyptian art or the exhibition of masterpieces from the Hermitage
in St. Petersburg. Museums may sometimes charge a special admis-
sion fee for a blockbuster, and so may come out ahead financially on
a particularly well-attended exhibit. In addition, when an exhibition
goes on tour, the institution that organized it is entitled to collect par-
ticipation fees from the museums it visits. The Whitney Museum of
American Art in new York City reports that revenue from traveling
exhibitions totaled $681,658 in 1989 and $232,893 in 1990. Related
direct costs to the museum in the two years were $410,272 and
$97,754. Although the Whitney does not make a point of it, the figures
indicate that the museum earned a considerable net return on
traveling exhibitions in both years.”” That may not be typical since,
according to the NEA, most special exhibitions do not make money.
However, they do attract visitors, and “for most museums, attendance
translates ultimately into income.”” The Whitney’s traveling exhibi-
tions include a special set, not shown at the home base in New York,

27. Bulletin of the Whitney Museum of American Art, 1988-89, p. 104; and 1989-90, p. 104.
28. The Arts in America, p. 172.
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Table 10.6 U.S. blockbuster exhibits, 1998

Exhibit and site Attendance
“Monet in the 20" Century,” Boston Museum of Fine Arts 565,992
“The Private Collection of Edgar Degas,” Metropolitan

Museum of Art, New York 528,267
“Van Gogh’s van Goghs,” National Gallery of Art, Washington, D.C. 480,357
“Gianni Versace,” Metropolitan Museum of Art, New York 410,357
“Delacroix: The Late Work,” Philadelphia Museum of Art 305,883
“Art of the Motorcycle,” Solomon R. Guggenheim Museum, New York 301,037
“Alexander Calder,” San Francisco Museum of Modern Art 300,000
“China: 5000 Years,” Solomon R. Guggenheim Museum, New York 299,950
“Alexander Calder,” National Gallery of Art, Washington, D.C. 288,709
“Indian Carpets of the Mughal Era,” Metropolitan Museum of Art,

New York 284,064

Source: J. H. Dobrzynski, “Art Museum Attendance Keeps Rising in the US,” New York
Times, February 1, 1999.

that are made up of works from the museum’s permanent collec-
tion. In that way the Whitney is able to share objects drawn from its
valuable reserves with other, usually much smaller museums in the
United States. Table 10.6 depicts a list of the best-attended U.S.
exhibits in 1998; it is worth noting that two of them were the Calder
exhibits in San Francisco and Washington, D.C.

To be sure, the vogue for special exhibitions has its detractors.
Blockbusters usually attract major support from corporate sponsors.
Some observers object that in their eagerness for corporate support,
museums are permitting themselves to be commercialized and losing
sight of their artistic objectives. Others argue that emphasis on special
exhibitions has undermined the public’s willingness to attend just for
the sake of studying the regular collection. There are staffing prob-
lems, as well. The larger museums, having attractive collections, must
process an enormous number of loan requests, which puts a heavy
and, from their point of view, unproductive burden on their profes-
sional staff. Finally, some art lovers worry about the potential for cat-
astrophic loss should an airplane crash while carrying irreplaceable
masterpieces to an internationally organized blockbuster. This fear
was realized when some art was lost in the well-publicized crash of
Swissair flight 111 in September 1998. One critic who raised that
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objection (as well as some others) did, however, admit that some
appalling acts of vandalism and burglary have occurred in major
museums during the ordinary course of business.”

A NOTE ON “SUPERSTAR” MUSEUMS

Bruno Frey has introduced the concept of “superstar” museums to
describe the status and behaviors of such destination institutions as
New York’s Metropolitan Museum of Art, Chicago’s Art Institute, the
Prado in Madrid, the Louvre in Paris, the Hermitage in St. Peters-
burg, the Uffizi in Florence, the Rijksmuseum in Amsterdam, and
other “must-sees” for visitors to their host cities. Superstar museums
feature world-famous artists and paintings.*® Indeed, during its recent
renovations, the Prado made absolutely certain that visitors could
find the displaced works of Velasquez and Goya.*!

The superstar museums are widely regarded as having a favor-
able economic impact on their communities, and many are actively
engaged in “cultural tourism,” a concept covered in greater depth in
Chapter 15. They are under substantial pressure to continue to satisfy
customers, what Frey calls a “visitor orientation,” whereby preserva-
tion, conservation, and art historic research become relatively less
important. Formerly, the curatorial staff selected or designed exhibits
that they felt the visitor should see.

MUSEUM REVENUES

The analysis of performing arts company finances in Chapter 8
focused on the problem of the “earnings gap,” which was defined as
the difference between total expenditures and earned income. The
revenue shortfall was covered by unearned income, consisting of
government grants and income contributed by private supporters.
Following Baumol and Bowen’s lead, it was pointed out that

29. Francis Haskell, “Titian and the Perils of International Exhibition,” New York Review,
August 16,1990, p. 9.

30. Bruno Frey, “Superstar Museums: An Economic Analysis,” Journal of Cultural Eco-
nomics 22, no. 203 (1998), pp. 113-25.

31. As one of the authors discovered during a visit in the summer of 1998.
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productivity lag in the performing arts intensified their financial
problem. The term “earnings gap” implies its opposite, the notion
that performing arts companies could conceivably balance their
budgets out of earned income. After all, the commercial theater
does it. So do promoters of rock concerts and other profit-making
live popular entertainments, and it is taken for granted that not-
for-profit performing arts companies will also charge a price for
admission. In that context, one of the tasks of economic analysis is to
explain why ticket revenue might fall short of expenses, leaving an
earnings gap.

We adopt a different perspective in dealing with art museums.
Many of them were founded with the intention that they be open to
the public free of charge. There were and are commercially operated
museums, but not in the field of art. Since the earned income of
art museums was traditionally close to zero and, in any event, was
never expected to cover expenses, the term “earnings gap” seems
inappropriate. Let us look at their finances without emphasizing that
term.

Table 10.7 shows the sources of art museum operating income,
according to the two most recent surveys. Earned income accounted
for only 16.1 percent of the total in 1993 but rose to 25.9 percent in
1997. Admission fees ranked first in 1993 but by 1997 were overtaken
by revenues from museum shops, which increased sharply. We have
already seen that there are strong economic arguments against using
high admission fees to increase museum income, as their relatively
modest role in generating revenues is not necessarily to be regretted.
On the other hand, policymakers have encouraged museums to raise
as much net income as they can by operating a restaurant, bookstore,
or gift shop for visitors in order to reduce their dependence on
outside financial assistance. New York’s Metropolitan Museum of
Art, which does everything on a large scale, has gone as far as to
open “satellite” shops in Connecticut and New Jersey. But the
nationwide growth of museum shops has led to a counterattack by
commercial interests, who point out that various tax exemptions give
stores operated by not-for-profit institutions an unfair advantage.
Accordingly, they have brought pressure on Congress to amend the
tax law.

Clearly, museums are heavily dependent on unearned income to
balance their budgets. It should be noted, however, that as a result of
generous past support from wealthy donors, many museums have
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Table 10.7 Museum income, fiscal 1993 and 1997 (constant sample

of 119 reporting museums®)

Fiscal 1993

Fiscal 1997

Total income ($ million)

1037.7

2037.8

Percent by type or source”

Government
National Endowment for the Arts
National Endowment for the Humanities
Institute of Museum and Library Services
State
County
City
Contributed
Corporate memberships
Foundation/trust
Individual/family memberships
Other
Endowment
Operating
Art purchase
Earned
Admissions
Concerts, etc.
Museum store
Food services
Tuition
Special events
Participation fees
Other

26.1
0.6
0.4
0.2
8.4
3.0
5.5

23.5
41
4.7

11.9
2.7

19.5

15.6
3.9

16.1
43
0.7
32
0.5
13
1.8
1.0
33

13.9
0.2
0.1
0.1
42
1.1
3.1
8.9
0.8
4.0
4.1
0.0

15.4

11.5
3.9

25.9
3.7
0.7

13.8
1.8
1.1
1.8
0.7
2.3

Source: Association of Art Museum Directors, 1998 Statistics Survey.

“ Includes Canadian reporting museums with some results in Canadian dollars.
® In some cases components do not sum to subtotals or overall totals because of omitted

categories.

large endowment funds. Table 10.7 shows that investment and endow-
ment income made up 19.5 percent of total income in 1993. That
share fell to 15.4 percent by 1997. Although the value of endowments
increased substantially with the stock market rise, the draw (the
amount the museums take from the earnings) apparently did not
grow as fast as museum budgets did. Even so, in 1997 the yield
covered 21 percent of the difference between earned and total
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income. To that extent, museums do not have to scratch and scram-
ble to meet their expenses. Nevertheless, museums are heavily depen-
dent on contributed funds. As revealed in Table 10.7, government
grants and donations by individuals, corporations, and foundations
accounted for 49.6 percent of total income in 1993 but fell to 22.8
percent in 1997, reflecting the rising importance of earned income
cited above.

Contributed private support

Private support contributed by individuals, foundations, and corpo-
rations amounted to 23.5 percent of total museum revenue in 1993.
It fell sharply to 8.9 percent by 1997, caused largely by declines in
individual and family memberships.

Some evidence indicates that the substantial effort that art
museums put into fund-raising pays off quite handsomely. William S.
Hendon, in his comprehensive economic study of the Akron Art
Institute, shows that in 1971-72 the museum’s development activities
produced measurable benefits of $128,533 at a cost of only $57,812.%
Using data from the 1979 Museum Program Survey, William Luk-
setich, Mark Lange, and Philip Jacobs found that for art museums as
a whole, the marginal return from an additional dollar spent on fund-
raising was $7.44 in added revenue from private and public sources
combined.” This is a provocative result, for as long as the return
from a dollar spent is more than a dollar gained, logic suggests that
museums should spend even more than they do to raise money. The
authors also found that the largest art museums were more success-
ful than smaller ones at raising money, which may point to economies
of scale in fund-raising. However, the smallest museums were more
successful in obtaining support from the federal government. That
result probably indicates an intentional bias in federal policy, which

32. William S. Hendon, Analyzing An Art Museum (New York: Praeger, 1979), table 9.2.
In the same volume Hendon also applied benefit-cost analysis to the Akron museum’s
education and exhibition functions. For a more general explanation of the benefit-cost
analysis of cultural activities, see his “Evaluating Cultural Policy Through Benefit/Cost
Analysis,” in Anthony J. Radich and Sharon Schwoch, eds., Economic Impact of the
Arts: A Sourcebook (Denver, Colo.: National Conference of State Legislatures, May
1987), pp. 159-83.

33. William Luksetich, Mark Lange, and Philip Jacobs, “The Effectiveness of Museum
Fund-Raising Efforts,” in Harry Hillman-Chartrand et al., eds., Paying for the Arts
(Akron, Ohio: Association for Cultural Economics, 1987), pp. 187-97.
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favors grants to small museums as a way of encouraging the spread
of art to underserved areas or cultural groups. (See the discussion in
the following section.)

The economics of private contributions to arts organizations,
including museums, is discussed in detail in Chapter 12. There we pay
special attention to the controversial role of corporate support.

Federal assistance to museums

The largest single federal expenditure on behalf of museums is the
annual appropriation for the Smithsonian Institution. Created by
Congress in 1846, the Smithsonian is now by far the largest museum
in the United States, if not in the world. In 1998 Congress appropri-
ated $393 million toward its total budget of $774.5 million.* The
Smithsonian operates eleven museums. Only five are primarily
museums of art, and they are not among the Smithsonian’s largest
components. Collectively in 1998, they absorbed $26.2 million of
federal funds, out of $178.9 million allocated to museum programs
and research institutes.”

In the arts, the federal government also assumes responsibility for
the operating costs of the National Gallery of Art in Washington, D.C.
Congress appropriated $40 million for that purpose in 1990. Building
maintenance and renovation cost an additional $1.3 million in federal
funds.*® Art museums not directly owned or operated by the national
government may received federal support through a number of
channels, including the Institute of Museum and Library Services,
the National Endowment for the Arts (NEA), and the National
Endowment for the Humanities (NEH).

The Institute for Museum and Library Services

Created by Congress as the Institute of Museum Services in 1976, this
organization went into operation the following year. Its original
principal purpose, mandated by Congress, was “to ease the financial
burden borne by museums as a result of their increasing use by the

34. See the Smithsonian’s annual report at http://www.si.edu/resource/topics/annualrpts/.

35. Ibid.

36. Specific information on current funding levels can be found in the annual Budget of
the United States Government and at the websites of the various agencies.
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public.”*” This was to be accomplished by providing museums with
direct operating support to help cover their general expenses, as well
as specific program support. Additional legislation in 1996 moved
federal library programs from the Department of Education into the
renamed Institute for Museum and Library Services (IMLS). At the
federal level, grants for general operating support were a new idea
and a radical departure from the already established practice of
the NEA and NEH. The two endowments give grants only for well-
defined purposes — usually a “project” or “program” of some sort, for
which the applicant submits a detailed proposal — and specifically
avoid general operating support. (It is different at the state level:
State arts councils frequently give general operating support to well-
regarded institutions within their own states.)

If a federal agency is going to offer general operating support to
museums, the logic of the situation might suggest that every qualified
museum should receive its pro rata share as a virtual entitlement. The
National Museum Services Board, which provides museum policy
advice for the IMLS, thought otherwise. It was decided from the
beginning that museums should compete for the available funds
through an application procedure. To ensure that the large museums
would not soak up most of the available funds, a maximum allowable
amount per grant was established; this maximum was $112,500
in 2000. This means, in effect, that museums with larger operating
budgets receive proportionately less aid than do very small institu-
tions. Within the universe of museums, IMLS programs are there-
fore highly redistruibutive. That may be perfectly consistent with the
general tendency of U.S. arts policy to favor programs that will carry
art to underserved areas or constituencies. Undoubtedly, it also serves
the political purpose of garnering votes for the agency by spreading
benefits to as many congressional districts as possible.

It must be pointed out that the IMLS assists all types of museums,
not just museums of art. They define the term “museum” broadly
enough to include aquariums and botanical and zoological parks, as
well as museums of history, natural history, science, ethnography, and
specialized interests such as medical history, horticulture, and even
antique steam engines. In the face of that competition, art museums
receive slightly less than one quarter of IMLS grant funds.

37. Institute of Museum Services, The Collaborative Spirit: Partners in America, Tenth
Anniversary, 1977-1987 (Washington, D.C.: n.p., n.d.), p. 5.
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The National Endowment for the Arts

In 1996 the NEA committed $3.7 million in program funds to
museums (not counting challenge grants), the last year of a budget
category with that designation.” That made museums the NEA’s
third largest program category, exceeded only by music ($4.5 million)
and theater ($4.2 million). Beginning in 1997, the NEA restructured
its granting categories in accordance with its strategic plan, focusing
on function rather than type of recipient, and grants to museums
appear under several program areas, including Creation and Presen-
tation, Education and Access, and Heritage and Preservation. A
detailed examination of recipients is now required to ascertain
funding to museums.

The National Endowment for the Humanities

The NEH also provides a degree of support to art museums. Since
the study of art falls within the “humanities,” the fields covered
by the two endowments naturally overlap. Support to museums is
offered by both. Museums are eligible for NEH aid from its Division
of Preservation and Access, which in 1998 awarded a total of $18.4
million in grants.”” However, since these funds go to museums of
every type as well as to historical societies, archival collections, and
other recipients, art museums receive only a fraction of the total. In
the field of art, the NEA is obviously the more important source of
funding. In the typical case, an NEH grant would be given in support
of a special exhibition (often a traveling exhibition) and an accom-
panying catalogue and public education program. Emphasis on the
last two elements is, of course, consistent with the endowment’s
mission to support education and scholarship in the humanities.

STATE AND LOCAL GOVERNMENT SUPPORT

Direct state and local government support for art museums is even
more important than federal support. Table 10.7 shows that while the
federal share in art museum budgets fell by two thirds, from 1.2

38. See http://arts.endow.gov/pub/General.html.
39. See http://www.neh.gov/publications/report98/preserv.htm.
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percent in 1993 to 0.4 percent in 1997, the state and local share fell
by about half, from 16.9 percent to 8.4 percent. Not counted here is
the considerable value of the indirect subsidy museums receive from
local government because their land and buildings, like those of other
nonprofit institutions, are exempt from the local property tax.

In some cases a museum’s connection with local government
goes back to the legal arrangements under which the museum was
founded. New York City, for example, gives extensive operating and
capital construction support to museums that have been built on
public land, even though the museums themselves are private phil-
anthropic corporations, rather than entities of the local government.

CONCLUSION

Art museums do seem to occupy a special place in the local public
consciousness. We can only speculate as to the reasons. Perhaps the
high visibility of the grandiose or otherwise architecturally significant
buildings they inhabit makes them particularly potent symbols of
civic pride. Or it may be that their role in conveying culture to the
people is especially attractive to taxpayers in a society that has always
insisted on its devotion to popular education. (The question of gov-
ernment subsidies for art and culture is further analyzed in Chapters
11,12, and 13.)



PART FOUR
Public policy toward the arts






11 Should the government subsidize
the arts?

Although history tells us that the arts have been subsidized by Medici
princes, Austrian emperors, Russian czars, English parliaments, and
French republics, the question, Should the government subsidize
the arts? still strikes economists as eminently worthy of debate. How
can this be so? The answer is quite plain. The dominant tradition
among Western economists holds that given the existing distribution
of income, competitive markets in most circumstances can be relied
on to satisfy consumer preferences optimally. According to this view
there are two principal grounds for justifying government subsidies
or other forms of intervention.

The first would be that markets are not competitive or display
other imperfections. These are the efficiency arguments, so called
because some form of “market failure” has led to an inefficient
allocation of resources, which it is the task of intervention to correct.
Moreover, economists are in substantial agreement about which
imperfections justify what sorts of government intervention. Debate
therefore focuses not on the theoretical arguments for intervention,
but on whether the art and culture industries, in fact, operate under
the justifying conditions.

The second justification for intervention would be a belief that the
existing distribution of income is unsatisfactory. We say “belief” to
emphasize the fact that judgments about the distribution of income
cannot be scientific, but are necessarily based on ethical conviction.
This is the so-called equity argument: Subsidies are called for not
because markets are working inefficiently, but because it is alleged

219
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that some participants lack the income to buy a minimum
fair share.

OPTIMIZATION IN PERFECTLY
COMPETITIVE MARKETS

That perfectly competitive markets produce an optimum allocation
of resources can be demonstrated by means of demand and supply
analysis, provided we recall the factors that lie behind demand and
supply. It was explained in Chapter 4 that demand for a given com-
modity is based on the utility consumers expect to obtain by using it.
The prices recorded along any given demand curve show the amount
that consumers would willingly pay for the corresponding quantities.
Since they are willingly paid, these prices must measure the marginal
utility (in dollars) of the successive units purchased. Figure 11.1 shows
hypothetical demand and supply curves for shoes sold under condi-
tions of perfect competition. When Q, pairs are purchased, the price
is Py, indicating that the marginal pair has a utility of P, to the con-
sumer who buys it. More shoes could be sold only if the price fell
below P; because the marginal utility of shoes to consumers falls as
more are purchased.

Marginal cost operates on the supply side in a way analogous
to marginal utility on the demand side. As explained at the end of
Chapter 6, short-run supply curves in competitive manufacturing
industries slope upward because as firms increase production, the
law of diminishing returns causes the marginal cost of output to rise.
Thus, in Figure 11.1 the prices recorded along the supply curve S
show the marginal cost of supplying the successive quantities of shoes
measured along the horizontal axis. At a price of P;, O, pairs are
supplied, indicating that the marginal cost of the last pair sold is P;.
Furthermore, since factor markets are also assumed to be perfectly
competitive, shoe manufacturers, in order to hire inputs, must pay
them an amount equal to what they could earn in their next best
employment. Therefore, the marginal cost of the last unit measures
the opportunity cost to society of the resources employed in its
production, that is to say, it measures the value of the other products
that were forgone when resources were used up to make this pair
of shoes.
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Figure 11.1. Optimization in a perfectly competitive market.

We are now in a position to see how competitive markets optimize
the allocation of resources. When the shoe market is in equilibrium,
O, pairs are sold per time period at a price of P;. The marginal unit
provides P; of utility to its buyer, which exactly equals the value to
society of the resources used up in producing it. If additional units
were sold, their marginal utility to consumers would be less than P,
(because the demand curve D slopes down to the right) while the cost
to society of producing them would be more than P; (because the
supply curve slopes up to the right). Since the utility of the additional
units would be less than their cost, producing them would clearly
reduce aggregate social welfare.

By analogous reasoning we can see that social welfare would also
fall if shoe output were reduced below Q;. At quantities below that
level, the demand curve, which measures marginal utility, rises above
the supply curve, which measures marginal cost. Thus, if we failed to
produce units to the left of Q,, the loss in utility to consumers would
exceed the reduction in cost to society. Again, aggregate social
welfare would be reduced.



222 Public policy toward the arts

Another way of putting this is that welfare is maximized if the equi-
librium level of output is such that price equals marginal cost. The
argument can be further clarified with the help of Figure 11.1. If
output were reduced from O, to Q,, price would rise to P,, while the
marginal cost of production would fall to MC,. Consumers would lose
utility equal to the area under the demand curve between Q; and Q,,
which equals Q,abQ,. Costs, on the other hand, would be reduced by
an amount indicated by the equivalent area under the supply curve,
or QiacQ,. The net loss to society, equal to the positive difference
between the reductions in utility and cost, would be the area of the
triangle abc.

Thus, O,, the equilibrium level of shoe production under perfect
competition, is clearly the optimum, since social welfare would be
reduced if output were either greater or less than that amount. By
extension of this argument one can see that if all markets were
perfectly competitive, so that price everywhere equaled marginal
cost, the allocation of resources would be optimal throughout the
economy.

THE PROBLEM OF MARKET FAILURE

When markets work efficiently, we rightly let them operate on
their own. We do not find it necessary for the government to
intervene in the markets for running shoes, television sets, or tennis
rackets. We do not have a national shoe policy or a national tennis
racket policy or policies to influence the output of countless other
consumer goods. Instead, we accept the market outcome. Why
should the arts be an exception? Why not leave arts output to be
settled in the marketplace alongside the output of running shoes,
television sets, and tennis rackets? A possible answer, which we
now look into, is that markets do not always operate efficiently,
and market failure, as it has come to be called, provides an argument
for public intervention. The principal causes of market failure are
monopoly, externalities, public goods, declining cost industries,
and lack of information. We examine them in that order and ask in
each case whether they seem to operate in the fields of art and
culture. If they do, that argues strongly in favor of corrective public
policy.
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Monopoly

Monopoly is a cause of market failure because the monopolist is in
a position to restrict output and earn extra profits by raising prices
above the marginal cost level that would prevail under competition.
Because output stops short of the level at which marginal cost equals
price, some consumers are denied goods for which they would pay
more than the incremental cost of production. Such an outcome is
economically inefficient. It would occur, for example, if output were
restricted to O, in Figure 11.1, instead of expanding to the competi-
tive level of Q,, since over the range from Q, to Q; the price con-
sumers are willing to pay always exceeds marginal cost.

As explained in Chapter 7, arts institutions frequently operate as
monopolists within their local market. Rarely is there more than
one art museum, professional symphony orchestra, opera, or ballet
company in a U.S. city. This is not usually treated as a source of market
failure, however, because most arts institutions are organized on a
not-for-profit basis. If they charge prices above marginal cost, it is not
because they are trying to maximize profits, but because they operate
under conditions of decreasing cost, so that marginal cost is always
below the average total cost of production. The problem of decreas-
ing cost industries is discussed below.

Externalities or collective benefits

Externalities exist when the activities of one firm or individual affect
other firms or individuals in ways for which no compensation is paid.
For example, if an electric generating plant produces air pollution,
it imposes damage costs on nearby firms and residents for which
they are paid no compensation. Pollution is the classic case of an
external cost. But externalities can also be beneficial. When a sub-
urban homeowner maintains a highly visible flower garden, neighbors
and passersby obtain an external benefit for which they cannot be
charged. Because externalities, whether positive or negative, are not
mediated through markets, the resources used in their production are
not subject to the rationalizing influence of the price system. They are
an important cause of market failure.

Since the arts are often alleged to be a source of external benefits,
but rarely of external costs, only the benefit case is examined here. To



224 Public policy toward the arts

$ Cost and Benefit
of a Year's Education

Ds

Marginal Social Benefit

G MC
1
} Subsidy X
C2—--—-—--—-———-—-—I —————————
1 I
Dg : : Marginal Private
\ N Benefit
Marginal External Benofit :
(or Collective Benefit) ¢ '
] ]
L 1
0 Q1 Q2 Years of

Education

Figure 11.2. Private, external, and social benefits of education.

avoid prejudging its applicability to the arts, however, we illustrate it
by reference to education. Education produces both a private benefit
to the person receiving it and an external benefit to society at large.
The private benefit consists of higher earning power and greater
ability to take part in and enjoy the nation’s material and immaterial
culture. The external benefit is the advantage conferred on the rest of
society by the education of each individual member. In a democratic
community, each citizen is affected by the way others vote and carry
out their civic responsibilities. Each of us gains if our fellow citizens
are literate and well informed rather than ignorant. Consequently,
your education confers a benefit on the rest of us, over and above what
you personally gain from it. Since this kind of external benefit is con-
ferred broadly on the members of society, who consume it collectively,
it can also be called a “collective benefit.”

Figure 11.2 shows both the private and the external (collective)
benefits attributable to the education of a hypothetical individual.
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Years of schooling are measured along the horizontal axis and cost
and benefit per year along the vertical. The curve D, measures the
marginal private benefit that the individual obtains from successive
years of schooling. We assume that the marginal benefit declines as
years of schooling increase. D is also the individual’s demand curve
for education, since it measures what he or she would be willing
to pay for each additional year of schooling. The marginal cost of
schooling, indicated by the curve MC, is here assumed constant per
incremental year at level C,. If the individual were required to pay
the market price for schooling, he or she would purchase it up to Q;,
the level at which price just equals marginal private benefit.

While this outcome is optimal for the individual, it is suboptimal
from the viewpoint of society as a whole, because it fails to take
account of collective benefits. Each year of schooling acquired by the
individual student confers a collective benefit on the rest of society,
the value of which is measured by curve Dy. (How this value could
be determined is discussed below.) Accordingly, society as a whole
would be willing to pay up to the amounts measured along Dy to
encourage the individual to buy successive years of schooling. In
short, Dy is society’s demand curve for the collective benefits of a
single individual’s education.

Adding together the private and collective benefits of each year’s
schooling, we obtain curve Dg which measures the marginal social
benefit of education. Graphically, Dy is the vertical sum of Dg and Dp
and represents the social demand for education. From society’s point
of view, the optimal amount of schooling for the individual is O,
years, the level at which the marginal social benefit of an additional
year just equals its cost. We can now see that Oy, the free-market solu-
tion, is not optimal. The market, left on its own, will ignore external
benefits and therefore produce too little output. Externalities thus
cause market failure.

How can society prevent market failure in the face of externali-
ties? The answer is it can encourage production by paying a subsidy
equal to the marginal value of the externality. In the hypothetical case

1. In his classic article “The Problem of Social Cost,” Journal of Law and Economics 3
(October 1960): 1-44, R. H. Coase showed that if the number of affected parties is small
enough so that transactions costs are low, we would expect them to arrive at a bargaining
solution in which the effects of externalities are fully and optimally taken into account.
In the case of education, however, the number of parties is clearly too large for such a
solution.
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illustrated, if a subsidy lowered the cost from C; to C, per year, the
individual would freely choose to pay for O, years. The amount C; —
C, equals the value of the marginal external benefit of year Q,. Thus,
public policy can, in theory, solve the efficiency problem posed by the
existence of collective benefits.

Do the arts produce collective benefits?

Does the analysis developed to describe the benefits of education
apply equally well to art and culture? It is clear that the arts, like edu-
cation, confer private benefits on those who consume them. These
benefits consist of the joy, stimulation, and enlightenment that indi-
viduals gain when they attend the live performing arts, visit museums
and galleries, or are otherwise engaged with works of art. But after
such individual pleasures are accounted for, however rich and excit-
ing they may be, is there anything additional that should be classified
as an external or collective benefit? The question is controversial; no
aspect of the economics of art has been debated at greater length,
which in itself suggests that the answer is not unambiguous. Perhaps
that is inevitable, for it is in the nature of the case that the external
benefits of art and culture are likely to be diffuse and unobservable.
Each of the alleged external benefits in the list that follows has been
endorsed by at least one economist studying the arts. We have added
doubts and qualifications where that seemed appropriate.

1. Legacy to future generations. A number of eminent economists
suggest that preserving art and culture as a legacy to future genera-
tions qualifies as a collective benefit.” The argument is that both those
who enjoy the arts and those who do not would be willing to pay
something today to ensure that art and culture are preserved for the
benefit of future generations who are not here to register their pref-
erences. None of us would wish to risk handing on to our descendants
a culture less rich than the one we inherited from the past. This argu-
ment applies not only to the preservation of books and musical

2. See William J. Baumol and William G. Bowen, Performing Arts: The Economic Dilemma
(New York: Twentieth Century Fund, 1966), pp. 384-85; Alan Peacock, “Welfare Eco-
nomics and Public Subsidies to the Arts,” Manchester School 37, no. 4 (1969): 323-35,
cited at 330-31; Dick Netzer, The Subsidized Muse (Cambridge University Press, 1978),
p- 23.
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scores, architectural monuments, and works of art in museums, but
also to the maintenance of the skills, tastes, and traditions required
for ongoing excellence in the performing arts.

The legacy argument is a powerful one but does require qualifica-
tion: Suppose that the private sector on its own takes such a strong
interest in art and culture that preservation is amply ensured without
government subsidy? In other words, one may agree that handing on
the cultural tradition is a genuine external benefit, and yet believe
that the marginal value of still more “legacy” is so low that it does
not warrant subsidy.

2. National identity and prestige. Some people take pride in the
international recognition received by the artists and performers of
their own country. Not long ago many people in the United States
were apologetic about the fact that the country had produced few
painters, singers, dancers, choreographers, conductors, or musicians of
“international stature.” That deficit no longer exists. There is a degree
of collective benefit that at least some Americans feel at the great
reputations and legacies of artists such as Isaac Stern, Leonard
Bernstein, Jackson Pollock, Jessye Norman, Suzanne Farrell, and
Martha Graham.

Although these feelings of national pride are real enough, some
observers may believe them unworthy of support. Perhaps national
pride is among the sins of this age that ought not to be subsidized.’?
Or if national prestige is worthy of support, how are we to know, as
Alan Peacock asks, whether it is more effectively promoted by sub-
sidizing the arts or by sending talented sports teams on subsidized
foreign tours?* Peacock is here making a more general point: Ideally,
before calling for arts subsidies one should verify not only that they
are a possible way of reaching a valid objective, but also that they are
the most cost-effective way.

3. Benefits to the local economy. Arts activity may provide spillover
benefits to other producers in the local economy. This can occur in
either of two ways. First, the arts may attract out-of-town consumers
who, in addition to buying tickets to a local performance or visiting

3. See, e.g., C. D. Throsby and G. A. Withers, The Economics of the Performing Arts
(New York: St. Martin’s, 1979), p. 179.
4. Peacock, “Welfare Economics,” p. 330.
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a museum, also spend money in local shops, restaurants, and hotels.
This spending stimulates the local economy exactly as merchandise
exports would. Second, the presence of cultural amenities may help
a city to induce new firms to locate there instead of somewhere else.

These propositions are both true, but strictly local economic ben-
efits would not seem to justify payments by a national government,
for there is no reason why a national government should wish to
subsidize arts activity in order to attract tourists or firms to one city
rather than another. From the point of view of the nation as a whole,
the arts can provide an economic stimulus only to the extent that
they attract tourists or firms from abroad. Even from a locality’s
point of view, we must bear in mind the caveat that there may be
more effective ways of stimulating the local economy than by subsi-
dizing the arts.’ (These matters are taken up in greater detail in
Chapter 15.)

4. Contribution to a liberal education. As Baumol and Bowen put it,
if it is generally conceded that “a liberal education confers indirect
benefits upon the community, the same must be true of the arts”
because they are an indispensable part of a liberal education.® Since
the importance of the collective benefits from education is widely
acknowledged, this would appear to be a powerful argument. Yet it
is not often mentioned, perhaps because it seems to imply that only
art education, rather than its production and distribution outside any
specific educational setting, deserves subsidy. In fact, such a narrow
reading of policy implications is unwarranted. Consumers can learn
about art in any institutional setting they find congenial. We return
to the important question of art education in the final chapter of
the book.

5. Social improvement of arts participants. It has sometimes been
alleged that participation in the arts makes us better human beings
by exercising our sensibilities or by exposing us to the highest and
best achievements of our fellows. If this was so, it would be an exter-

5. See Netzer, The Subsidized Muse, pp. 24-25, and Bruce A. Seaman, “Economic Impact
Studies: A Fashionable Excess,” in Anthony J. Radich and Sharon Schwoch, eds., Eco-
nomic Impact of the Arts: A Sourcebook (Denver, Colo.: National Conference of State
Legislatures, May 1987), pp. 43-75.

6. Baumol and Bowen, Performing Arts, p. 385.
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nal benefit because the individual in general seeks only his or her
own personal satisfaction through participation in the arts. If that
individual’s behavior is somehow improved in the process, that is a
satisfaction to others, hence external to the participant. Thomas Gale
Moore, citing A. C. Pigou’s belief in the “elevating influence” of arts
consumption, agrees that “a good play or good opera may, in fact,
improve the quality of citizens.”” Throsby and Withers, only partly in
jest, respond by asking, “What happens to citizens who see bad plays
and bad opera?” They add that there is no scientific evidence to
support the alleged beneficial effect of art on individual personality
or behavior.® Perhaps listening to Beethoven’s string quartets or
studying the paintings of El Greco, however delightful the experience
may be, does not, in fact, have much “elevating influence.” Moreover,
the claim that art improves the citizen or elevates the soul smacks so
much of snobbism that it is likely to be counterproductive in build-
ing public support for the arts, and it risks seeming to diminish art’s
principal function for the individual, which is to provide aesthetic
pleasure.

Now these strictures may seem to contradict the view that the arts
provide a collective benefit by contributing to a liberal education.
Perhaps the contradiction is avoided if we explain that, yes, we would
like our fellow citizens to have a liberal education so that they under-
stand the collective traditions of our art and culture, but that there is
no scientific evidence that understanding art and culture makes them
better individuals in the sense of being less prone to violence, envy,
greed, or other unpleasant psychological disorders.

6. Encouraging artistic innovation. It is commonly recognized that
invention — or, more broadly, scientific, technological, and manager-
ial innovation — is a major source of economic progress. It is also
understood that innovation would be inhibited if its initiators were
unable to claim adequate rewards for their risks and efforts. That is
why we allow technical inventions to be protected by patents. In the
field of the arts, however, innovation cannot be patented. Specific
works of art, such as a painting, musical composition, or piece of
choreography, are protected by copyright. But copyright does not

7. Thomas Gale Moore, The Economics of the American Theater (Durham, N.C.: Duke
University Press, 1968), p. 117.
8. Throsby and Withers, Economics of the Performing Arts, pp. 176-77.
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afford any protection to the innovative principle — for example, a new
technique in painting, or a new dance style — that is embodied in the
specific work, and failure to provide such protection may be socially
inefficient. Artistic experiment is costly and subject to failure. When
it fails, the artist or not-for-profit organization who made the attempt
must bear the full cost (and without the tax offsets available in busi-
ness situations). But when it succeeds, the innovators cannot prevent
others from using the new technique free of charge. Consequently,
the scales are loaded against artistic innovators, and they probably
undertake less experiment than would be socially desirable. Both
Moore and Netzer regard this as a form of market failure that justi-
fies subsidies to the arts.” Netzer points out that the same problem
occurs in the physical and social sciences, and that “the federal
government has a long tradition of subsidizing experimentation on
just these grounds.”™

A word of caution is in order, however: As a practical matter one
cannot assume that much of the available public subsidy would be
used to encourage innovation and experiment. Grant-giving bodies
have a strong inclination to play it safe by shunning experimentation,
perhaps for sound political reasons. They know that opponents of
public support (as we see in Chapters 12 and 13) like to reinforce
their case by citing what seem to them to be objectionable experi-
mental arts projects that received public support.

EXTERNAL BENEFITS AS PUBLIC GOODS

We must now take up the important question of how the actual value
of external benefits from the arts might be determined. These exter-
nal or collective benefits, if they exist, have the character of what
economists call a “public good,” which is a good that displays one or
both of the following characteristics. First, it is subject to joint con-
sumption, meaning that one person can consume it without dimin-
ishing the amount that remains for others to enjoy. Examples include
diverse programs such as national defense, air pollution control, and
public health. Joint consumption is certainly not a characteristic of

9. Moore, Economics of the American Theater, pp. 121-22; Netzer, The Subsidized Muse,
p- 24.
10. Ibid., p. 24, n. 12.
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ordinary “private” goods: Two people cannot wear the same pair of
shoes at the same time. Second, a public good is generally not subject
to exclusion, meaning that once the good exists, there is no way of
preventing someone’s benefiting from it, even if that person refuses
to pay for the privilege. And since no one can be compelled to make
a specific payment for the privilege of consuming it, a public good
cannot be financed, as ordinary goods are, by prices charged in the
marketplace by a private producer. Instead, they must be paid for
(though not necessarily produced) by the public sector, whence the
term “public goods.”

On reflection, it should be clear that the external benefits allegedly
produced by the arts have the characteristics of a pure public good:
They are subject to joint consumption, but not to exclusion. The
benefit that one person’s daughter will enjoy thirty years hence
because the arts have been preserved for posterity will not diminish
the benefit that someone else’s son can obtain from the same source,
nor can parents be compelled to pay for that prospective benefit by
threatening to exclude their offspring from consuming it, for such
exclusion is impossible.

In the case of ordinary goods we know that competitive markets
will automatically guide production in accordance with consumer
preferences. If public goods cannot be sold in the marketplace,
however, how can society assure that they, too, are produced in the
right quantities to satisfy consumers? The correct answer, in theory,
is that the government should poll its citizens to find out how much
they are willing to pay for alternative levels of the public good and
then provide it up to the quantity at which the public’s willingness to
pay for one more unit just covers its marginal cost."

Police service, for example, is a locally provided public good. If a
town was trying to decide how large a police force to provide, the
authorities would ask each citizen how much he or she would be
willing to provide for a first police officer, a second, a third, and so
on. The aggregate amount indicated for each quantity would be a
point on the public’s demand curve for the collective good called

11. On the theory of public goods, see Paul A. Samuelson, “The Pure Theory of Public
Expenditure,” Review of Economics and Statistics 36, no. 4 (November 1954): 386-89;
and Samuelson, “Diagrammatic Exposition of a Theory of Public Expenditure,” Review
of Economics and Statistics 37, no. 4 (November 1955): 350-56; and R. A. Musgrave,
The Theory of Public Finance (New York: McGraw-Hill, 1959), chaps. 1 and 4.
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police service. The optimum quantity to provide would be found as
the point of intersection between this demand curve and the labor
market supply curve for police officers.

In the case of the externalities of art and culture, there are no phys-
ical units (such as number of police officers) in which to calculate
the optimum quantity to produce. What we can try to find out,
however, is whether the public (who, after all, should be the final
judges in this matter) believe there are any external benefits from art
and culture and, if so, how much they would be willing to pay for
them. Aggregate willingness to pay can then be compared with the
current level of government subsidies to see whether actual subsidies
fall short of, equal, or exceed the value the public puts on arts
externalities.

Throsby and Withers carried out a sample survey of residents of
Sydney, Australia, in order to study consumer attitudes toward the
externalities of art and culture.'? The first step was to ask questions
designed to reveal whether respondents believed the arts to have
properties that could be identified as external benefits. For example,
one question, intended to test the idea that national prestige is an
external benefit of the arts, asked whether respondents agreed with
the statement that “the success of Australian painters, singers, actors,
etc. gives people a sense of pride in Australian achievement.” Ninety-
five percent either agreed or strongly agreed with the statement.
Table 11.1 shows the responses to all of the questions (some of which
have been abridged to save space). Throsby and Withers concluded
that the results ‘indicate that there is an overall acceptance of public
benefit accruing from the arts.”"

Eliciting willingness to pay for external benefits: Throsby and Withers’s
next step was to estimate the public’s willingness to pay for the exter-
nal benefits of the arts. Respondents were asked, What is the
maximum you would want paid out of your taxes each year to support
the arts at their current level? “Current level” was specified so that
the answers could be interpreted as measuring the demand for the

12. C. D. Throsby and G. A. Withers, “Measuring the Demand for the Arts as a Public
Good: Theory and Empirical Results,” in James L. Shanahan et al., eds., Economic
Support for the Arts (Akron, Ohio: Association for Cultural Economics, 1983),
pp. 37-52.

13. Ibid., p. 42.
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Table 11.1 External benefits of art and culture: An Australian survey

Agree or Disagree No opinion
strongly or strongly or don’t
agree (%) disagree (%) know (%)
a) The success of Australian . ..
|artists] etc. gives people
a sense of pride in Australian
achievement. 94.8 44 0.8
b) The arts help us to understand
our own country better. 84.6 13.8 1.6
c) The arts only benefit those
people who attend. . .. 349 64.1 1.0
d) The arts . .. [are important] in
making us look at our
way of life. 80.6 17.3 2.1
e) The arts should not be
allowed to die out. 96.9 2.3 0.7
f) It is important for school
children to learn . . . [arts] as
part of their education. 96.5 32 04
¢) The arts often harm our
society by being too critical. 14.8 81.2 4.0
h) All...[arts institutions]
should be made to survive on
their ticket sales alone. 20.7 78.1 12

Source: See note 12.

collective benefits of the arts that accrue at a specific level of arts
output, rather than as indicating a desire for more arts activity.

Economists have long recognized that in a voter survey it would
be difficult to elicit answers indicating true willingness to pay for
public goods. Two kinds of strategic bias could occur. On the one
hand, if voters understood that they would be required to contribute
whatever amount they said they were willing to pay, they would have
an incentive to understate their true willingness in the belief that
other people’s contributions would pay for a sufficient supply. This
is the well-known “free-rider” problem. On the other hand, if voters
were told they would not have to make any payment to back up their
stated willingness, they would have an incentive to overstate their
preference for the public good in the hope of encouraging a greater
supply at no personal cost.
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Table 11.2 Willingness to pay for the arts
out of taxes (Australian dollars per year)

Mean Median
With full tax liability 96.7 18.2
With no tax liability 154.8 20.2

Source: See note 12.

Throsby and Withers handled the strategic bias problem by
posing the question both ways to each respondent. One answer
(full payment required) could then be regarded as indicating the
lower boundary of willingness to pay, while the other (no payment
required) would indicate the upper boundary. Presumably, the true
value would fall somewhere between those limits.

Results of the willingness-to-pay questions are summarized in
Table 11.2. When no tax liability was suggested, mean willingness to
pay turned out to be $155 (Australian) per person. With full tax
liability, the mean was reduced to $97. Both results far exceeded
the actual level of expenditure of tax receipts on the arts in Australia,
which at the time amounted to only about $6 per capita. It must be
recognized, however, that mean values can be pulled upward by
a small number of extremely high responses. Median values are
not subject to that effect. The medians in this case were $20 and
$18, still greatly in excess of actual tax outlays at the time. Thus,
whether or not economists believe that the arts produce significant
external benefits, Throsby and Withers’s study demonstrates the
Australian public’s conviction that they do, and furthermore that
those benefits justify subsidies considerably in excess of current
levels, even when it is understood that taxpayer liability would rise
accordingly.

A quite similar survey by William G. Morrison and Edwin G. West
of willingness to pay by voters in the province of Ontario, Canada,
confirmed that Canadians, too, recognize the existence of significant
external benefits from the arts. In the Canadian survey, however, the
median voter appeared to find the current (1981) level of tax support
to be “just right.” The authors argued that that level — $128
(Canadian) per adult, per year, for art and culture broadly defined —
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could therefore be taken as an approximate measure of the value of
the purported externalities. Or as they put it, “The relevant external
benefits appear to have been already captured (internalized) via
current public expenditures.”"

Declining cost industries

A declining cost industry is one in which the average unit cost of pro-
duction falls continuously over the range of output demanded in the
market. In Chapter 10 it was shown that museums commonly operate
under those conditions. Figure 10.1 illustrated the resulting dilemma.
As long as average cost is declining, marginal cost must lie below it.
To break even, the museum has to charge a price equal to average
cost, but that price will necessarily be higher than marginal cost. The
result is a form of market failure in the sense that the norm of setting
price equal to marginal cost is violated. In the case illustrated
in Figure 10.1, if the museum charges a price P;, potential visitors
between Q; and (Q,, who are willing to pay more than the full
marginal cost of their visit, but not a price as high as P, are denied
attendance.

Public subsidies are one way of trying to correct this problem:
The museum charges marginal cost prices for admission (e.g., P, in
Fig. 10.1) and therefore runs a deficit, but the deficit is covered by
a yearly public subsidy. However, there is a drawback to this arrange-
ment from the social welfare point of view: Taxes levied to cover the
deficit may have harmful effects — for example, by driving a wedge
between marginal cost and price elsewhere in the economy — that
offset the welfare gain from using marginal cost pricing at the
museum.

Private charitable donations and membership fees offer a solution
that avoids the harmful effects of tax finance. The museum could
employ marginal cost pricing for admission to its exhibits and then
cover the difference between total costs and total admission revenues
by soliciting charitable donations and selling annual memberships to

14. William G. Morrison and Edwin G. West, “Subsidies for the Performing Arts: Evidence
on Voter Preference,” Journal of Behavioral Economics 15 (Fall 1986): 57-72, cited at
70. For a full analysis of the survey method for evaluating willingness to pay for public
goods, see Robert Cameron Mitchell and Richard T. Carson, Using Surveys to Value
Public Goods: The Contingent Valuation Method (Washington, D.C.: Resources for the
Future, 1989).
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interested members of the public. This approach is a version of
the “two-part tariff” scheme that many economists regard as the
best available solution for declining cost industries. A two-part tariff
describes any scheme under which units of output are sold at mar-
ginal cost, thus satisfying the marginal cost-equal-to-price rule, while
the producing organization’s deficit is covered by a periodic, lump-
sum fee required of all potential users. It is an advantage of this
arrangement when employed by a museum that those who are
directly interested in the institution and presumably benefit from it
also cover its deficit, instead of laying off the burden in the form of
taxes on distant third parties. However, a distinction can be made
between local and national tax finance. Since museums provide
a largely local service, using general local tax revenues to cover
their deficits is consistent with the intent of the two-part tariff:
Those paying the taxes are at least potential users of the subsidized
service.”

As these comments suggest, the museum case is particularly com-
plicated. Museums typically perform several functions, and subsidies
may therefore be justified on several grounds. The declining cost
problem as discussed is entirely independent of the question of exter-
nal benefits. Thus, even if it is decided that deficits resulting from
marginal cost pricing should be covered by donations and mem-
bership fees rather than out of tax funds, we may still wish to subsi-
dize museums because they preserve art for future generations,
perform an educational function, or are the source of other external
benefits.

Lack of information

Markets cannot operate with complete efficiency unless all partici-
pants have full information about the goods and services being sold.
Consumers, for example, have to be aware of all the available options
if they are to make optimal choices. Ignorance on the part of con-
sumers is therefore a source of market failure. The arts are rightly
said to be an “acquired” taste, meaning that the consumer has to be
familiar with them to enjoy them and that once consumers do become

15. See discussion in Richard A. Musgrave and Peggy B. Musgrave, Public Finance in
Theory and Practice, 4th ed. (New York: McGraw-Hill, 1984), pp. 736-37.
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knowledgeable, their demand is likely to increase markedly. But con-
sumers are not in a position to acquire the taste if they lack infor-
mation about the arts. (“Information” is here understood broadly as
including not only “facts” but also the opportunity to experience the
thing itself.)

In the field of art and culture, two ill effects might result from lack
of information. First, a number of consumers will be deprived of
potential utility because they are ignorant of the arts and therefore
do not partake. Because art is an acquired taste, we are entitled
to believe that the loss is potentially substantial. Second, because
demand is held back, many arts enterprises will be prevented not just
from growing (we have already counted that loss under the category
of lost utility to consumers), but also from achieving the economies
of scale of which we know they are capable. In other words, the unit
cost of production will tend to be higher if demand is lower.

Many ordinary commercial activities face the same problem and
are able to deal with it by advertising and promotion. (Indeed, its
alleged promotion of economies of scale is one of the standard
defenses of advertising made against critics who call it wasteful.)
Netzer points out, however, that this solution is not available to arts
enterprises because “the markets for most art forms are segmented,
specialized, and too modest in size to make mass advertising
campaigns profitable.” He concludes that government subsidies to
encourage widespread production of the arts are justified as a way of
overcoming ignorance by giving consumers “firsthand experience of
them.”'

Productivity lag and subsidies for the arts

The hypothesis that productivity lag is bound to cause a long-run
increase in the real cost of the performing arts, first proposed by
Baumol and Bowen, has often been cited by arts advocates as a jus-
tification for government subsidies. Without subsidies, it was asserted,
either ticket prices would have to rise continuously, which would end
all hope of reaching new audiences, or else performing arts compa-
nies would face increasingly large deficits that would ultimately force
many of them out of business. The productivity lag hypothesis was

16. Netzer, The Subsidized Muse, p. 26.
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analyzed in Chapter 8, and it was shown that there are some alter-
natives to these gloomy predictions. Leaving those qualifications to
one side, it must now be emphasized that productivity lag per se does
not provide justification for government subsidy.

Productivity lag is a market process that would cause unit cost to
rise in any technologically unprogressive industry. But there is no
reason to subsidize an industry simply because it is technologically
unprogressive. Given that its real costs are rising relative to those in
more progressive industries, it is best to let its prices increase to
reflect the rise in real costs. As long as markets are operating effi-
ciently, those higher costs will be absorbed optimally by the economy.
We would all be better off if there were no technologically unpro-
gressive industries, but since there are, matters are made worse, not
better, if we use subsidies to prevent market prices from reflecting
their true costs. Lag or no lag, subsidies can be justified only by some
form of market failure or else by the distributional or merit good con-
siderations to which we turn next.

Up to this point we have been concerned with the “efficiency”
arguments for public support of the arts. Market failures of many
kinds were shown to interfere with the optimal satisfaction of con-
sumer preferences. It was demonstrated that in those circumstances
public subsidies may actually improve the efficiency with which the
economy fulfills consumers’ wants.

We turn now to arguments for public support that involve consid-
erations other than efficiency in the allocation of resources. The prin-
cipal justifications to be taken up are those concerned with equity in
the distribution of income and those alleging that the arts belong to
a special class of “merit goods” for the production of which consumer
preferences are a deficient guide.

EQUITY AND THE DISTRIBUTION OF INCOME;
MERIT GOODS

Concern with the distribution of income can enter the discussion of
public support for the arts in two ways. First, how does the existing
distribution of income affect access to the arts? Does inequality of
income make art and culture so inaccessible to the poor as to con-
stitute a justification for public subsidy? A second question is almost



Should the government subsidize the arts? 239

the reverse of the first: Not how does the distribution of income affect
access to the arts, but how do subsidies to the arts affect the existing
distribution of income? Are subsidies likely to help the poor at the
expense of the rich or vice versa? In either case, are the distributional
consequences a problem? We take up first the question of how the
existing inequality of income affects participation in the arts.

Egalitarian arguments

It was shown in Chapter 3 that audiences at the performing arts and
visitors to museums include very few people with low incomes.
According to Baumol and Bowen’s surveys, those with incomes
below $5,000 made up only 8.5 percent of arts audiences in the early
1960s, although they accounted for 35.2 percent of the U.S. urban
population. The median income of arts audiences was a little more
than double the urban median."” Clearly, the poor were greatly under-
represented in the audiences for art and culture. Subsequent surveys
show very little change in these patterns.

Although education is a more important determinant of arts par-
ticipation than is income, it is nonetheless true that at market prices
the relatively poor (including a large number of youths and students)
simply cannot afford much live art and culture as we define those
goods. Thus, the desire to ensure as nearly as possible universal access
to our civilization’s cultural tradition provides one of the most pow-
erful arguments for subsidizing the arts. As Netzer puts it: “There is
something intrinsically abhorrent about a policy of making the cul-
tural and artistic heritage of our civilization available to only, say, the
richest 20 or 30 percent of our population, the group to which enjoy-
ment of the arts would be limited in the absence of all support outside
the marketplace.”'®

This is essentially a moral argument. It reflects the fundamental
U.S. belief that every individual should have equal opportunity for
self-development. Moreover, the problem is not only that access is
limited by high prices and low income. There is also a regional dimen-
sion. As Baumol and Bowen point out, many communities simply
lack the facilities and institutions to present the performing arts or

17. Baumol and Bowen, Performing Arts, table IV.1, p. 76.
18. Netzer, The Subsidized Muse, p. 19.
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the fine arts with any regularity at a professional level."” Subsidies are
therefore needed to help distribute art and culture geographically as
well as to increase its accessibility to the relatively poor.

Most analysts who favor public subsidies for the arts place a very
high value on the objective of improving access for all the people.
Because it is rooted in the U.S. egalitarian ethic, that position also
enjoys wide political support: The first of the stated objectives of
the NEA is “to make the arts more widely available to millions of
Americans.””

Arts subsidies and the distribution of income

If the unequal distribution of income provides a strong argument for
subsidizing the arts, it may seem paradoxical to suggest that current
arts subsidy programs might actually increase the existing inequality.
Whether arts subsidies help the poor at the expense of the rich or
the other way around depends on how the distribution of subsidy
benefits compares with the distribution of tax costs across income
classes. Because the well-to-do participate in arts activity so much
more frequently than do those with lower incomes, it should not be
surprising if they also reap a large share of any subsidy benefits.
Indeed, estimates by Throsby and Withers for Australia in 1974-75
indicate that benefits from subsidies to the arts exceeded the taxes
paid to support them among upper-income groups while falling
short of taxes paid by those of lower income.” If these estimates are
correct, the impact of the combined package of arts subsidies and
taxes in Australia at that date was to make the distribution of income
more unequal. On the other hand, a study by Netzer suggests the
opposite outcome in the United States.”” He estimated that in 1985
the impact of the combination of arts subsidies and the taxes to
pay for them in the United States was mildly pro-poor. Those with
incomes of $50,000 and above apparently paid more in taxes than
they received in arts benefits; those in a middle range with incomes
between $25,000 and $50,000 approximately broke even, while those

19. Baumol and Bowen, Performing Arts, p. 379.

20. Quoted in Netzer, The Subsidized Muse, p. 19.

21. Throsby and Withers, Economics of the Performing Arts, pp. 188-89.

22. Dick Netzer, “Arts and Culture,” in Charles T. Clotfelter, ed., Who Benefits from the
Nonprofit Sector? (Chicago: University of Chicago Press, 1992), pp. 174-206.
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with incomes below $25,000 were net gainers. Again, a word of
caution is in order, however: The results obtained in all studies of
distributional impact depend heavily on the assumptions used to
estimate both benefits and taxes by income class. In fact, Netzer
shows the reader some of the variation in outcome that occurs under
alternative assumptions.

We must recognize that art subsidies can have distributionally per-
verse results in any country unless either the tax system is fairly pro-
gressive or assistance to the arts includes a large number of programs
clearly directed to the benefit of the low-income population. That is
the “bad news” about the distributional effects of arts subsidies. The
“good news” is that unfavorable effects on the distribution of income
would not weaken the general case for subsidies. As Musgrave has
argued, the allocation and distribution functions should be handled
separately in the public sector. If a public spending policy can be jus-
tified on efficiency grounds, it should be undertaken for that reason.
If necessary, its distributional effects should be corrected by other
policies that aim at achieving whatever the community believes to
be the “correct” distribution of incomes.” Moreover, subsidy pro-
grams that effectively concentrate their benefits on the low-income
population would not, in any case, have perverse effects on income
distribution.

Merit goods

Economic theory tells us that if society wishes to redistribute income
from rich to poor it is better to make the transfers in cash rather than
by providing specific goods or services to the poor at subsidized
prices. Redistribution in kind — for example, subsidized low-income
housing — can at best be as good as cash, but can never be better and
may well be worse. The reason is that it may provide beneficiaries
with goods or services that would not be their first choice if they were
given cash to spend as they pleased.** Nevertheless, we find that
governments frequently do assist the poor by offering them specific
goods at subsidized or even zero prices. Low-income public housing

23. Musgrave, Theory of Public Finance, chap. 1.

24. This point is demonstrated rigorously in almost every intermediate microeconomics
text. See, e.g., Ross D. Eckert and Richard H. Leftwich, The Price System and Resource
Allocation, 10th ed. (New York: Dryden Press, 1988), pp. 133-36.
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and medical care are important examples in the United States. A
possible explanation for subsidies in such cases is that the objects
in question are what economists call “merit goods.” This term was
introduced by Musgrave to describe those goods that society has
decided it would be desirable to provide in quantities greater than
consumers would wish to purchase at market prices.”” Instead of
accepting consumer preferences as binding, the public or its legisla-
tive representatives decide to impose their own: A subsidy is paid to
reduce the price of the merit good and thereby increase the quantity
consumed.

Throsby and Withers believe it can be inferred from the public pro-
nouncements of politicians in the countries they studied that “merit
good considerations have probably been the most significant single
explanation of government involvement in the arts.”* Art is regarded
as a good thing or, more precisely, as an especially good thing. Politi-
cians are therefore willing “to support the arts even though they
acknowledge that the resulting activity exceeds that which consumers
would demand if left to their own devices.””

What exactly are merit goods? The concept has been much debated
by economists. Some would say that merit goods are simply those
things that a majority of the public or its representatives have agreed
are so worthy of consumption that they deserve to be subsidized.
According to this explanation, good housing, health care, and the arts
are merit goods because there is a political consensus favoring public
support. This is not very satisfactory, however, because it does not
tell us why a majority believe these objects of expenditure deserve
special treatment.

If we ask why merit goods are special, a possible explanation is
that they are a class of goods and services with the unique quality of
being better for people than they realize. For example, consumers
may be ignorant of the importance of adequate health care. Left to
their own devices they would consume too little of it for their own
good. By subsidizing it we lower its price and encourage them to
consume more. With respect to the arts we would probably want to

25. Musgrave, Theory of Public Finance, pp. 13-14.

26. Throsby and Withers, Economics of the Performing Arts, p. 192. They quote support-
ing statements of politicians in Australia, New Zealand, Canada, Great Britain, and the
United States.

27. 1Ibid., p. 193.
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word that a little differently. The point would not be that the arts
are “better” for people than they realize in some therapeutic sense,
but rather that ignorance of the arts is keeping many people
from experiences that they would greatly enjoy, if only they knew
about them. This, however, is a justification for subsidies that we
have already offered under the category of market failure due to
lack of information. (Merit goods arguments have an annoying ten-
dency to overlap with arguments made for public subsidy on other
grounds.)®

Another possible explanation of the term “merit goods” would be
that it describes a class of goods and services that have some sort of
“inherent worth” or “intrinsic merit” that distinguishes them from
ordinary consumer goods. Netzer appears to take that position when
he writes of the NEA’s policy of subsidizing wider distribution
of modern dance throughout the United States: “Underlying that
decision is the general merit-goods assumption that more exposure
to modern dance is a good thing.” In the same vein, he argues that a
decision to subsidize the Metropolitan Opera “must be based on
a straightforward ‘merit-goods’ argument: the Met is a good thing
that can be perpetuated only with fairly large amounts of public
subsidy.”? This is not so much an explanation in economic terms as
it is a value judgment (“the Met is a good thing”) that lies outside
the realm of economic discourse.

SUMMARY

We have presented a wide range of arguments favoring the use of
government subsidies for art and culture. The strongest ones can be
summarized as follows.

Over and above direct benefits to participants, the arts produce
external benefits for society as a whole. The most important of these,
we believe, are the cultural legacy preserved for future generations,
the contribution made to a liberal education, and the collective ben-
efits produced by artistic innovation. Survey evidence from Australia
and Canada indicates that the general public does believe the arts

28. See the discussion of housing as a merit good in James Heilbrun, Urban Economics
and Public Policy, 3rd ed. (New York: St. Martin’s, 1987), pp. 323-26.
29. Netzer, The Subsidized Muse, pp. 27, 123.
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produce external benefits and is willing to make substantial tax pay-
ments to support them.

The decreasing cost nature of museum output is an additional jus-
tification for subsidy, as is the fact that enjoyment of the arts is an
acquired taste about which many consumers lack the information and
experience to make informed choices.

Equity considerations provide an additional justification for sub-
sidy. The egalitarian ethic suggests that all citizens should have at
least some access to the nation’s heritage of art and culture. To that
end, subsidies are required to overcome the barriers of high prices
and low incomes and the somewhat different problem of geographic
inaccessibility.

THE CASE AGAINST PUBLIC SUBSIDIES

Among the most spirited attempts to make a case against public
subsidy for the arts are those of the social philosopher Ernest van
den Haag and the political scientist Edward Banfield.”” Both write
as conservatives opposing what they regard as the unwarranted pro-
liferation of public spending programs.

Van den Haag summarizes his own position in three statements:
“a) There is no good sociopolitical reason for the government to
compel taxpayers to subsidize government selected art; b) to do so
compels all classes to subsidize the middle class; ¢) to do so is more
apt to harm than to help in the creation of actual, valuable art.”*!

No relevant external benefits

In supporting the first of these points, van den Haag appears to
acknowledge the theoretical possibility that collective benefits from
the arts could justify public subsidy, but rejects the argument that
there are any such benefits in the case of the United States. He does

30. Ernest van den Haag, “Should the Government Subsidize the Arts?,” Policy Review 10
(Fall 1979): 63-73; and Edward C. Banfield, The Democratic Muse (New York: Basic,
1984). Also see William D. Grampp, Pricing the Priceless (New York: Basic, 1989),
chaps. 6 and 7; and Harold Horowitz et al., “Public Support for Art: Viewpoints Pre-
sented at the Ottawa Meetings,” Journal of Cultural Economics 13, no. 2 (December
1989): 1-19.

31. Van den Haag, “Should the Government Subsidize the Arts?,” p. 71.
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not, however, run systematically through the list of collective bene-
fits that others have alleged. Instead, he concentrates on denying that
in the United States the high arts have made any contribution to
establishing or maintaining our national identity. He leans heavily on
the example of opera: “Whatever the value of opera . .. it cannot be
said, as it may be said in Italy or Austria, that opera has contributed
to our national cohesion, history, culture, or consciousness — or that
it has any chance of doing so now.”** Since U.S. composers and pro-
ducers have not established much of a native tradition in opera, this
is not implausible, although it seems to dismiss out-of-hand the pos-
sibility that one purpose of subsidies might be precisely to foster such
a native tradition. Unfortunately, van den Haag then applies the same
argument to other arts:

What is true for opera is as true for classical music, for dance, including ballet,
and, by and large, for the great works of art in our museums. They did not play
an important role in our history or in forging or celebrating our national bonds.
... The contents of our museums have nothing to do with our national life, and
they have not contributed to our national cohesion or identity.”

He thus completely overlooks strong U.S. traditions in several
branches of the arts, including theater, modern dance, neoclassical
ballet, and painting and sculpture. Indeed, there are entire museums
devoted exclusively to U.S. painting and sculpture.

Moreover, van den Haag’s line of argument clearly implies that
European traditions cannot play a significant part in the development
of U.S. culture. Historians of the arts are unlikely to accept that view.
To cite only two contrary examples, the U.S. school of abstract expres-
sionist painting, which achieved extraordinary influence in Europe as
well as the United States in the 1940s and 1950s, certainly had its roots
in early twentieth-century European work, and the neoclassical style,
which now dominates ballet in the United States and in a good many
other countries, was developed in New York by George Balanchine,
a Russian choreographer, using U.S. dancers and for a specifically U.S.
audience. What these examples, in fact, suggest is how truly interna-
tional all the great movements in high art have become.

In short, van den Haag not only ignores most of the cases of col-
lective benefit that economists have suggested, but also constructs a
very narrow argument in the one case he chooses to discuss. So far

32. Ibid., p. 66.  33. Ibid.
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as collective benefits are concerned, he concludes that the activities
that do contribute to the development of shared values and social
cohesion in the United States — he mentions sports, TV, and rock
concerts — get along very well without subsidy.

Subsidies and the distribution of income

Turning to van den Haag’s second point, it is not clear whether he
objects to the effects of arts subsidies on the distribution of income
or to the fact that any taxes levied to pay for subsidies necessarily
interfere with somebody’s freedom to spend. Again relying heavily
on the case of opera, he argues that subsidies benefit a middle- and
upper-class audience by taking dollars from the general taxpayer who
presumably would prefer to spend them on “unsubsidized movies or
Broadway shows.”** Assuming that van den Haag is here concerned
with distributional effects, this statement is factually wrong: Netzer,
in the very careful study cited earlier in this chapter, estimates that
the net redistributional effect of arts subsidies and taxes in the United
States is to take (moderately) from the well-to-do and give to the rel-
atively poor. Those in the middle of the income distribution more or
less break even. In addition, van den Haag appears to overlook two
considerations. First, as we have argued, if a subsidy program is desir-
able to correct a misallocation of resources resulting from market
failure, it should not be rejected on grounds of its distributional
effects. Instead, the latter should be corrected by another set of poli-
cies dealing with the distribution of income. Second, if one insists nev-
ertheless on looking at the distributional effects of allocation policies,
it is certainly possible to conceive of arts subsidies that would not
have an undesirable impact on the distribution of income. Thus, per-
verse effects in any one instance (such as opera) do not establish a
general case against arts subsidies.

Subsidies actually harm the arts

Van den Haag’s third point is that government subsidies will actually
do more harm than good in the creation of genuine art. He believes
that the government cannot tell good art from bad and must there-

34. Ibid.
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fore hand out subsidies indiscriminately. But if funds are given indis-
criminately, pseudoartists will be attracted to the field, and much of
the government budget will be wasted in the production of “fool’s
gold.” Worse yet, true artists may actually find it harder to succeed
when subsidies have built a world of false art.*> (Why these calami-
ties have not occurred in Europe where arts subsidies have a long
history is never discussed.) In speaking of “the government” as a
judge of art, van den Haag seems to suggest the ludicrous picture of
some committee of the Congress trying to decide which individual
painters or composers or playwrights deserve support. In fact, as we
see below in Chapters 12 and 13, most public agencies assisting the
arts rely on elaborate systems of professional review in an attempt
to spend their money fruitfully. No one would suggest that they
always succeed or that political considerations are never a factor.
But it seems merely fanciful of van den Haag, by building supposi-
tion upon supposition, to argue that government funding has actually
done more harm than good.

Banfield’s argument

Banfield’s objections to public subsidies for the arts are developed in
The Democratic Muse, a book that ranges widely over aesthetics,
political history, political theory, and economics, but only in relation
to policy toward the visual arts. His views are in some respects similar
to van den Haag’s. He stresses the capacity of perfectly competitive
markets to produce an optimum allocation of resources, recog-
nizes the theoretical possibility that externalities could cause market
failure, but then dismisses externalities as a justification for subsidy
because he thinks economists have not shown them to have sufficient
value.®

Banfield also discusses the possibility that imperfect information
might be a justification for subsidy. He rejects it on the ground that
if consumers think information will be useful to them, they will be
willing to pay for it, and in that case the private market would auto-
matically supply the information, subject to the usual constraint of
cost.”’” This line of reasoning correctly describes how information is

35. Ibid., pp. 68-70.
36. Banfield, The Democratic Muse, pp. 187-90.
37. Ibid., pp. 192-93.
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supplied to interested parties within the business sector but seems to
miss the entire point of the argument with respect to the arts, which
is that most consumers do not know that they will gain utility through
familiarity with the arts and, therefore, will not pay for the introduc-
tory information or experience.

Like van den Haag, Banfield wonders why museums do not charge
much higher prices for admission and, again like van den Haag, over-
looks the “decreasing cost” argument for keeping entrance charges
low and using subsidies to cover the resulting deficit. He recognizes
that higher prices would make it more difficult for the poor to attend,
but concludes that this “should be dealt with by redistributing income
rather than by underpricing certain goods.”*® Although he does not
discuss the concept, this reasoning certainly implies that he does not
regard art as a merit good.

A constitutional argument

Banfield makes it clear that his opposition to government involve-
ment with the arts does not depend solely on his doubts about the
specific justifications that arts advocates have proposed. Rather,
it rests on his conviction that the principles of what he calls “the
American regime,” as set forth in the Declaration of Independence
and the Constitution, preclude such involvement. He is unsympa-
thetic with the broader interpretation of the Constitution, which,
since the 1930s, has held that Congress “had indisputable power to
provide for whatever would serve the general welfare.” On the
contrary, writes Banfield:

If it were clear that art significantly affects the quality of society, as opposed to
the welfare of individuals, it would not follow that government might properly
subsidize it or otherwise intervene in art matters. There are many things that
affect society in ways that ennoble or debase men, ways that by common agree-
ment are not the concern of government, either because it is incapable of man-
aging them (e.g., enforcing rules of good manners) or because it is understood
that government exists for other purposes.*’

38. Ibid., p. 189; and see van den Haag, “Should the Government Subsidize the Arts?,”
pp. 72-73.

39. Banfield, The Democratic Muse, p. 196.

40. Ibid., p. 205.
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Interestingly, Banfield is silent about state or local government
involvement with the arts, perhaps because in those cases he would
be deprived of arguments based on his reading of the federal
Constitution.

Sydney Smith and a friend were walking in Edinburgh one day
when they overheard a heated argument between two people who
leaned from upper windows on opposite sides of a narrow street.
Smith remarked that they would never agree because they were
arguing from different premises.* So it is in this debate. Those who
are suspicious of any extension of government power will not easily
be persuaded that a case exists for subsidizing the arts. On the other
hand, those who believe the government can play a constructive role
even in what is fundamentally a “free-enterprise economy,” will have
relatively little difficulty justifying arts subsidies as a way of advanc-
ing “the general welfare.”

41. Smith’s remark is reported in W. H. Auden’s introduction to Selected Writings of Sydney
Smith (New York: Farrar, Straus & Cudahy, 1956), p. xiv.



12 Public and/or private support
for the arts in the United States,
Australia, Canada, and
Western Europe

Artistic institutions earn income by selling tickets to performances
or, in the case of museums, by charging for admission. But in every
economically advanced country, they also receive substantial addi-
tional support (the unearned income referred to in Chapter 8) either
from the government in the form of grants or from private individu-
als and businesses in the form of charitable donations. In Western
Europe, Canada, and Australia, the additional funding comes largely
from the government, whereas the private sector contributes very
little. The situation in the United States is just the opposite: Addi-
tional support comes mainly from the private sector. There is a lot of
history behind this last statement, and it is worthwhile sketching it
briefly to explain how we got to where we are now.

TRADITIONAL OPPOSITION TO PUBLIC
SUPPORT IN THE UNITED STATES

Until the early 1960s, the federal and state governments in the United
States offered virtually no continuous, direct financial support either
to artists or to arts institutions, not to the performing arts, not to the
fine arts." Although government support for the arts was common-

1. See Dick Netzer, The Subsidized Muse (Cambridge University Press, 1978), pp. 53-59,
79-80; and Milton C. Cummings, Jr., “Government and the Arts: An Overview,”
in Stephen Benedict, ed., Public Money and the Muse (New York: Norton, for the
American Assembly of Columbia University, 1991), pp. 31-79.
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place in Europe, opinion in the United States was quite hostile to the
idea. First, until the period of the New Deal in the 1930s, a majority
of Americans accepted the philosophy of laissez-faire, according
to which government intervention in economic matters should be
kept to a minimum. A government that did not subsidize agriculture
or housing, provide unemployment insurance to workers, or offer a
subsistence income to the poorest of its poor was not going to be
asked to subsidize operas, symphony concerts, or ballets. Second, the
high arts of the sort discussed here were thought to be “elitist” and
therefore not important to the masses, a further reason why the
government need not concern itself with them. Finally, the tradition
in the United States was that institutions such as museums and sym-
phony orchestras relied on wealthy private individuals for gifts to
supplement their earned income. (In the case of museums, earned
income was negligible, since admission was usually free.) And the tra-
ditional system seemed to work well enough, according to the stan-
dards of those times. Indeed, the institutions themselves generally
opposed the idea of state or federal government support.” Probably,
they were moved not only by strongly held philosophic convictions,
but also by fear that government aid would lead inexorably to gov-
ernment meddling, if not to outright control.

Support from local government was another matter. When arts
institutions such as museums or symphony orchestras were first
established in the latter part of the nineteenth century, the local gov-
ernment often helped out by donating land on which the museum or
concert hall could be built by its rich patrons. When the “City Beau-
tiful” movement began around 1900, many cities built so-called civic
centers that typically included a large auditorium usable for con-
certs and perhaps operas. In addition, local governments have always
exempted religious, educational, and other nonprofit organizations
from liability for the local property tax. This amounts to a substan-
tial benefit: In 1978, Dick Netzer estimated its value to the arts sector
as $150 million “at most.”* At current prices it would be worth several
times that figure. Tax exemption of any kind is usually referred to as
a form of “indirect” support.

2. See Milton C. Cummings, Jr., “To Change a Nation’s Cultural Policy: The Kennedy
Administration and the Arts in the United States, 1961-1963,” in Kevin V. Mulcahy and
C. Richard Swaim, eds., Public Policy and the Arts (Boulder, Colo.: Westview, 1982),
pp, 141-68, cited at 157. 3. Netzer, The Subsidized Muse, p. 44.
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A change of heart in the 1960s

Before World War II high art and culture in the United States
were dominated by European practitioners and traditions. (Theater
and modern dance were the principal exceptions.) During the
interwar period, there was hardly an American to be found among
the famous pianists, violinists, or singers who toured the country
in recital. Few if any of the country’s symphony orchestras had a
U.S.-born conductor. Opera in the United States was composed,
produced, directed, and sung by Europeans. Art museums were
dominated by European painting and sculpture. Ballet was seen
principally when European companies came over on tour, for there
were very few U.S. groups. This state of affairs was largely taken for
granted.

After World War II, however, Americans became increasingly
self-conscious about their country’s cultural standing. No longer
satisfied to boast that the United States was the home of Henry Ford,
Thomas Edison, and Charles Lindbergh, they now wanted to be taken
seriously as participants in the world of high art and culture as well.
Before the end of the 1950s the Ford Foundation took up the banner
of culture when it began a massive program of grants to support U.S.
symphony orchestras.

Birth of the New York State Council on the Arts and
the National Endowment for the Arts

Two charismatic political leaders took advantage of the new mood of
the country at the beginning of the 1960s to introduce for the first
time a policy of direct, ongoing state and federal support for the arts.*
In 1960 under the leadership of Governor Nelson Rockefeller, who
was an important patron of the arts in his own right, New York State
established the New York State Council on the Arts (NYSCA). The
first year appropriation was only $50,000, but by 1976 the council
had an annual budget of $35 million and was a major source of fund-
ing for arts activity in the state. NYSCA’s administrative structure
became the model that the federal government and many of the other

4. Accounts of these developments in much greater detail can be found in ibid., chap. 4;
and in Cummings, “To Change a Nation’s Cultural Policy.”
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states later adopted in establishing their own programs in support of
the arts.”

A year or two after NYSCA was established, President John F.
Kennedy began to take an interest in the federal government’s rela-
tionship to the arts. In 1962 he appointed the philanthropist August
Heckscher to the position of special consultant on the arts. Among
other things, Heckscher recommended the establishment of a national
arts foundation with the power to offer grants to arts institutions and
to state arts councils. Shortly afterward, President Kennedy was
assassinated, and it fell to President Johnson (in this case as in so many
others) to carry the Kennedy proposal to fruition.

At first there was a good deal of congressional opposition to the
idea of federal financial support for art and culture. Netzer reports
that southern Democrats and conservative Republicans (there were
also liberal Republicans in those days) expressed the usual fear that
government subsidies would lead to government control. Opponents
also argued that government funding would reduce the incentive
for the private support that was a justly cherished U.S. tradition.®
Nevertheless, in 1965 Johnson obtained from Congress and signed
legislation establishing not one foundation but two: the National
Endowment for the Arts (NEA) and the National Endowment for
the Humanities (NEH). The legislation authorized initial funding of
$10 million to each of the endowments, but actual appropriations
were well below that level in the first few years. By 1979, however,
appropriations for the NEA had climbed to $149.6 million. As we see
in Chapter 13, when adjustment is made for inflation, that was to be
the endowment’s largest annual appropriation.

The manner in which NEA and the state councils operate to
support the arts, the division of funding among the federal, state, and
local governments, and the many issues of economic and political
policy that arise in connection with public support are taken up in
Chapter 13. At this point we wish to pursue the question of how much
donational support to the arts is given by the public sector as a whole
and how much by the private sector in the United States and in other
industrially advanced countries.

5. However, Arthur Svenson points out that Utah established the first state arts agency as
early as 1899. See his “State and Local Arts Agencies,” in Mulcahy and Swaim, eds.,
Public Policy, pp. 195-211, cited at 196.

6. Netzer, The Subsidized Muse, pp. 58-59.
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Table 12.1 Level and source of government support for the arts

Direct spending in National State/regional Local
Country dollars per capita, 1994 (%) (%) (%)
Australia 23.73 40 49 11
Canada 43.81 48 37 14
Finland 111.67 48 52
France 56.78 43 4 53
Germany* 89.52 8 34 54
Ireland 9.49 87 13
Italy Na 56 13 31
Netherlands 47.93 48 5 37
Sweden 64.69 63 12 26
UK. 26.26 58 42
Us. 5.85 41 17 42

Source: Arts Council of England, International Data on Public Spending on the Arts in
Eleven Countries (March 1998), tables 13.2, 13.4.
“ The percentages do not add to 100 in the source.

AN INTERNATIONAL COMPARISON OF
ARTS SUPPORT

The most recent comprehensive international comparison of the level
of direct public support for the arts was published in 1998 by the Arts
Council of England. It examined the amount of support per capita in
eleven advanced industrial countries. The results are summarized in
the first column of Table 12.1.

Before a comparative study can be meaningful, the analyst must
establish a standard definition of the activities to be included as
“art and culture,” for the boundaries of that category, employed in
the collection of data, vary widely among countries. In some places
expenditure on broadcasting, zoological and botanical gardens,
preservation of historical monuments, libraries, and professional
training for artists is counted as cultural expenditure. In others, few
or none of these may be included. In keeping with practice in the
United Kingdom, the Arts Council adopted a fairly narrow defini-
tion, comprising the following disciplinary areas: museums and
galleries, music, opera, dance, drama, visual arts (including photo-
graphy), community arts, festivals, support for the creation of lit-
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erature, support for film production. Capital expenditures were
excluded. Also excluded were all forms of “indirect” support, a cate-
gory to which we return shortly.

Table 12.1 reveals a wide range in the level of direct support per
capita. Finland tops the list, spending $111.67. Germany is a strong
second at $89.52, while the United States ranks last, spending only
$5.85 per person. The exclusion of indirect aid makes governmental
support in the United States look much less generous than in fact
it is. Direct support consists of cash grants or payments. Indirect
support occurs when a government forgoes potential tax revenue
through some provision favorable to arts institutions. Examples in the
United States are the exemption of arts institutions from the local
property tax and, even more important, provisions in the federal and
state tax codes that create an incentive for taxpayers to make chari-
table contributions to nonprofit arts organizations. In both cases the
foregone revenue is equivalent to an expenditure by government.
Indeed, in the United States the sums lost through such provisions
have been called “tax expenditures.”

Too often in casual inter-country comparisons of subsidies to the
arts the writer mentions only direct expenditures, and then only those
of the central government, resulting in a very distorted picture.
Unfortunately, the level of indirect aid to the arts in any country can
only be estimated. Mark Schuster’s careful study for the NEA put it
at $10 per capita in the U.S.in 1984.” Since that date marginal income
tax rates in the U.S. have fallen, which would reduce the value of indi-
rect support, but charitable giving has greatly increased, which would
raise its value. In the absence of later data, if we were to add $10 to
the figure shown in Table 12.1, it would leave the U.S. still well below
every other country shown there except Ireland.

Table 12.1 also shows the division of direct public support between
levels of government as of 1994. There is a wide range of variation
reflecting differences in political traditions and in the historical devel-
opment of government. Germany falls at one end of the scale. By the
end of the nineteenth century “the states and municipalities had
taken over the role of cultural patronage which had previously been
held by royal and princely courts.” After World War II this pattern

7. J. Mark Davidson Schuster, Supporting the Arts: An International Comparative Study
(Washington, D.C.: U.S. Government Printing Office, 1985), table 4.
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was reinforced by the Basic Law of May 23, 1949, which established
the Federal Republic of Germany. Consequently, Germany’s federal
government provides only 8 percent of art support, while state and
local governments account for 88 percent.® Ireland is at the other
end of the scale. The national government accounts for 87 percent of
direct aid to the arts, localities for only 13 percent. As of 1994 inter-
mediate levels of government had yet to become active in this field.
Other countries in which the central government provides more than
half of direct aid include Sweden (63% ), the United Kingdom (58%),
and Italy (56%).
We turn next to the mathematics of indirect aid.

THE MATHEMATICS OF INDIRECT AID,
OR TAX EXPENDITURES

Private donations to nonprofit institutions are encouraged in the
United States by provisions in both the federal income tax code and
the state codes in states that levy an income tax. Under the federal
code, taxpayers who “itemize” their deductions are allowed to include
as a deduction from their taxable income the amount of their cash
contributions to such institutions, up to a limit that varies from 20
percent to 50 percent of adjusted gross income, depending on the
circumstances. Although these provisions were originally adopted as
a matter of tax equity (if a taxpayer donates part of his or her
income to charity, then that part is no longer available to be spent or
saved at the individual’s discretion, and it might be regarded as unfair
to count it as “income”), they have been retained as a matter of
deliberate policy to foster private support of charitable undertakings.

Contributions are tax deductible by the donor only if made to
not-for-profit organizations that qualify under guidelines set by the
Internal Revenue Service. Among these are the requirement that
there be no distribution of net income or “profit” to any party and
the rule that the organization may not engage in political activity or
attempt to influence legislation. Obviously, nonprofit organizations in

8. These data are from table 13.2 in Andy Feist, Rod Fisher, Christopher Gordon, and
Charles Morgan with Jane O’Brien, International Data on Public Spending on the Arts
in Eleven Countries (London: The Arts Council of England, Research Report No. 13,
1998). The numbers for Germany do not add to 100 percent in the original. The quota-
tion is from p. 64.
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Table 12.2 Mathematics of charitable donations

(A) (B)
Pre-1986 Current
TI = taxable income (dollars) 100,000 100,000
t = marginal (or bracket) tax rate 0.50 0.396
G = deductible gift (dollars) 1,000 1,000
tG = tax saved by donor = revenue loss to
government (dollars) 500 396
(1 - 1)G = cost of gift to donor (dollars) 500 604

the fields of art and culture take care to abide by the rules so that
they can continue to receive contributions that are tax deductible
by the donor. Individual artists, of course, are not eligible to receive
such contributions, since for tax purposes they are treated as pro-
fit-making sole proprietors. But for that reason they are permitted to
testify or lobby in legislative matters, just like other citizens, and in
fact, they often provide important support for legislation favoring the
arts.

Although the terminology of this subject may be complex, it is
important to bear in mind that donations are deductible not from tax
liability but from taxable income. Arithmetically, what happens
under U.S. tax law is that the donor’s tax liability is reduced by an
amount equal to the donation multiplied by the tax rate in that
person’s marginal tax bracket. The higher the individual’s marginal
tax rate, the greater the tax reduction per dollar given away, hence
the less the cost of the gift to the donor and the stronger the tax-
based incentive to make donations.” The amount of tax saved by the
individual is also the amount of revenue lost by the government on
account of the charitable deduction. It is this lost revenue that
constitutes the indirect support given by government to the nonprofit
sector.

These relationships are clarified in Table 12.2. Algebraic definitions
of terms are given at the left. The two columns at the right show the

9. Since 1990, aggregate itemized deductions have been reduced by 3 percent of the
taxpayer’s adjusted gross income above $100,000 for a married couple filing jointly.
However, since this take back “comes off the bottom,” it does not reduce the marginal
incentive effect of the provision allowing charitable deductions.
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outcome for (A), a donor in the 50 percent bracket, which was the
highest just before the Tax Reform Act of 1986, and for (B), a donor
in the 39.6 percent bracket, the highest current rate. Under the 1986
act, the highest rate had been 33 percent, but modifications intro-
duced by the Revenue Reconciliation Act of 1990 lowered the top
rate on ordinary income to 31 percent. In 1993, under President
Clinton, it was raised to 39.6 percent.

The table allows us to examine the economics of charitable deduc-
tions from two different perspectives. Looked at chronologically, it
shows that when marginal tax rates were reduced after 1986, the cost
to donors of making gifts rose. In other words, the tax incentive to
give money away was weakened: A gift of $1,000, which would have
cost a donor only $500 under the old law, costs $690 under current
law. This aspect of the matter raised some puzzling questions for the
Reagan Administration. On the one hand, President Reagan tried
(not very successfully, one must add) to reduce federal appropriations
for the arts, relying on the justification that if the government with-
drew support, private donors would respond by taking up the slack
— an argument clearly implying that when government assistance to
the arts grows, it displaces private donations. On the other hand, he
also endorsed the 1986 act that cut marginal tax rates and therefore
weakened the incentive to make private donations. (We return to
these issues below.)

The table can also be used to illustrate the effect a progressive
tax rate structure has on incentives to donate. Assume now that in
column B the top row shows taxable income of $50,000 instead of
$100,000. Then the table can be interpreted as showing that when
an individual’s income rises from $50,000 (column B) to $100,000
(column A), he or she rises into a higher marginal tax bracket (50%
instead of 39.6%), and the tax saving achieved by making a charita-
ble donation accordingly rises from 39.6 cents to 50 cents on the
dollar. In other words, under a progressive income tax structure, the
higher your income, the stronger your incentive to make charitable
donations.

The rate structure of the U.S. federal income tax is not now very
progressive, but that was not always the case. Before passage of
the 1986 reform, rates ranged from 14 percent to a maximum of 50
percent. From 1965 until 1980, the top rate (not including occasional
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surtaxes) had been 70 percent.'” That meant that a charitable gift cost
the donor only 30 cents on the dollar, or even less if the donor lived
in a state or city that also levied an income tax. Keeping in mind the
fact that benefactors of museums, symphony orchestras, hospitals,
and universities sometimes have the pleasure of seeing galleries,
auditoriums, clinics, or dormitories named after them (and/or their
spouses), it is easy to see why a strong tradition of giving away 30-
cent dollars developed in the United States. It is also plausible that
once the habit of charitable giving was in place, subsequent reduc-
tions in the progressivity of the income tax, which raised the donor’s
cost of giving, did not necessarily or immediately bring a cutback in
donations.

DONATING WORKS OF ART

For museums in the United States, private support takes the form of
donations not only of cash but also of works of art, and these, too,
have been heavily influenced by tax considerations. For many years
the donor was allowed to claim as a charitable deduction the market
value of the work at the time the donation was made. That provided
a powerful incentive to make donations-in-kind to museums, espe-
cially since the prices of high-quality works of art have risen sharply
in recent years (see the discussion in Chapter 9). Consider the alter-
natives faced by a potential donor. Suppose that he or she had paid
$10,000 for a painting in 1950 and that by 1980 its market value has
risen to $200,000. If the owner then sells it and donates the proceeds
to the museum, he or she is entitled to a charitable deduction of
$200,000 but is also liable for tax on the $180,000 capital gain real-
ized at the sale. In 1980 a donor in the top income tax bracket of 70
percent would have paid capital gains tax at the rate of 25 percent
(since long-term capital gains were taxed at lower rates than ordinary
income), amounting to $45,000 on the gain from the painting. On the
other hand, if the owner simply gave the painting to the museum,
he or she could still have claimed the $200,000 market value as a

10. For a chronology of U.S. personal income tax rates from the inception of the tax in
1913 through the Tax Reform Act of 1986, see Joseph A. Pechman, Federal Tax Policy,
5" ed. (Washington, D.C.: Brookings Institution, 1987), table A.1, pp. 313-14.
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charitable deduction, while altogether avoiding payment of income
tax on its gain in value. Thus, the incentive to donate works of art that
had appreciated in value was even stronger than the incentive to
make gifts of cash. By claiming a deduction at market value, a
donor could often save in taxes far more than the work of art had
actually cost.

Not surprisingly, both museum directors and potential donors of
valuable art were delighted by these arrangements. However, the pro-
vision that allowed gains on appreciated works of art to escape tax-
ation was widely regarded as inequitable and was effectively removed
in the Tax Reform Act of 1986. But the story does not end there. In
the 1980s, rapidly mounting prices for art had made it prohibitively
expensive for museums to acquire worthwhile objects in the market.
They became more than ever dependent on donated works to expand
their collections. Soon after the 1986 act went into effect, museum
officials complained that the flow of donated works was drying up.
As a result of intensive lobbying, the market-value deduction for
donations of appreciated works of art and manuscripts was tem-
porarily restored in 1991 and 1992. President Bush, the day after his
defeat in November 1992, vetoed an extension, but in 1993 Senator
Moynihan of New York, Chairman of the Senate Finance Commit-
tee, pushed through a permanent restoration of the tax advantage to
donors and it was signed into law by President Clinton."

INDIVIDUAL, CORPORATE, AND
FOUNDATION SUPPORT

Private donational support for the arts in the United States comes
not only from individuals but also from private corporations and
foundations. Corporate contributions are encouraged by tax provi-
sions analogous to those for individual taxpayers: In calculating lia-
bility for the corporation income tax, the firm may deduct charitable
contributions as an expense up to an amount equal to 10 percent of
taxable income. The net cost of a donation is therefore (1 —¢) (amount
of the gift), where ¢ is the effective tax rate. The top-bracket income
tax rate on corporations varied between 40 and 50 percent during the

11. Irvin Molotsky, New York Times, August 19, 1993.
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1970s and early 1980s before being reduced to 34 percent by the Tax
Reform Act of 1986. Thus, ironically, the tax incentive for corporate
giving, like that for individual donations, was substantially weakened
just at the time that a business-oriented Republican administration
was calling for increased private-sector support for social, cultural,
and educational endeavors.

How do the sources of private contributions rank in relative size?
In his study for the NEA, Schuster found that, in 1982-83, individual
contributions were by far the largest category, amounting to $3.650
billion out of a total of $4.365 billion. Corporations contributed $263
million and foundations the remaining $452 million."

To put these numbers in perspective, bear in mind that total direct
federal government support for the arts in fiscal 1983-84 came to only
$266 million. (See Table 13.1 below.) Moreover, in addition to making
charitable contributions, corporations also provide support for the
arts through expenditures charged to their advertising and promo-
tion budgets. For example, a corporation might sponsor in that way
a series of summer “concerts in the park.” Like any other increase in
costs, such outlays also reduce profits and therefore cut corporate tax
liability. Advertising and promotion outlays for the arts are not
included in any of the contributions totals discussed in this section.
In fact, the total value of such expenditures is simply unknown.

These comparisons probably understate the corporate share in
private giving, since the individual and foundation totals include
donations to a range of activity that comprises culture and the human-
ities as well as the arts, while the figure for corporations includes
only the latter. Moreover, some corporate giving occurs through
the corporations’ own foundations and was therefore counted in the
foundation total by Schuster.

Another perspective on private giving can be obtained by asking
what percentage of recipients’ income is accounted for by gifts from
each category of sources. Table 12.3 displays such percentages for
constant samples of theater and opera companies in 1992 and 1996. It
also shows the percentage change in the dollar amount of income
from each source. Contributions accounted for 39 percent of theater
company income in both years. The proportion was considerably
higher for opera companies: 48 percent in 1992 and 50 percent in 1996.

12. Schuster, Supporting the Arts, table 5.
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Table 12.3 Income sources, U.S. theater and opera companies

Change in
dollar amount
1992 (%) 1996 (%) 1992-96 (%)
Theatre Communications Group,
68 theaters
Total income 100 100 19.4
Earned income 60.8 60.9 19.5
Contributed income 39.2 39.1 19.1
Private 31.6 33.1 252
Individuals 8.6 9.9 36.6
Corporations 5.7 5.5 151
Foundations 6.2 7.0 35.8
Other 11.1 10.8 15.6
Public 7.6 6.0 -6.1
Federal 2.7 1.6 -28.1
State 2.8 2.3 -1.1
Local 2.2 2.1 14.7
Opera America, 62 Companies’ 1993 (%) 1997 (%) 1993-97 (%)
Total income 100 100 51.2
Earned income 53.6 53.7 51.5
Contributed income 46.4 46.3 51.1
Private 40.4 42.1 57.9
Individuals 16.4 19.0 75.4
Corporations 5.7 53 40.8
Foundations 8.1 8.3 54.0
Public 6.0 42 5.7
Federal 2.1 0.6 -58.2
State 1.9 1.4 15.7
Local 2.0 2.2 67.5

Sources: Theatre Communications Group, Theatre Facts 1996; Opera America, Annual
Field Report 1997.
“ Does not include the Metropolitan Opera or Canadian companies.

During the 1990s there was a significant shift in the composition
of contributed income in the United States. As a result of a sharp cut
in appropriations for the NEA (see Chapter 13) and a leveling off in
the dollar amount of state aid, public support for performing arts
companies dropped. Contributions from local governments rose, but
not enough to offset declines at the federal level. Consequently,
public aid to theater companies fell from 7.6 to 6.0 percent of income.
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Table 12.4 Corporate donational activity, 19761996

Donations in Percentage Estimated total to
1996 dollars Five-year to culture culture and the arts

Year (millions) change (%) and the arts” ($ million)*

1976 4,100 +13.9 8.2 336

1981 5,300 +29.3 11.9 631

1986 7,530 +42.1 11.9 896

1991 6,620 -12.1 11.8 781

1996 8,500 +28.4 9.6 815

Sources: Column 1: AAFRC Trust for Philanthropy, Giving USA 1997, p. 199. Column 3:
The Conference Board, Corporate Contributions in 1996, table 14, and earlier editions.

“ Number and percentage of companies reporting varies from year to year.

® Differs from published figure; adjusted by Conference Board to maintain definition of
the arts consistent with earlier years.

¢ Column 4 = column 1 X column 3.

This decline, however, was fully offset by an increase in private
support, leaving the share of total contributions unchanged. For
opera companies the rise in private support more than offset the
decline in public aid: The share of total contributions rose.

Table 12.3 also tells us that the corporate share in private support
declined from 1992 to 1996. A profile of corporate donational activ-
ity from 1976 to 1996 is presented in Table 12.4. The left-hand column
shows contributions in constant dollars to all sectors, including health,
education, and other areas in addition to the arts. The next column
gives the percentage increase in each five-year segment. Clearly,
corporate contributions are quite volatile. (We return to this shortly.)
Column three shows the percentage of corporate donations that went
to the arts, as reported in sample studies by the Conference Board."
The fourth column is an estimate of their dollar value as the product
of column one times column three. It confirms a falling off in the real
value of corporate donations to the arts of about 9 percent from 1986
to 1996. Since the real value of corporate donations as a whole rose

13. In 1994 the Conference Board removed public broadcasting from the category of
culture and art and placed it in “other,” thus contributing artificially to the decline in
the proportion going to the arts. At the request of the authors they agreed to recalcu-
late the data for 1994, 1995, and 1996 on the old basis. The numbers in column 3 are
therefore a definitionally consistent series.
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13 percent, the falling off is explained entirely by the decline in the
proportion going to art and culture.

Data on which forms of art and culture corporate donors favor
have been tabulated only sporadically. In 1984 the three leading
categories by a considerable margin were museums (19.6%), music
(12.7%), and public television and radio (12.1%). We have more to
say about this in the next section. In Europe, as we see below in this
chapter, private contributions play a much smaller role in financing
the performing arts.

Motives for charitable giving

It seems entirely reasonable that those who are actively interested in
the arts and can afford to give a little something to charity should
make donations to one or more arts enterprises. And just as church-
goers will probably give to the church they attend and college grad-
uates to their alma mater, so devotees of the arts are most likely to
make donations to the museums or performing arts companies they
regularly attend. Clearly, such support is not entirely disinterested.
Donors hope to contribute, in however small a way, to the mainte-
nance or improvement of enterprises that are a source of personal
pleasure. In addition, most nonprofit arts organizations nowadays
actively encourage donations by offering potential supporters a range
of benefits that increases in scope with the size of the donation. In
the case of a ballet company such as the New York City Ballet, a
minimum $60 donation may bring in return complimentary tickets to
working rehearsals and demonstration programs, and a subscription
to the company newsletter. At the other end of the scale, large donors
will have priority in reserving choice seats and will be invited to an
annual party, with the opportunity of meeting star members of the
company. A museum will typically seek support through “member-
ships” that carry with them, for the lowest ranks, privileges such as
free admission to ordinary events, a discount at the museum store,
and a subscription to the ubiquitous newsletter. More expensive
memberships will entitle donors to free lectures, pre-opening guided
tours of special exhibitions, and so on. The benefits thus con-
ferred on supporters are designed not only to give pleasure (which
for the initiate they undoubtedly do), but also (consider the new-
sletter) to cultivate in donors a sense of “belonging to the family” or
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of being in the inner circle, which helps to perpetuate the charit-
able tie.

All of this costs a lot of money to carry out (mailing lists, direct
mail solicitations, record keeping, paying for special events), but the
motto is, “You have to spend money to make money.” In 1983 the
Metropolitan Opera is reported to have employed a staff of fifty and
spent $3.5 million on fund-raising. By so doing, they raised about $25
million from individuals, corporations, foundations, and government
agencies." It is now taken for granted in the United States that fund-
raising from the private sector is an important function within any
nonprofit arts institution. Indeed, public agencies would probably be
reluctant to make grants to a nonprofit organization that did not
appear to be “pulling its weight” in private fund-raising.

It is not surprising that corporate motives for giving are somewhat
different from those of individuals. Some corporate managers may,
indeed, believe that it is morally important for their firms to be good
corporate citizens, but one suspects that they believe it is even more
important that they be seen in that light. Thus, corporations are
attracted to forms of giving that are visible or even attention grab-
bing. That explains, for example, the prominence of corporate support
for public television programming. (So great was the generosity of
the major oil companies toward public TV during the profitable early
1980s that the joke went around that PBS really stood for Petroleum
Broadcasting System.) “Special events” to which the company name
can be attached, such as a blockbuster art exhibition or a series of
summer concerts in the park, also attract generous corporate support.
Hence, the large share of corporate donations going, respectively, to
museums and to musical performances.

But one should not be too cynical in interpreting motives. Corpo-
rations claim that their single most important criterion in making gifts
is “impact on the local community,” and many of their donations are
no doubt intended to make the local community a better place to live
in by strengthening its artistic or other cultural institutions.”” Con-
sider the following example. The Pillsbury Company is a large food

14. Simon Jenkins, “Paying for the Arts,” Economist 293, no. 7368 (November 17, 1984):
1-4, 13-16, cited at 13, 15.

15. Michael Useem, “Trends and Preferences in Corporate Support for the Arts,” in Robert
A. Porter, ed., Corporate Giving in the Arts, 4™ ed. (New York: American Council for
the Arts, 1987), table 6, p. xiii.
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processing firm with headquarters in Minneapolis. In 1986 its total
contributions came to $7.1 million, of which $931,000 were for art and
culture. Recent recipients of major grants included the Minnesota
Orchestra, the Minnesota Opera, the Guthrie Theater (in Min-
neapolis), and Twin Cities Public Television. Apparently there can be
a coincidence of interests so that what is good for the community is
also good for the company, and the company knows that. Of course,
Pillsbury also makes grants in other localities, including one to the
Dallas Symphony Orchestra.'

Corporations whose interests are more widespread than Pillsbury’s
will be less inclined to concentrate their donations locally. For
example, United Technologies Corporation is a large aerospace man-
ufacturer, with its head office in Hartford, Connecticut. In 1985 it con-
tributed $2.3 million in support of art and culture. Although major
grants were given to the Connecticut Opera and the Hartford Ballet,
even larger sums went to the National Museum of Women in the Arts
(Washington, D.C.), to the Metropolitan Museum of Art to support
a major exhibit of Degas’s art in the United States, Canada, and
France, and to the Denver Art Museum in support of a tour of Native
American Art in France and Germany."” One can infer from this list
that United Technologies (a large exporter) is concerned with its
image in many parts of the world.

Some observers worry that corporate support may eventually
corrupt culture by bending artistic production too much in the direc-
tion of whatever it is that corporations are willing to pay for and away
from the more provocative and controversial forms of art that they
admittedly try to avoid. It is well to be on guard against that threat,
but the danger seems insufficient to justify shunning corporate
support. Most arts institutions (and most of their audiences) proba-
bly would endorse a policy of “take the money and run.”

WHY SO LITTLE PRIVATE SUPPORT FOR THE
ARTS IN EUROPE?

In Europe private contributions play a much smaller role in financ-
ing the arts. Americans may find this puzzling, since European

16. Tbid., p.306.  17. TIbid., pp. 391-92.
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devotion to art in all its forms is well known. For many years U.S.
economists believed that the explanation must lie in a difference in
tax law. It was assumed that, in Europe, charitable contributions
either were not deductible or were deductible only under severe
restrictions. But Schuster’s study included an examination of income
tax law in Europe and Canada, and he found, on the whole, that their
tax codes were not unfriendly to charitable giving.'"® Instead, he
attributes the low level of private support in Europe to historical
tradition. In the distant past, major European cultural institutions
such as the Comédie Francaise or the Vienna State Opera owed
their origins and subsequently their support to royal, or at least
noble, patronage. In the nineteenth and twentieth centuries, these
burdens were assumed by republican governments and munici-
palities. Private citizens, aware that “the government” was subsidiz-
ing arts institutions and that they as taxpayers were footing the bill,
felt no obligation to make voluntary contributions. That is not to say
that wealthy collectors might not sometimes donate valuable works
of art to national or municipal museums, but a broad-based tradition
of private charitable support for the institutions of art and culture
never developed.

In the 1980s the climate of opinion began to change. After a long
period of budgetary expansion, most European governments were
trying to restrain public spending. Subsidies for the arts were either
reduced or prevented from growing at their accustomed pace. For
the first time both governments and the arts institutions themselves
became seriously interested in what Schuster calls “the American
model with its heavy reliance on and encouragement of private
sources of funding.”"” Table 12.5 shows the results for recent years in
seven European countries and, for comparison, the United States
and Canada. In the United Kingdom, where the Thatcher government
had long ago begun a drive toward “privatization,” private support
by 1993-94 had reached between 10 and 13 percent of total income
of performing arts companies. That was the highest level among
the European countries. By contrast, U.S. opera companies obtained
46 percent of income from private contributions and U.S. theater
companies 33 percent. In Canada private contributions played a

18. Schuster, Supporting the Arts, pp. 48-54.
19. Ibid., p. 48.
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larger role than in Europe, but were still far short of the level in
the U.S.

Table 12.5 highlights other important differences, as well. In the
United States, earned revenue of opera and theater companies
(mostly from the box office) accounts for 50 percent or more of total
income. On the continent it usually brings in 20 percent or less. Again
the United Kingdom differs, with earned income between 36 and 55
percent of the total. In an arithmetic sense the lower proportion of
earned income in Europe is a result of the higher proportion of public
support, which accounts for as much as 85 percent of total income
in Swedish, German, and French theaters. But there is obviously a
causal connection, as well: Generous government aid allows arts com-
panies to charge low ticket prices, which pleases audiences and
stimulates attendance, but holds down earned income. Table 12.5 also
shows that within Europe the relative importance of central govern-
ment versus provincial and local support varies widely from place
to place.

European data on private support are sketchy, at best. However, it
does appear that most of the private support referred to above comes
from corporations rather than individuals. That is emphatically not
the case in the United States, as Table 12.3 demonstrates. We discuss
the particular virtues of individual donations in the next section,
when we take up the advantages and disadvantages of both the U.S.
model of support and the European.

ADVANTAGES AND DISADVANTAGES OF
PRIVATE AND/OR PUBLIC SUPPORT

In debating the merits of the European as compared with the U.S.
system of arts support, we are not suggesting that the nations in either
camp should entirely abandon their own approach in favor of the
other. Each system (and its local variations) is the expression of a
long-standing cultural and political tradition that has to be under-
stood in its own terms.”’ Nevertheless, it is instructive to examine the
claims made for each.

20. See Milton C. Cummings, Jr., and Richard S. Katz, eds., The Patron State: Government
and the Arts in Europe, North America, and Japan (New York: Oxford University Press,
1987).
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Philosophically, those who favor the European system in which
arts institutions are supported primarily by government subsidies
start from the premise that art and culture are a national heritage
and therefore logically deserve to be supported by the nation acting
collectively. At the practical level, an alleged advantage is that the
government can provide whatever funds are needed and in so doing
relieve the institutions of unremitting and distracting pressure to
raise money from private sources. Government funding, it is also
argued, would be relatively stable, providing a more reliable basis for
long-run planning than does private support. Perhaps more funda-
mental, support from the public budget is seen as a way of insulating
the arts from the potential threat to their artistic freedom associated
with dependence on the marketplace. As Schuster puts it, “The
Swedish National Council for Cultural Affairs is struck by the
paradox of encouraging greater corporate funding when one of
the important goals of their national cultural policy is to ‘combat the
negative effects of commercialism in the cultural sector.””*

Those who defend the “U.S. system” do not, of course, disparage
government support. Rather, they argue that a combination of public
and private funding, with heavy reliance on the latter, has some
advantages over an almost exclusive reliance on the public budget.
First, it diversifies the sources of income, which could make for
greater stability than the European system under which arts budgets
can be squeezed very hard during a period of public austerity. Second,
diversity in funding sources also reduces the concentration of power
over arts policy, which, in the European system, rests with govern-
ment agencies. A secure base in private support gives institutions a
freedom of action they lack when largely dependent on the govern-
ment. Third, U.S. arts institutions, because of their reliance on the
individual donor, cultivate the donor’s attention, understanding, and
goodwill. In the long run, that probably helps to broaden the con-
stituency for the arts, which should, in turn, ultimately provide bene-
fits in the political realm.

There is plenty of ammunition with which to criticize the argu-
ments on both sides. As to the alleged sufficiency of government
funding, Simon Jenkins in the Economist argued that government
support during the austere Thatcher years, while “secure,” did not

21. Schuster, Supporting the Arts, p. 56.
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give Britain’s arts institutions an adequate rate of growth. They have
been falling behind those in other Western nations because “they
have not won the spectacular government resources which their
European colleagues have gained,” while also failing to press for
policy changes “that might have unlocked private resources.”*

The question of stability

The alleged stability of government support must also be questioned
in light of recent experience in the United States: at the federal level,
the erosion of NEA funding by inflation in the 1980s, followed by a
sharp cut in appropriations in the mid-1990s; at the state level, the
wild gyration of appropriations from the late 1980s to the early 1990s.
(See discussion in Chapter 13.)

As for the stability of private giving, while individual donations
appear to be a secure form of support in the United States, it is doubt-
ful whether corporate giving will prove as reliable. It is sensitive to
changes in the level of profits, which can be volatile over the course
of a typical business cycle, and also to changes in corporate structure
resulting from mergers and takeovers.”

Mergers can affect corporate giving in two ways. First, at the
budget-making level, the combined companies may decide to donate
less to the arts than the sum of what the two had given individually.
However, we have no systematic evidence on this point. Second, a
substantial portion of corporate donations goes to arts organizations
in cities or states where the corporations have either their national
or regional headquarters or major plants. But, in an attempt to realize
the economies that are usually announced as a prime objective, the
merged companies are likely to close some of those operations. What
happens to arts donations in the cities that lose a corporate presence?
They are very likely to be reduced. However, there may be offsetting
gains in other cities where operations of the combined companies
increase. To pick an example not related to a merger, after Exxon
moved its corporate headquarters from New York City to Irving,
Texas, in 1990, an Exxon executive in Texas said, “We were big sup-
porters of the arts in New York City until we moved here in 1990. In

22. Jenkins, “Paying for the Arts,” p. 16.
23. See Useem, “Trends and Preferences”, pp. ix—x.
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1990 we began a measured program to reduce our support of the
community organizations there. ... Over the years we have drawn
back almost all of our giving in New York.” In 1997 Exxon reported
giving $2.6 million to arts organizations, of which more than half went
to arts groups in Texas.*

The record up to now is that corporate giving is somewhat more
variable year to year than are individual donations. We studied the
variability in the major categories of inflation-adjusted private giving
from 1967 through 1996 by calculating the coefficient of variation (V)
for the year-to-year growth rates in each category.” Individual giving
displayed by far the most stable growth rate (V = 1.52) and bequests
the least stable (V = 6.0), while corporate (V =2.32) and foundation
(V'=3.49) giving fell between the extremes. Total donations (V =1.43)
were, of course, more stable than any of the components, clearly
supporting the advantage of diversified sources of support.

Interference with artistic freedom

Whether government agencies or powerful private donors are more
likely to interfere with that artistic independence of arts institutions
is an open question. Perhaps the word “interfere” is too dramatic
(although we cite such a case). More often the donor’s influence on
artistic policy makes itself felt without direct interference: The re-
cipient institution bends its policy to conform with the agency’s or
the donor’s known preferences. Such effects are subtle and not easily
demonstrated. However, no less an institution than the Metropolitan
Opera offers a well-documented example. In 1983 as part of its cen-
tennial celebration, the Met commissioned new operas from two U.S.
composers. One of these, The Ghosts of Versailles, by John Corigliano
and William Hoffman, was produced with considerable popular
success in 1991-92. (It was the first new opera to have its premiere
at the Met in twenty-five years.) However, it was reported in 1987
that the Met had canceled the other commission from Jacob Druck-
man and also indefinitely postponed plans to produce Arnold
Schoenberg’s twentieth-century masterpiece Moses und Aron. The

24. Irvin Molotsky, New York Times, January 5, 1999.

25. The coefficient of variation is defined as the standard deviation of a series divided by
its mean. Data are from Giving USA, 1997 (AAFRC Trust for Philanthropy: New York,
1997), p. 199.
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Opera’s general manager explained to the New York Times that it was
impractical to try to fill the 3,800-seat auditorium by putting on con-
temporary works, and that influential members of the board of
trustees are also opposed to new operas. As he put it, “The people
who make contributions to opera are not too excited about contem-
porary work.”® Thus do the tastes of private donors influence the
artistic policies of their beneficiaries.

What about the influence of government donors? In Great Britain,
Canada, Australia, New Zealand, and the United States, govern-
ment grants for the arts are filtered through a semi independent
arts council (the Arts Council of Great Britain, founded in 1945,
was the first and became the model) under arrangements that are
intended to insulate arts policy from the tastes (or whims) of the
politicians who vote the funds. Harry Hillman-Chartrand and
Claire McCaughey explain the system as follows:

The government determines how much aggregate support to provide, but not
which organizations or artists should receive support. The council is composed
of a board of trustees appointed by the government. Trustees are expected to
fulfill their grant-giving duties independent of the day-to-day interests of the
party in power. Granting decisions are generally made by the council on the
advice of professional artists working through a system of evaluation. The policy
dynamic tends to be evolutionary, responding to changing forms and styles of art
as expressed by the community.”’

POLITICAL CONTROVERSY OVER
CONTROVERSIAL ART

That this application of the “arm’s length” principle does not always
succeed in shielding the grant givers from political pressure was
demonstrated in the United States in 1989 and 1990 by the widely
publicized case of Senator Jesse Helms versus the NEA. In that
famous battle, the senator took offense at photographs in two
exhibitions that had received NEA support, arguing that one was

26. John Rockwell, New York Times, May 27, 1987.

27. Harry Hillman-Chartrand and Claire McCaughey, “The Arm’s Length Principle and
the Arts: An International Perspective: Past, Present and Future,” in Milton C.
Cummings, Jr., and J. Mark Davidson Schuster, eds., Who's to Pay for the Arts? The
International Search for Models of Arts Support (New York: American Council for
the Arts, 1989), pp. 43-80, cited at 49-50.
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pornographic and the other blasphemous.® Once he had pointed this
out, with characteristic emphasis, on the Senate floor, it became
difficult for other members to defend the NEA even if they disagreed
with Senator Helms’s judgment (and many of them clearly did not),
since they were reluctant to stand accused of spending the taxpayers’
money on indecent or blasphemous projects. The Senate voted to bar
the NEA from supporting “obscene or indecent” work and also to
cut off funds for the offending exhibitions. It was the first time since
the endowment was founded in 1965 that Congress had violated
the spirit of the legislation establishing it by attempting to intervene
directly in its grant-determination process. Supporters of the NEA,
including many individual artists and artists organizations, cried
“censorship.” Defenders of congressional oversight replied that since
artists remained free to do whatever they chose without government
funding, it was not a question of censorship but of sponsorship.

Report of the independent commission

The position of the NEA was especially precarious at that time
because its legislative authorization was due to expire in 1990, when
its opponents would still be in full cry. In an attempt to obtain guid-
ance on the issues of censorship, creative freedom, artistic merit, and
public accountability in advance of reauthorization, Congress in 1989
approved the creation of the bipartisan, twelve-member Independent
Commission to review the endowment’s grant-making standards
and procedures. The commission presented its report in September
1990.% Its most important recommendations were made under three
broad headings.

First, in response to a specific charge from Congress, the commis-
sion decided that publicly funded art should, indeed, meet a higher
standard than would apply to privately supported art. The commis-

28. For a careful review of the entire episode, see Cummings, “Government and the Arts,”
in Benedict, ed., Public Money and the Muse, pp. 63-79. In the same volume, see
Kathleen M. Sullivan, “Artistic Freedom, Public Funding, and the Constitution,” for
a discussion of First Amendment implications of the controversy.

29. The Independent Commission, A Report to Congress on the National Endowment for
the Arts (Washington, D.C.: The Independent Commission, September 1990). Members
of the commission were broadly representative of the lay public that has been actively
involved with the arts. Four were appointed by President Bush and four each by the
Democratic and Republican leadership in Congress. The cochairpersons were John
Brademas and Leonard Garment.
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sion agreed that as in the case of private support, artistic excellence
should be the sole aesthetic standard, but it also suggested that since
the endowment depends on public funds, it “must take into account
the nature of public sponsorship” (p. 59). It recommended that lan-
guage be added to the reauthorization act emphasizing that the arts
belong to all the people of the United States and are expected by
them to foster mutual respect for diverse values and beliefs. This was
a none too subtle way of urging that the NEA not subsidize works
of art that might strongly offend some part of the public.

Second, the commission called for major reforms in the NEA’s
grant-making procedures. These were intended to assure the presi-
dent, Congress, and the people that the NEA would, in the future,
carry out its mandate in a responsible and sensitive manner. These
reforms are discussed in detail in Chapter 13.

Third, the commission recommended that the NEA be reautho-
rized without any specific legislative restrictions on the content of art
that it may fund and that it should rescind the requirement, adopted
during the controversy with Senator Helms, that grantees certify that
the works of art they propose will not be obscene. Determinations of
obscenity, the commission argued, should be made by the courts
under now well-established standards, rather than by the NEA, which
is not equipped for such a task, and whose findings would, in any case,
ultimately be challenged in court.

Thus, in the end the commission came down on what might be
described as the side of “artistic freedom,” and in opposition to
“government censorship.” From a political perspective, its findings
and recommendations under the first two headings can be seen as
the price it thought would have to be paid to gain acceptance for that
final determination.

On the last day of the 1990 session of Congress, the NEA was re-
authorized for three years in legislation that incorporated most of the
Independent Commission’s recommendations. There was one major
exception: The commission had specifically rejected suggestions that
the proportion of NEA funds passed through to state arts agencies
be increased from the then mandated level of 20 percent. Congress
turned down that advice and raised the state share substantially. We
examine the logic, or otherwise, of that move in the next chapter.

In addition, the final legislation required the chairperson to ensure
not only that artistic excellence and merit be the criteria on which
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applications are judged, but also that “general standards of decency”
be taken into consideration. It has been suggested that this may con-
flict with the requirement elsewhere in the act that the final deter-
mination of obscenity rests with the courts. And the courts, it must
be remembered, have not held that works of art must meet general
standards of decency in order to avoid the charge of obscenity. In
NEA v. Finley (June 25, 1998) the United States Supreme Court held
that the decency requirement was not unconstitutional on its face, but
might be so if applied in a specific case.

However one may evaluate the specific terms of the legislation that
reauthorized the NEA, the controversy undoubtedly had a chilling
effect on the agency: It is now much more reluctant than in the past
to back potentially controversial art projects. Some legislators will be
pleased with that outcome, but most members of the arts community
are alarmed. They point out that it is often the purpose of art to
disturb our comfortable preconceptions, to be controversial, even
outrageous. The New York Times reported that “Alexander Melamid,
a Soviet artist now living in New Jersey, whose satirical anti-govern-
ment work” was suppressed in Moscow in 1974, said: “The govern-
ment is always the guardian of tradition, and art is the guardian of
innovation. If there’s no friction between the government and artists,
it’s abnormal.”*

As one congressman who was very sympathetic to the cause of the
arts explained: “There may be two irreconcilable forces here. One is
the right of taxpayers to determine how their money is spent. The
other is the absolute necessity to protect freedom of expression, par-
ticularly in the arts.”®" How can this impasse be resolved? Members
of the arts community do not deny that taxpayers have their rights.
Rather, the art world asks the political world, in the interest of free
art, not to insist on those rights. If that sounds like an elitist claim,
so be it. In a prescient passage written in 1978, Lincoln Kirstein
declared:

It is time for the inventive, lyric, poetic, creative elite to come out of their closets
and declare themselves — their worth, their difference in kind, their capacity, their
energy, and their strength. Most of all — their necessity. Elitism should be a ral-
lying cry for that band of brothers and sisters who bear the culture of their
country, for it is this cultivation of the only memorable residue that marks and

30. Grace Glueck, New York Times, November 19, 1989.
31. Ibid., quoting Representative Pat Williams, Democrat of Montana.
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outlives their epoch which justifies their permission to perform and produce as
free agents, whatever the risk or cost to their countrymen.*

CONCLUSION

Building on the somewhat more theoretical foundation of Chapter
11, this chapter explored the practice of arts support in the United
States, Canada, Australia, and Western Europe. A historical review
and international comparisons provided useful perspectives for a
description and evaluation of both public and private support. In the
next chapter we take a closer look at governmental policy toward the
arts in the United States.

32. Lincoln Kirstein, “The Performing Arts and Our Egregious Elite,” in W. McNeil Lowry,
ed., The Performing Arts and American Society (Englewood Cliffs, N.J.: Prentice-Hall,
1978), pp. 181-97, cited at 197.



13 Direct public support for the arts
in the United States

In Chapter 12 we described the practice of arts support in the United
States, Australia, Canada and Western Europe, focusing especially on
the varying mix of public and private support in the leading Western
economies and on the advantages and disadvantages of those two
forms of aid. We also analyzed the economics of “indirect” govern-
ment support in the form of tax forgiveness for private donors. In this
chapter we examine direct government support for art and culture in
the United States in greater detail.

THE COMPONENTS OF DIRECT PUBLIC
SUPPORT IN THE UNITED STATES

From the mid-1960s when direct government support for the arts
began in the United States until the early 1980s, the National
Endowment for the Arts was the single largest source of contributed
support. Although the New York State Council on the Arts was estab-
lished in 1960, several years before the NEA, other states were slow
to follow suit or, when they did, began with very small appropriations.
The NEA made funds available to the states under a federal-state
partnership program intended to encourage state art support, but by
1974 only New York more than matched the federal contribution.'
However, state funding began to increase rapidly in the late 1970s.

1. Dick Netzer, The Subsidized Muse (Cambridge University Press, 1978), table 4.4 and
pp- 90-93.
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Table 13.1 Direct governmental assistance to the arts in the United
States (fiscal year appropriations, $ million)

Source 1984 1997
Federal government, total 265.62 237.17
National Endowment for the Arts 162.0 99.0
Smithsonian Institution® 41.1 43.17
National Gallery of Art 34.64 55.0
Institute of Museum Services” 20.15 22.0
John F. Kennedy Center for the
Performing Arts 4.54 12.0
Other D.C.-area institutions 2.90 6.0
State arts agencies® 136.46 254.49
Local governments* 300 675.
Total: all levels 702 1,166.65
Total per capita 2.97 4.35
Total as percentage of GDP 0.1799 0.1443
Total in dollars of 1984 702 755

“ In 1984, art and history museums plus allocated overhead;in 1997, art museums only plus
overhead.

’ Does not reflect larger budgets beginning in FY1998 when IMS became the Institute of
Museum and Library Services.

¢ The fifty states plus District of Columbia.

41984 and 1997 not necessarily comparable.

By 1985 aggregate state appropriations drew even with funding for
the NEA and by 1990 had far surpassed it (see Table 13.2 below).

The composition of direct government support for the arts in the
United States is shown in Table 13.1. The first column reproduces data
from Schuster’s study for fiscal 1984. He estimated the total at $702
million, or about $3 per capita. The federal government provided
$266 million, the states $136 million, and local governments an esti-
mated $300 million. In 1983-84 the NEA accounted for $162 million,
or 61 percent of the federal total. Other major components were: the
Smithsonian Institution, for which the History and Art programs, plus
prorated administrative expenses, came to $41 million; the National
Gallery of Art, which received almost $35 million; and the Institute
of Museum Services (a federal entity already described in Chapter
10), which disbursed more than $20 million.

The second column of the table presents a similar tabulation (by
the authors of this volume) for fiscal 1997. Total direct governmental
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Table 13.2 Federal and state funding for the arts ($ million)

Fiscal year NEA spending State spending =~ NEA spending State spending

ending current dollars  current dollars®  constant dollars®  constant dollars*®
1975 74.750 54.290 50.916 37.034
1980 154.610 95.829 68.786 42.681
1985 163.660 155.128 55.773 52911
1990 171.255 277.951 48.092 78.054
1991 174.081 259.359 46.910 69.887
1992 175.955 201.128 46.025 52.615
1993 174.459 200.578 44313 50.947
1994 170.229 235.781 42.157 58.379
1995 162.311 253.662 39.084 61.082
1996 99.470 247.802 23.266 57.961
1997 254.487 58.201

Sources: National Endowment for the Arts, Annual Report, 1996; National Assembly of
State Arts Agencies, State Arts Agency Public Funding Source Book, 1966—1998.

“ Fifty states plus District of Columbia.

b Dollars of 1969, using Consumer Price Index as deflator.

support rose to an estimated $1.167 billion, an increase of about $465
million in thirteen years. Appropriations for the NEA fell $63 million.
The surge in state and local support accounted for the increase. (The
figures for local assistance are estimates that are not necessarily
comparable for the two years.)

Table 13.2 shows appropriations for the NEA and for the aggregate
of state arts agencies at five-year intervals to 1990 and annually since
then. The two left-hand columns show amounts in nominal dollars,
that is to say, dollars of the dates given. The columns at the right
are adjusted for inflation by converting to constant 1969 dollars. In
nominal dollars, appropriations for the NEA increased rapidly during
the 1970s. Even when adjusted for inflation, NEA funding multiplied
more than eight times over between 1970 and 1980. Matters changed
abruptly with the election of President Reagan in the latter year. He
came into office committed to a reduction in the role of government
in the economy and to a corresponding cut in the level of federal
spending. His initial budget for 1981-82 requested $88 million for the
NEA, as compared with $158.8 million appropriated in the previous
year. To the surprise of many observers, Congress came to the defense
of the arts agency and insisted on appropriating $143.5 million. In sub-
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sequent years under President Reagan much the same scenario was
reenacted. The administration’s budget would call for a reduction
in funds for the NEA, albeit a much less drastic cut than in the first
year. Congress, after a series of skirmishes, would vote to authorize
at least the level of the year before, and occasionally a little more.
Appropriations in nominal dollars thus increased gradually during the
1980s, and held steady during the early 1990s despite the trauma of the
Helms controversy. Inflation, however, reduced their purchasing
power. By 1992 the real value of NEA funding had fallen 33 percent
below its 1980 level, and 39 percent below its 1979 peak.

In the first two years of the Clinton administration there was little
change. But when the Republicans took control of Congress in 1994
the NEA suffered a major setback. The Republican leadership, espe-
cially in the House of Representatives, was committed to radically
reducing the role of the federal government. They knew that “econ-
omizing” in the usual sense would not cut spending at the scale they
favored. Proposals were floated (unsuccessfully) to do away with
whole departments, among them Commerce, Energy, and Education.
The minuscule NEA looked like an easier target. Now weakened
by the Helms affair, it was accused of catering to Eastern, big-city
“elitists” and attacked under the banner of “populism.” It survived in
a hair’s-breadth escape, but appropriations were reduced 42 percent
between 1994 and 1996, far in excess of the cuts administered to
other nondefense programs. (We return to the theme of elitism versus
populism at the end of this chapter.)

State government support

Although state spending on the arts increased rapidly in the 1970s, it
remained well below the level of NEA funding, which was also rising
sharply. In the 1980s, however, when NEA appropriations leveled off,
state spending continued to climb, and by 1985 was approximately
equal to funding by the arts endowment. Moreover, state appropria-
tions were rising substantially faster than the rate of inflation, so there
was an increase in the “real” as well as the nominal level of support.
The states were in the process of discovering that the arts were “a
good thing,” and as their agencies acquired more experience, state
governments became increasingly confident that funds for the arts
would be well spent.
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At the end of the 1980s, however, the boom in state spending
for the arts came to an abrupt halt. Hurt by regional recessions that
were reinforced by a downturn in the national economy, many states
found tax revenue growth decelerating. Faced with prospective
budget deficits, unwilling to increase tax rates, and under great pres-
sure not to reduce spending for major social programs such as edu-
cation, health, and the suppression of crime, many states now became
less accommodating to the arts. Aggregate state appropriations
reached their peak in fiscal year 1990, then fell 28 percent to a low
point of $201 million in 1993.2

To those who regarded the states as a reliable source of assistance
to the arts, the cutbacks in some of the large states in the early 1990s
came as a genuine shock. Appropriations in Massachusetts fell from
$21 million in 1988 to $3.6 million in 1992. In New Jersey they fell
from $23 million in 1989 to $12 million in 1991, in Michigan from $13
million in 1988 to $4 million in 1992, in Virginia from $5 million in
1990 to $1.5 million in 1992. Perhaps most shocking of all, in New
York, where state assistance began and where it had reached the most
generous level, it was cut back from $59 million in 1990 to $32 million
in 1992.

These events raised serious questions about the future of
government support for the arts in the United States. As Table 13.2
shows, aggregate state support recovered to $254 million by 1995,
but in constant dollars it remained 25.4 percent below its 1990
peak.

To keep the problem in perspective, however, it is important to note
that there has always been a good deal of year-to-year variability in
arts funding by individual states, reflecting the volatility of regional
economies and the vagaries of state politics. For example, between
1969 and 1989, when, as we have seen, the trend in aggregate state
support was strongly upward, arts appropriations in the state of
Illinois rose fourteen times, fell four, and were unchanged twice; in
California they rose thirteen times, fell six, and were unchanged once;
in New York they rose eleven times, fell three, and were unchanged
six. From 1981 through 1990, according to Netzer’s calculations, dollar
appropriations for arts agencies declined in an average of ten states

2. Data on state arts appropriations in this and the following paragraphs are from reports
of the National Assembly of State Arts Agencies, Washington, D.C.
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per year.” The implications of instability in state spending are
discussed below in this chapter. We next examine differences among
the states in the level of public support given to art and culture.

Interstate variation in appropriations for the arts

To make meaningful comparisons of the level of support for the arts
among states, one must look at state government spending per capita.
For state governments in the aggregate, arts spending in 1990, the
peak year for state support, amounted to $1.13 per capita. (Keep in
mind that federal spending via the NEA came to only about 75 cents
per capita in that year.) The aggregate state figure, however, con-
cealed enormous differences among the states. Hawaii had by far the
highest level at $7.84 per capita, followed by the District of Colum-
bia ($5.74) and New York ($3.33). At the other end of the scale were
Mississippi (18.6 cents), Texas (19.5 cents) and Louisiana (20.0 cents).
Thus, the most supportive state spent forty-two times as much per
capita as the least generous did.*

What could possibly account for differences of that magnitude?
Schuster employed multiple regression techniques in an attempt to
find the answer.’ He tested the hypothesis that state arts support per
capita responds positively to the demand for funding, which can be
measured within each state by the size of the audience (indicated by
arts participation rates), the number of nonprofit arts organizations,
and the number of resident artists. Since participation rates were pub-
lished only for the fourteen most populous states, his initial estimates
were limited to that group. He found that these three variables, plus
median level of education per state, could explain 76 percent of the
interstate variation in state arts agency funding.® Participation rates,
however, did not have a statistically significant effect. Dropping that

3. See Dick Netzer, “Cultural Policy in an Era of Budgetary Stringency and Fiscal Decen-
tralization: The U.S. Experience,” in Ruth Towse and Abdul Khakee, eds., Cultural
Economics, 1990 (Berlin: Springer, 1992), pp. 237-45, cited at table 3; and Sharon
Goff, Legislative Appropriations for State Arts Agencies: A Twenty-Year Perspective
(Washington, D.C.: National Assembly of State Arts Agencies, 1989), appendix A.

4. State Arts Agencies Legislative Appropriations Annual Survey, Fiscal Years 1989 and 1990
(Washington, D.C.: National Assembly of State Arts Agencies, 1989), table 1.

5. J. Mark Davidson Schuster, “Determinants and Correlates of Arts Support by States,”
in Douglas V. Shaw et al., eds., Cultural Economics, '88: An American Perspective
(Akron, Ohio: Association for Cultural Economics, 1989), pp. 211-24.

6. Ibid., table 3.
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variable, he was able to include all fifty states in the tests. Surprisingly,
the best equation now explained only 10 percent of interstate varia-
tion, and none of the explanatory variables now had a statistically
significant effect.” For the full array of states, then, interstate variation
in arts funding per capita remained basically unexplained.

In a subsequent analysis, Netzer tested the effect of other variables
and found that state tax effort (defined as tax revenue as a percent-
age of personal income) was a significant positive factor. His results
suggest that high-spending states, such as those in the Northeast, also
tend to spend more liberally on the arts. But he also found consider-
able variability within regions and concluded that “interstate varia-
tion is highly idiosyncratic.”® Finally, in a 1996 paper that built on
Netzer’s work, Abrams, Bracht, and Prinz were able to explain a bit
more of the variation in state arts funding per capita.’

Recognizing the “central place” character of much arts activity (see
discussion in Chapter 15, below), they used as one sample the twenty-
six states that contained one or more of the nation’s fifty largest cities.
Ten of their twelve explanatory variables, including among others
NEA grants, local government support, tax effort, and educational
attainment, significantly affected state funding. Their best equation
explained 72 percent of interstate variation. When they enlarged the
sample to include all fifty states, explanatory power fell to 44 percent,
still a reasonably impressive level when compared with earlier studies.

Another perspective on state funding is obtained by looking at the
percentage of its general fund expenditures that each state allocates
to its arts agency. In no case can the percentage be described as more
than minuscule, but in some cases it might well be described as less
than that. In 1990 Hawaii again ranked as the highest, with a 0.31
percent budget share for the arts, followed by Florida with 0.23
percent and New York with 0.20 percent. At the low end again came
Louisiana, Texas, and Mississippi, with only 0.02 to 0.03 percent
devoted to the arts."

Despite year-to-year instability and vast interjurisdictional differ-
ences in level, state funding remains a large and critical source of

7. Ibid., table 5.

8. Netzer, “Cultural Policy in an Era of Budgetary Stringency,” p. 242.

9. Dore Abrams, Farra Bracht, and Martha Prinz, “Determinants of State Government
Funding of the Arts in the United States,” paper presented at the 9th International
Conference on Cultural Economics, Boston, May 8-11, 1996.

10. State Arts Agencies Legislative Appropriations, table 1.
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support for the arts. We therefore take a careful look at this below in
the section entitled “Patterns of State Aid.”

The division of functions between levels of government

In most countries, including the United States, all three levels of gov-
ernment — national, state, and local — are involved in subsidizing the
arts (see Table 12.1 above). Does this arrangement make sense, or
could it be done more effectively by one or perhaps two of the three?
This is a special case of a more general question that economists
ask: In a multilevel system of government, which level can best
provide which services?'' Or as theorists in the field of public finance
would put it, Is there a rule that will give us the optimum assignment
of functions among the various levels of government? The optimum
assignment is the arrangement that will most effectively satisfy citizen
preferences for public services; the principle of “fiscal equivalence”
has been proposed as the rule to accomplish that.'? This rule says that
each function should be carried out by the level of government whose
geographic area most nearly coincides with the area over which the
benefits of the service extend. In a democratic society, the amount of
a governmental service to be provided, and the taxes to pay for the
service, are determined by the decision of voters. A basic requirement
for rational decision making would seem to be that the citizens who
vote on how much of the service to provide and how to pay for it be
the same group who stand to benefit from the service. The principle
of fiscal equivalence brings about precisely that congruence.

A few examples illustrate the logic of the rule. National defense is
a service whose benefits extend to all citizens. Its benefit area is thus
nationwide. Hence, national defense should be voted on and provided
at the federal (i.e., national) level. At the other end of the scale,
consider services such as fire fighting and garbage collection. These
provide benefits over a strictly local area. Therefore, they should be
voted on and financed by local government.

Some cases, such as primary and secondary education, are more
complex.The direct benefits go to the students who attend each school

11. For discussion of the more general case, see James Heilbrun, Urban Economics and
Public Policy, 3rd ed. (New York: St. Martin’s, 1987), pp. 381-88.

12. See Mancur Olson, “The Principle of ‘Fiscal Equivalence’: The Division of Responsi-
bilities among Different Levels of Government,” American Economic Review 59, no.
2 (May 1969): 479-87.
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and to their families. Thus, the direct benefit area is strictly local, which
argues for provision by local government. But as we explained in
Chapter 11, each student’s primary or secondary education is also
thought to produce an external benefit that accrues to the student’s
fellow citizens. Since the benefit area for the externality may be as
wide as the state, or even the nation, it is appropriate that both the
state and federal governments become involved, as indeed they do in
the United States, in subsidizing local public education.

The case of the arts strongly resembles that of education. The ex-
istence of society-wide external benefits from the arts, such as the
legacy to future generations or the stimulation of innovation (both
discussed in Chapter 11), justify subsidies from the federal govern-
ment. A national commitment to “outreach” — the policy of making
art more readily available to the poor and the geographically remote
— likewise justifies federal involvement.

But why should local or state governments wish to subsidize the
arts? Most of the alleged externalities of art accrue nationwide and
so would not justify (and are unlikely to motivate) local or state
funding. On the other hand, one external effect of arts activity that
does not justify federal involvement, that is, its power of attracting
tourist visits and of influencing business location decisions in favor of
a particular city, is a possible justification for local government
support. New York City is very much aware that the funds it provides
to local arts institutions help maintain the city’s worldwide cultural
reputation, with attendant benefits for the local economy. Other
cities, starting with less, are eager to make themselves attractive to
business and tourism by encouraging the expansion of local arts
institutions. (The local economic impact of arts activity is taken up
in detail in Chapter 15.)

State and local spending on the arts may also be justified by a desire
to promote “outreach” within the state or locality itself, over and
above the redistributional efforts paid for by the federal government.
Certainly it is a major objective of most state arts councils to pay for
within-state tours of art exhibits and performance companies in order
to broaden the distribution of art and culture within state borders.
For the same reason, cities may decide to pay local arts companies to
perform in the public schools or to give free concerts in local parks.
Thus, the involvement of all three levels of government in support-
ing art and culture may be quite rational, after all.
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We turn next to an examination of the structure and grant-making
procedures of the principal federal agency supporting the arts: the
NEA.

STRUCTURE AND GRANT-MAKING
PROCEDURES OF THE NATIONAL ENDOWMENT
FOR THE ARTS

The NEA is headed by a chairperson appointed by the president,
with the advice and consent of the Senate. The term of office is four
years, and the appointment may be renewed. Within the endowment
the authorizing legislation also establishes a National Council on
the Arts. The chairperson of the endowment is also chairperson of
the council. From 1965 through 1997 the council was composed
of the NEA chairperson plus twenty-six private citizens appointed by
the President for six-year terms and confirmed by the U.S. Senate. As
part of its policy of keeping a closer watch on the NEA, Congress
reduced the council’s size beginning in 1998 to fourteen private citi-
zens and six members of Congress, three from each house, who serve
for two-year terms in a nonvoting capacity.

Citizen members of the council are chosen from among persons
who are recognized for their knowledge of or expertise in the arts
and who have records of distinguished service or have achieved
eminence in their field. They may be practicing artists, civic cultural
leaders, members of the museum profession, or others professionally
associated with the arts, and are expected to provide a distribution
both geographically and across the major art fields. The chairperson,
with the advice of the National Council, is authorized to carry out a
program of grants-in-aid to nonprofit arts organizations, to public
agencies, and to individual artists for a wide variety of purposes that
can be interpreted as supporting the production and distribution
of the arts. To carry out its functions the endowment has its own
full-time staff who are responsible to the chairperson. It is also
authorized, at its own discretion, to utilize outside experts.

Indeed, panels of outside experts play a crucial role in determin-
ing who actually gets a grant. Program areas in which the NEA pro-
poses to offer support are determined by the chairperson with the
advice of staff and the National Council and are sometimes mandated
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by Congress. But in sorting through the hundreds of applications to
find those most worthy of support in each area, the NEA relies on
the advice of its outside experts, or “peer panels.” The purpose of this
system is to prevent the development of a permanent bureaucracy
that could control the flow of funds to the arts and ultimately impose
an “official culture” on the nation. There is a panel for every arts dis-
cipline. The panels pass their recommendations on to the National
Council, which reviews them and presents its recommendations to
the chairperson, who makes the final determination. However, during
the first twenty-five years of the NEA's life the tradition had been
established that panel decisions about grants were rarely set aside by
the chairperson or council.

In Chapter 12 we reviewed the controversy that began in 1989
over NEA support for works that were allegedly pornographic or
blasphemous. During that time of troubles, the NEA’s peer review
process inevitably came in for a good deal of criticism. The Indepen-
dent Commission, established by Congress in 1989, was specifically
directed to examine the endowment’s grant-making procedures and
its panel system. In its report, the commission did call for substantial
reforms. These were intended to strengthen the role of the chairper-
son, make the National Council more active, broaden the diversity of
views represented on panels, and reduce the possibility of conflicts of
interest by panel members.

The panel system had been a particular target of the NEA’s critics.
They asserted that the panels had, in effect, been captured by aes-
thetic sophisticates who promoted avant-garde art that was both
offensive to ordinary Americans and a waste of the taxpayer’s money.
When Congress adopted legislation in 1990 reauthorizing the NEA
for three years, it included provisions intended to ensure that the rate
of turnover in panel membership be increased, that panels include
knowledgeable laypersons, and that their membership be broadened
to reflect a wider range of geographic and ethnic diversity, as well as
artistic and cultural points of view. To meet the argument that panels
had become self-serving, the reauthorization statute declared that no
person who has an application pending before the NEA, or who is
employed by an organization with such an application, may serve on
the panel before which the application is pending. The legislation also
emphasized that the role of the peer review panels is limited to artis-
tic matters. Recommendations concerning the amount of support to
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be awarded to each successful applicant are to be made by the
National Council and forwarded to the chairperson, who makes all
final determinations.

AN OUTLINE OF NATIONAL ENDOWMENT FOR
THE ARTS PROGRAMS

Until 1997 NEA grant programs and its internal structure were orga-
nized along the lines of artistic “disciplines,” such as Music, Dance, or
Media Arts. Following a 39 percent cut in funding that Congress leg-
islated in 1996, the agency reorganized itself.”” To economize on staff,
structure was simplified. Beginning in 1997, the twelve discipline-
based programs were eliminated. Henceforth, grants to organizations
were to be made under four headings that broadly describe policy
objectives: Heritage and Preservation, Education and Access, Cre-
ation and Presentation, and Planning and Stabilization. Under this
arrangement, instead of competing only with organizations in its
own discipline, every applicant would be measured against all others
having the same objectives. In principle, that would promote more
rational decision-making and help to counter the criticism that the
discipline-based system created bureaucratic fiefdoms in which group
self-interest supplanted the public interest. To reduce agency work-
load and encourage broad distribution of benefits, a new rule limited
every organization to one grant application per year.

Table 13.3a reflects the NEA’s new structure and shows the number
of grants and funds allocated to each program in 1997. In addition
to grants to organizations there are three other support categories:
Partnership Agreements, comprising all funds allocated to state and
local governmental or quasigovernmental organizations; Leadership
Initiatives, under which the NEA carries out a miscellany of special
programs; and Grants to Individuals.

Although discipline-based grant programs have been eliminated,
the NEA does still report the disciplines of the recipients of its grants.
Table 13.3b shows the percentage of grant funds going to each disci-
pline. Music topped the list with 14.2 percent, followed by Museums
with 14.1 percent, Theater, 13.4 percent, and Media Arts, 13.1 percent.

13. See A New Look, Guide to the National Endowment for the Arts (Washington, DC:
National Endowment for the Arts, undated).
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Table 13.3a National Endowment for the Arts grants, 1997,
by category

Number of grants Amount ($ million)
I.  Grants to organizations 915 50,642,519
Creation and presentation 496 23,333,355
Education and access 171 10,787,262
Heritage and preservation 122 6,152,025
Planning and stabilization 126 10,369,877
II. Partnership agreements 66 29,960,400
III. Leadership initiatives 58 9,594,306
Millenium projects 22 4,874,000
International programs 3 375,000
Other 33 4,345,306
IV. Grants to individuals 53 960,000
Literature fellowships 40 800,000
American Jazz Master Fellowships 3 60,000
National Heritage Fellowships 10 100,000
Total 1,092 91,157,225

Source: National Endowment for the Arts, 1997 Annual Report.

In fiscal year 1996 Congress legislated several important changes
in NEA operations: First, grants for general operating support were
no longer permitted; second, grant recipients were no longer per-
mitted to subgrant to third-party organizations or artists; finally,
Congress limited grant applications by individual artists to the sole
category of literature. The last two restrictions were obviously in
response to the political controversy described in Chapter 12, which
arose over support through subgrants to visual artists. Individuals
may still receive American Jazz Masters Awards and National
Heritage Awards, but these are made by nomination only.

The NEA and the states

In its 1975 reauthorization Congress specified that the NEA must
award not less than 20 percent of its program monies directly to state
arts agencies. When the NEA was reauthorized in 1990, following the
battle with its critics, Congress (against the advice of the Indepen-
dent Commission) mandated that the state/local share rise to 35
percent by 1993. This substantial policy change came about not as a
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Table 13.3b National Endowment for
the Arts grants, 1997, by discipline or
objective (%)"

Arts education 3.1
Dance 10.8
Design 1.2
Expansion arts 0.2
Folk and traditional 6.1
Literature 3.5
Local arts agencies 34
Media arts 13.1
Multidisciplinary 5.8
Museum 14.1
Music 142
Musical theater 1.0
Opera 44
Presenting 2.7
Theater 13.4
Visual arts 3.1

Source: National endowment for the Arts, Annual Report,
1997.

“ Includes the categories of Grants to Organizations and
Millenium Projects.

result of careful planning or lengthy deliberation, but rather because
it was part of the price that congressional supporters of the NEA had
to pay for the votes needed to rescue the endowment in its moment
of peril. Then, effective in 1998, Congress raised the state/local share
to 40 percent. These increases may cause a reduction in total gov-
ernment support as some hard-pressed states substitute NEA funds
for monies they would otherwise have raised on their own.

NEA funds are allocated in a manner that is strongly biased
in favor of the least populous states. In 1997 the largest grant
($865,000) went to California, the smallest to Montana ($386,900)
and New Mexico ($383,400). Although none of these amounts is very
large, residents of Montana were getting about sixteen times as much
per capita as Californians. Of course, it might be argued that the
public interest in broadening the geographic distribution of the arts
justifies this sort of differential. More important, perhaps, is the
political motive (to which we have already alluded) of spreading
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the money around in order to sustain legislative support for the whole
enterprise.

What does the NEA actually do?

Table 13.3a shows that in 1997 the NEA made 915 grants to organi-
zations. To convey a sense of what the endowment actually does,
we here describe ten of them, including several that illustrate the
agency’s recent turn toward popular and folk culture.'

Grants to organizations
Creation and presentation

Boston Lyric Opera Company, $40,000 to support expenses for the
production of The Ballad of Baby Doe by Douglas Moore during
1997-98.

Seattle Symphony Orchestra, $100,000 to support the Celebrate
American Music project, through which music by American com-
posers will be performed in various concert series and featured in
education programs.

University Musical Society (Ann Arbor, Michigan), $50,000 to
support the series Unfamiliar Things, focusing on the presentation of
contemporary music and dance, and classical theater.

Education and access

Ballet Hispanico of New York, $54,500 to support the development
of a model study unit, utilizing concerts, study guides, teacher train-
ing, and residencies to celebrate dance and the cultural contributions
made by Hispanics to the United States.

Chicago Theatre Group, Inc., $125,500 to support the Goodman
Theatre’s Student Subscription Series, which offers an in-depth intro-
duction to theater for Chicago public high school students, teachers,
and parents.

Heritage and preservation

University of North Carolina at Greensboro, $6,000 to support
the conservation of prints by Henri Matisse, part of the Etta Cone
Collection donated to the University’s Weatherspoon Art Gallery
in 1950.

14. Grant descriptions are from NEA’s 1997 Annual Report.
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Nevada State Council on the Arts, $60,000 to support the identifi-
cation, documentation, archiving, fieldwork, and programming of
local traditional arts in several model community sites throughout
Nevada.

Planning and stabilization

Nebraska Arts Council, $40,000 to support a clerical staff position
and the research and development costs necessary to improve exist-
ing earned income projects and design new ones.

St. Louis Black Repertory Company, $55,000 to support a project
to enhance management and administrative stability, including plan-
ning for debt reduction, and the acquisition and installation of a new
computer system.

L.A. Theatre Works, $100,000 to support the first phase of a direct
mail marketing campaign to distribute radio dramas on audiocassette
nationally.

What are matching grants?

The NEA is forbidden by its enabling legislation to pay more
than 50 percent of the cost of any project that it supports. Since the
recipient institution must put up at least one dollar of its own money
(i.e., money raised elsewhere) for each dollar received, the NEA can
say that its program grants to institutions “must be matched by
non-federal sources at least 1-to-1.”"> Mark Schuster, however, argues
that this form of government aid should be called “cofinancing”
rather than matching grants, since the ratio of beneficiary’s funds to
grant funds is left open: It can be one to one or any higher ratio."
Schuster explains that cofinancing was built into the NEA’s rules
from the beginning, primarily for political reasons. First, there was
the fear that government funding might lead to government control.
Since cofinancing would promote diversity in funding sources, it
would allay that fear. Second, there was concern that government aid
would supplant private funding. Cofinancing would help to prevent
such substitution. Finally, some feared that federal support programs

15. National Endowment for the Arts Annual Report, 1997, p. 5.

16. J. Mark Davidson Schuster, “Government Leverage of Private Support: Matching
Grants and the Problem with ‘New Money, ” in Margaret Jane Wyszomirski and Pat
Clubb, eds., The Cost of Culture (New York: American Council for the Arts, 1989),
pp. 63-97, cited at 64.
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could become prohibitively costly unless a strict limit was placed on
the government’s share. Most states have adopted cofinancing for the
same reasons."’

A standard economic rationale for matching grants in the field of
art and culture is that they stimulate support for the arts from non-
governmental sources. But unless we can verify that the money put
up by the grant recipient is truly “new money,” we cannot be sure
such grants do that. However, an unspoken political rationale may
also be important. Government arts agencies find that matching grant
programs appeal strongly to legislators when appropriations are
under discussion. Schuster speculates that perhaps “the important
leverage provided by matching grants lies less in the degree to which
it leverages new private support than in its ability to leverage new
government support for the arts.”*®

Should subsidies go to the buyer instead of the seller?

In the preceding discussion it was taken for granted that arts subsi-
dies are paid to the supplier of the art, whether that be an orchestra
supplying concerts, a theater producing plays, a museum displaying
the fine arts, or an artist making a painting or a sculpture. In theory
there is an alternative way of providing support for the arts: One
could pay subsidies not to suppliers but to their potential audience.
For example, instead of giving direct assistance to local performing
arts enterprises, a city could issue vouchers to citizens, good for
one admission to an arts performance of their own choice. Institu-
tions accepting such vouchers in payment would be reimbursed by
the city.

Such demand-side subsidies would seem to be an appropriate
instrument to fulfill several of the purposes for which arts subsidies
are intended and might be superior in some respects to the equiva-
lent supply-side payments. For example, if the object is to encourage
participation by those for whom lack of income is a barrier to atten-
dance, vouchers could be distributed exclusively to those with low
income. The supply-side equivalent would be a subsidy to perform-
ing arts companies conditioned on their willingness to offer some
tickets at very low prices. But under that arrangement there can be

17. Ibid.  18. Ibid., p. 81.
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no assurance that the subsidized tickets are going only to persons
with low income. In fact, since box office personnel cannot be asked
to apply an income test, it is probable that many of them would be
purchased by regular attenders in search of a bargain. An additional
advantage of the voucher scheme is that it would allow more con-
sumer choice, because the vouchers would probably be acceptable
at more venues than could be reached by equivalent supply-side
subsidies. For that reason, economists generally argue that, in theory,
vouchers produce more consumer utility per dollar of expenditure
than do subsidies designed to lower the price of a particular good.

If we can assume (as seems reasonable) that vouchers would pay
for tickets that would not otherwise be sold, then they can also be
seen as a way of increasing the flow of unrestricted funds to arts
organizations, in much the same way as would a no-strings-attached,
supply-side grant for general operating support. In that role they
would have the advantage (if one so regards it) of allowing consumer
choice instead of bureaucratic decision to determine who gets the
subsidy.

With so much to be said in their favor, why haven’t vouchers been
used more widely? Part of the answer may be that vouchers are an
idea without a constituency. Arts company fund-raisers no doubt
prefer to work for grants earmarked for their own institution rather
than for a voucher program whose benefits might go elsewhere, while
public officials dispensing funds for the arts may prefer to have a
handle on the money they give away, such as supply-side subsidies
provide them. Artists may be uncomfortable with what could be
perceived as the need to “pander” to the tastes of voucher recipients
in order to secure revenues. Better, perhaps, to seek to persuade peer
review panels of the worthiness of one’s art.

In addition, vouchers for the arts suffer from several practical flaws.
First, if one had to conduct a means test for each potential recipient
of an arts voucher, administrative costs would be very high in rela-
tion to the value of the thing to be distributed. (That would not be
true in most other proposed voucher schemes, for example, using
them to subsidize housing for those with low incomes.) An even more
serious drawback is the difficulty of targeting the benefits. How could
the authorities prevent the recipient of a voucher from selling it to
a third party whom they had no desire to assist? A partial solution
to these difficulties would be to distribute vouchers to some easily
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identifiable group, such as students, many of whom fit the type
arts subsidies are intended to help and who could be required to
identify themselves in order to use the voucher at the box office.
Indeed, half-price tickets for students are a fairly common practice
in the performing arts and for admission to museums. But these
are not subsidized by the public sector.

An experimental voucher program was in effect in Minneapolis-
St. Paul from the mid-1970s to the early 1980s. The Twin Cities
Metropolitan Arts Alliance, with funding from several local founda-
tions, offered a voucher program to arts organizations. Voucher recip-
ients included individuals on welfare, union members, and school
teachers, representing, respectively, low-income families, a group with
relatively low exposure to the arts, and a group influential in shaping
tastes. The overall goal was to build audiences, with some expectation
that small- and medium-sized organizations would reap dispropor-
tionately larger benefits. From September 1, 1975, to August 31, 1980,
some 100 arts organizations redeemed 198,179 vouchers for a total
of $525,127. However, five relatively large organizations — including
the Guthrie Theater, Minnesota Orchestra, and Children’s Theater
Company — accounted for $347,498, or about two thirds of this total.
Each of the other ninety-five groups received, on average, slightly
more than $300 per year from the program, so it is not surprising that
cessation of foundation funding did not result in a widespread outcry
for continuation."

PATTERNS OF STATE AID

In many respects, state arts agencies operate in the same way as the
NEA does. Almost all employ peer review panels in determining who
shall receive grants, and most require, as the NEA does, that their
grants to institutions be matched at least one-for-one by funds from
other sources. The distribution of support among disciplines is not
greatly different from that of the NEA, as already described. In 1986,
music topped the list, receiving 17.3 percent of state grant dollars,

19. This information is gleaned from numerous unpublished sources, including funding
proposals, unbound program descriptions, and related materials constituting the
archives of the Twin Cities Metropolitan Arts Alliance and currently held by the Center
for Nonprofit Management, University of Saint Thomas.
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followed by visual arts (13.6%), theater (12.6%), dance (8.6%), and
opera-musical theater (3.9%).” Like the NEA, the states give rela-
tively little money directly to artists. Indeed, some states are spe-
cifically forbidden to make such awards. In 1987 only 1 percent of
state art funds were so allocated.”! (Of course, individual artists may
receive state aid indirectly via supported institutions.) Again, like the
NEA, the state arts agencies increasingly emphasize what has come
to be called “multiculturalism,” in other words, support for the cul-
tural activity of diverse minority groups.

In a careful comparison of state and federal funding for the arts,
Paul DiMaggio confirmed the basic similarity in their spending pat-
terns among disciplines. The one marked difference he found was that
state arts agencies allocated a much smaller share to the media arts
— only 4.7 percent, as compared with 10.9 percent for the NEA.* This
difference is logical enough, when one recognizes that a large
proportion of mass media productions are intended for a nationwide
rather than a statewide audience.

Unlike the NEA, which is limited by law to making grants for
specific “projects and productions,” state agencies can, and do, offer
general operating support to arts institutions. Indeed, such grants,
which accounted for 39 percent of all funds awarded in 1986, were
by far the largest single category of state aid.” The justification for
such spending is usually that the state wants to underwrite artistic
excellence when that is demonstrably present within its borders. To
that end, operating support grants are often specifically limited to a
defined group of “major” institutions, which can be assumed already
to have achieved excellence. But this form of aid persists not only
because of the excellence of its beneficiaries, but also because major
museums, symphony orchestras, and ballet and opera companies
have political and financial heavy hitters on their boards of direc-
tors who can put their influence behind institutional pleas for state
support. As we see in the next section, local arts agencies, too, are

20. The Arts in America: A Report to the President and to the Congress (Washington, D.C.:
National Endowment for the Arts, 1988), p. 451.

21. The State of the State Arts Agencies, 1989 (Washington, D.C.: National Assembly of State
Arts Agencies, 1989), p. 22.

22. Paul J. DiMaggio, “Decentralization of Arts Funding from the Federal Government to
the States,” in Stephen Benedict, ed., Public Money and the Muse (New York: Norton,
for the American Assembly of Columbia University, 1991), pp. 216-52, cited at 237.

23. The Arts in America, p. 447.
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important providers of general operating support to resident arts
institutions.

It is ironic that although the states have been willing to provide
general operating support, the year-to-year instability in the level
of individual state appropriations, described earlier in this chapter,
makes the states unreliable as financial partners. Writing in 1990, even
before some of the sharpest cuts in state funding, Netzer concluded
that “this record of instability greatly limits the potential role of the
state government as a supplier of baseline operating funds.”*

LOCAL ARTS AGENCIES

In a country as large and decentralized as the United States, con-
taining more than 19,000 municipalities and over 3,000 counties, the
number of local arts agencies is uncertain. Americans for the Arts
(formerly the National Assembly of Local Arts Agencies) estimates
that in 1998 there were more than 4,000, but that only 1,150 of these
had paid professional staff. Unlike their counterparts at the state level,
local arts councils are not necessarily public entities. In many cities
they are independent, private, not-for-profit organizations. Surveys
indicate that in the nation as a whole private agencies outnumber
public ones by three to one but that in larger cities two thirds are
publicly operated. In recent years, local arts agencies may well have
been the fastest growing source of public support for the arts.”
Unfortunately, the large number of local arts agencies (LA As) and
the fact that many of them are small and understaffed has made it
impossible even for their own service organizations to measure the
aggregate level of support they offer to the arts. Thus, in Table 13.1
the figure for local government assistance to the arts is clearly flagged
as an estimate. LAAs grew up largely as a result of local initiative.
Either the city government itself or else private citizens already
involved in the affairs of the city’s arts institutions saw a need for
joint action to support and expand local cultural activity. Americans
have always been great civic “boosters.” From the 1960s onward,

24. Netzer, “Cultural Policy in an Era of Budgetary Stringency,” p. 11.

25. Americans for the Arts, Local Arts Agency Facts 1998, Monographs, vol. 2, no.
3 (undated), p. 2; Americans for the Arts, United States Urban Art Federation 1999
(Americans for the Arts: Washington, D.C., 1999).
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boosterism took up the cause of culture. Not only was art a good thing
in itself, but it was also said to be good for the local economy, a strong
argument in the minds of growth-oriented local business people.
(See further discussion of this point in Chapter 15.)

What local arts agencies do

The next thing to be said about LAAs is that they are not simply
small-scale replicas of either the NEA or the state arts agencies. The
NEA and the state agencies can be described as grant-making
entities, pure and simple. LAAs are much less easily characterized.
They perform many and diverse functions and not the same functions
in every place. Although most LAAs make grants, grant making is
not their only job.

In The Arts in America, the NEA summarizes the activities of local
arts agencies in these words:

LAAs are primarily concerned with creating opportunities for artistry to occur.
Their activities often involve organizing and sponsoring festivals which celebrate
and showcase the art and artists of the community; providing exhibition spaces
and distribution outlets for art; commissioning works of art; presenting attrac-
tions from outside the community not otherwise available; providing housing for
creative events, whether in the concert hall or studio; and working to ensure that
the full spectrum of the community’s cultural diversity is reflected in the artistic
opportunities available to its residents.”

Not surprisingly, the revenue sources of private LAAs differ sys-
tematically from those of the publicly operated group. The data in
Table 13.4, which cover LA As in the fifty largest U.S. cities, show that
in fiscal year 1998 the latter obtained 94.4 percent of their revenue
from public sources, compared with only 44.8 percent for the former.
Earned income made up 25.2 percent of private agency revenue and
private contributions covered the remaining 30.0 percent.

Expenditure patterns are also very different in the two sectors
and vary greatly with community size. Table 13.5 shows that public
agencies in large cities allocate more than half of their funds to grants.
Much of that money goes to general operating support. Private
agency spending is much more evenly distributed over a variety of
functions. Public agencies, especially in large cities, are also heavily
involved in the construction and management of cultural facilities.

26. The Arts in America, p. 394.
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Table 13.4 Revenue sources of local arts agencies in the fifty largest
U.S. cities, fiscal year 1998 (% of total revenue)

Private local agencies Public local agencies
Public funding 44.8 94.4
Earned income 252 2.6
Private contributions 30.0 3.0

Source: Americans for the Arts, United States Urban Arts Federation 1999 (Washington,
D.C.: Americans for the Arts, 1999), p. 13.

Table 13.5 How expenditure patterns of local arts agencies varied
with community size, 19961997 (% of total expenditures)

Community of Community of

less than 30,000 1,000,000 plus

Private Public Private Public
Grantmaking 4.8 10.2 334 51.8
Salaries and benefits 27.7 15.0 30.1 23.9
Programs and services 24.9 21.6 20.0 72
Events produced 19.2 37.0 42 2.3
Facilities management 2.0 0.8 0.3 79
Fund raising 2.8 3.7 2.7 0.3
Other 18.7 11.6 9.4 6.6

Source: Americans for the Arts, Local Arts Agency Facts 1998, Monographs, vol. 2, no. 3,
tables 11, 12.

Supporting major cultural institutions

The financial arrangements under which localities support the con-
struction or operation of major cultural facilities are so various
that they defy easy generalizations. In the larger cities, the city or the
county government sometimes owns the major performing arts
facilities. Los Angeles County, for example, owns the Hollywood
Bowl, which it leases to the Los Angeles Philharmonic. The county’s
Parks and Recreation Department pays maintenance costs. Los
Angeles County also provides direct operating support to the County
Museum of Art and the Music Center, which in 1988 received $11.3
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million and $7.8 million, respectively.”’ Under a recently adopted
master plan, the city of Dallas has established a downtown Arts
District. For institutions building new facilities there, the city will pay
75 percent of land costs and 60 percent of the cost of construction,
as well as providing maintenance and a degree of ongoing opera-
tional support. Ownership of facilities so constructed rests with the
city. The Dallas Museum of Art and the much acclaimed new Morton
H. Meyerson Symphony Center have already been completed under
this plan.?®

In Chicago major institutions built on parkland receive general
operating support from the Chicago Park District, an agency with
independent taxing powers. Such support amounted to $24.9 million
in 1987.% In the same year New York City’s Department of Cultural
Affairs had an operating budget of $72 million, larger than that of
any state art agency and second in size only to the NEA’s. By 1998
the department’s budget had climbed to $103 million, exceeding even
the NEA’s. Most of that fund was spent on operating support cover-
ing costs of energy, maintenance, and security for thirty-four cultural
institutions that occupy city-owned land or to fund programming
activities of other local arts organizations. In addition, $164 million
was available under New York City’s capital budget to support con-
struction by cultural institutions.”

On a per capita basis, the direct expenditures of large cities
to support art and culture are far greater than those of either the
states or the federal government. The highest state expenditure in
1998 was Hawaii’s $5.10 per capita, followed by Minnesota, $2.79;
Massachusetts, $2.41; Michigan, $2.26; and New York; $2.25. The
federal government’s direct outlays in 1997 were only about 884 cents
per person. By contrast, New York City’s Department of Cultural
Affairs spends about $14 per capita, without including capital

27. Mary Berryman Agard and June Spencer, 50 Cities, Local Government and the Arts
(Madison, Wisc.: Opinion Research Associates, 1987), p. 79.

28. Ibid., pp. 43-44.

29. Ibid., p. 66.

30. Letter to the authors from Kathleen Hughes, Assistant Commissioner, City of
New York Department of Cultural Affairs, January 8, 1999. The most complete
description of New York City’s extensive programs in support of art and culture can
be found in “Funding for Culture: The Cultural Policy of the City of New York,” a
report to the mayor by the Mayor’s Advisory Commission for Cultural Affairs, June
1983.
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expenditures, and Chicago, Philadelphia, and Los Angeles, when
support from all city sources is counted, may spend as much.

United Arts Funds now exist in many cities. These are private-
sector fund-raising groups, similar to the charitable-sector funds
known as the United Way, but focusing exclusively on art and
culture. In many cases they are also the LAA for their community.
According to Americans for the Arts, fifty-nine United Arts Funds
raised a total of $91.9 million in fiscal year 1997, as compared
with $83.5 million in 1996 and $79.5 million in 1990. Adjusted for
inflation, however, the 1997 total was down 4.5 percent from 1990.
In 1997 corporations provided 45 percent of aggregate United Arts
Fund revenue. Their share has gradually decreased since 1995,
while that of individual donors was rising. Two thirds of United
Arts Fund monies are distributed as grants to local arts institutions,
such as museums, symphonies, theaters, and opera and dance
companies.”

ISSUES IN PUBLIC POLICY

Government support for the arts raises numerous issues of public
policy. Many have already been taken up in this chapter or in Chap-
ters 11 and 12, but three of the most persistent remain to be discussed:
the politics of funding, elitism versus populism, and aid to institutions
versus aid to individual artists. As we see below, these issues are
interrelated.

The politics of funding

The politics of funding is nicely illustrated by the competition for
support that took place in the early years of public assistance for the
arts between the large established institutions — a group that would
include the major museums, symphony orchestras, and opera, ballet,
and theater companies — and newcomers to the arts scene. The major
institutions and their supporters believed that they were entitled to
the lion’s share of government aid both because they were artistically
more worthy than the “Johnny-come-latelies” and because it was they

31. Americans for the Arts, United Arts Fundraising 1998: A Report about the Nation’s
United Arts Fund Campaigns in 1997 (Washington, D.C., Americans for the Arts, 1999).
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who had organized the lobbying campaigns that produced federal
and state funding in the first place.

Netzer has shown that this contest was played out dramatically in
New York State during the 1970s.”” In fiscal year 1970, the New York
State Council on the Arts (NYSCA) received an appropriation of
$2.3 million. A quantum leap to $20.1 million occurred in the next
year. The state’s major cultural institutions had argued for the
increase as essential to help them cover widening financial deficits.
The new legislation for the first time specifically authorized NYSCA
to provide general operating support to its beneficiaries, and most of
the additional money was spent for that purpose.

A second quantum leap occurred between fiscal 1974 and 1975,
when the council’s appropriation was increased from $16.4 million to
$35.6 million. Again, the state’s major cultural institutions argued
strongly for the increase on the basis of their large “earnings gap.” In
an attempt to ensure that the “majors” would continue to get their
share, the state legislature included a requirement that at least 50
percent of NYSCA support go to “primary” organizations. But those
who favored greater geographic dispersion of funds also came away
with something: The legislation required that NYSCA spend at least
75 cents per capita in each of the state’s counties.

And in the next year, the council, which had initially drawn up a
list of seventy-two primary organizations, expanded the number to
117. Netzer reports that this brought “vigorous protests from the
arts establishment,” which “felt betrayed by their own creature.””
Perhaps they have subsequently learned to accept the geographic
dispersion of arts funds as the political price paid for maintaining
legislative support, for experience tells us that under the U.S. politi-
cal system, it is very difficult to focus subsidies narrowly on the
most deserving. To get votes for appropriations one has to spread
the benefits around to some who may be less worthy. NYSCA has
stronger support in the New York state legislature because every
one of the state’s sixty-two counties gets its little share. Similarly, the
NEA benefits politically from spreading its largesse to every state
and to most congressional districts. Indeed, DiMaggio argues that
state and federal arts funding patterns are similar (as was shown
earlier in this chapter), precisely because the political demands

32. Netzer, The Subsidized Muse, pp. 81-85.  33. Ibid., p. 87.
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and constraints faced by funding agencies are similar at both levels
of government.*

Elitism versus populism

The opposition of established arts companies to the spread of arts
funding among relative newcomers is an aspect of the larger debate
of elitism versus populism, always latent in U.S. cultural discourse. As
Margaret Wyszomirski points out, the issue rose to the surface in
1977, at the beginning of the Carter administration.* Major arts insti-
tutions, especially in New York City, became convinced that the NEA,
under its newly appointed chairman Livingston Biddle, was moving
toward a more populist position, and that consequently their share
of NEA funding was threatened. In this debate, to put it in its
simplest terms, the elitists are the devotees of the so-called high
arts — theater, opera, dance, “serious” or “classical” music, the fine
arts, and museums — while populists are more interested in, or at least
also interested in, folk art, crafts, ethnic and minority art, and non-
traditional art. The elitists think of themselves as the defenders
of “excellence” and “quality.” The populists are advocates for artistic
“pluralism” and “democratic” access to the arts. When the debate
grows heated, the language becomes more colorful: elitists call pop-
ulists “basket weavers” (a dismissive reference to their fondness for
crafts and folk art), while populists accuse elitists of “snobbism”
(because of their dismissive attitude toward the demonstrably more
popular forms of culture). The content of the debate is summarized
(and somewhat oversimplified) in the following list of opposing
values, tendencies, or positions.

Established companies — Equality of access
Elitists — Populists
Aristocratic — Democratic
High art — Popular art
Artistic excellence — Equality of access
Established companies — Artistic pluralism
“Snobbism” — “Basket weaving”

34. DiMaggio, “Decentralization,” pp. 228-29, 251.

35. Margaret Wyszomirski, “Controversies in Arts Policymaking,” in Kevin V. Mulcahy and
C. Richard Swaim, eds., Public Policy and the Arts (Boulder, Colo.: Westview Press,
1982), pp. 12-15.
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In the background lies an enduring theme of U.S. history: the polit-
ical contest between rural interests (originally, nineteenth-century
farmers) and the interests of the economically dominant “big cities”
of the Northeast (originally, nineteenth-century railroad magnates,
financiers, monopolists). In that tradition, big cities were seen as
centers of sophistication, sin, and corruption, while the rural United
States was the “heartland,” the home of democratic simplicity and
virtue. Even today these perceptions, which were first voiced almost
200 years ago, retain their power to shape our attitudes. Elitists in the
arts must carry the burden of sin and corruption associated with the
big city, while populists continue to bathe in the pure light of virtue
emanating from our mythical rural origins.

As Robert Pear argued in the New York Times, the elitist/populist
debate poses a particular problem for political conservatives in the
Untied States. Most of that group see the free market as the ideal
mechanism for governing the economy because they believe it faith-
fully records the preferences of consumers, and consumers ought to
be sovereign. But the free market makes it clear that the vast major-
ity of consumers want popular art, not high art. To subsidize high art
therefore is to reject the conservative presumption in favor of market
outcomes.™

Even before the NEA’s controversy with Senator Helms, empha-
sis on “multiculturalism” had led to more spending on what are essen-
tially “populist” undertakings. In the aftermath of that controversy,
the agency has leaned even further in that direction.

The new political realities were made clear in 1998 when President
Clinton nominated Bill Ivey, a folklorist and the director of the
Country Music Foundation in Nashville, as the chairman of the NEA.
Ivey’s appointment was well received both in Washington and by the
wider arts community. His predecessor Jane Alexander defended the
nomination, saying, “But if it’s political, well, why not? We’re dealing
with people who’ve used the NEA as a political football, so why not
make a political choice and end that game?”’

As Wyszomirski has pointed out, in the debate between elitists and
populists, the NEA takes an officially neutral stance.™ It could hardly

36. Robert Pear, “Reagan’s Arts Chairman Brings Subtle Changes to the Endowment,”
New York Times, April 10, 1983.

37. Peter Applebome, New York Times, March 23, 1998.

38. Wyszomirski, “Controversies in Arts Policymaking,” p. 14.
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do otherwise, since it is committed both to supporting excellence (the
principal demand of the elitists) and striving for democratic plural-
ism and access (in accordance with populist values). Neither of those
competing ends is going to be given up. The practical decision as to
how much money is allotted for each is ultimately determined by the
politics of funding.

Grants to institutions versus grants to individual artists

A third persistent policy issue in the arts is the question of aid
to institutions versus aid to individual artists. As we have already
pointed out, since 1996 Congress has virtually banned grants to
individuals. But even before that, most governmental support
programs in the United States allocated the bulk of their funds to
arts organizations rather than to individual creators. That pattern
can probably be explained by a combination of factors. First, it is
less expensive administratively to give money away in large lots
than in small, and one cannot give a really large sum to an individ-
ual artist. Second, donors have confidence in the ability of established
arts organizations to spend money productively; they are less
confident of individual artists. Third, grants to individual artists are
politically risky. The artist may produce something that is politi-
cally embarrassing. One might have thought that all three of these
objections could be overcome by making a substantial grant to an
intermediary institution, such as an established art gallery, which, in
turn, would make subgrants to individual artists of its own choosing.
But that was the route by which NEA funds went to allegedly offen-
sive photography exhibits in the late 1980s, and we have seen that the
strategy of indirect support provided no effective political cover in
that famous controversy.

Decency tests

The policy issues raised in the NEA/Helms controversy make up a
fourth category that is likely to persist in coming years: Should the
NEA or state/local arts agencies explicitly limit their awards to pro-
jects that pass some official test of decency? This question, too, can
be related to the elitist/populist debate. Supporters of the Helms
position argued that the works they found pornographic were the
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products of an oversophisticated, decadent, elitist, big-city art world
that had rejected the wholesome values of ordinary Americans. The
theme of rural innocence and virtue in contest with urban sin and
corruption unhappily still pervades American politics.
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14 The arts as a profession:
Education, training,
and employment

The “starving artist” is one of the enduring stereotypes of Western
culture. Are artists really in such dire straits? If so, why would anyone
choose to be an artist? In this chapter, we seek to determine whether
and to what extent the stereotype has validity; we try to understand
what motivates artists to pursue their chosen professions; and we gain
some insights into how the arts labor market works. These are not
simple tasks. To offer just one example, it is not always clear exactly
who is an artist and who is not.! We take up this matter in the next
section, where we also examine some of the facts about artists.
We then develop some economic concepts to help in understanding
these facts. Employing these concepts, we next analyze specific “labor
markets” in the arts. Finally, we are able to use this framework
and applications to consider merits and shortcomings of possible
intervention strategies in arts labor markets. Although once again
the primary focus is on artists and their circumstances in the United
States, fundamental concepts can easily be extended to other nations.

Those professions that the U.S. Bureau of the Census classifies as
artists are listed in the upper portion of Table 14.1. It should be noted
that these definitions do not distinguish between commercial artists
and other artists, or between whether artists’ employers are profit

1. See, e.g., Gregory Wassall, Neil Alper, and Rebecca Davison, Art Work: Artists in the
New England Labor Market (Cambridge, Mass.: New England Foundation for the Arts,
1983); and Merja Heikkinen and Sari Karttunen, “Defining Art and Artists as a Method-
ological Problem and a Political Issue,” working paper, Research and Information Unit,
Arts Council of Finland, Helsinki, 1995.
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Table 14.1 Definitions of artists

Occupational category

Description or examples of occupational titles

U.S. Census Bureau
Actors and directors

Architects

Authors

Dancers

Designers

Musicians and composers

Painters, sculptors, craft-
artists, and print makers

Photographers

Radio and television
announcers

Teachers

Other artists

Finnish Census Data
Architects
Visual artists

Commercial designers
Writers and critics
Industrial designers
and artists
Pattern makers, etc.
Performing artists in
theaters and operas
Other performing artists
Musicians

Theater and film directors
and managers

Other art and
entertainment
occupations

Photographers and
camera operators

Includes individuals associated with the production
and performance of dramatic works for stage,
motion pictures, and the broadcasting media

Includes those involved with building and
landscape architecture

Self-explanatory

Self-explanatory

Includes decorators and window dressers

Includes singers and other musicians

Intended to be broadly representative of creative
visual artists

Including videocamera operators

Self-explanatory

Those who teach art, drama, and music in higher
education

Includes urban planners, etc.

Includes caricaturists, cartoonists, graphic artists,
painters, sculptors, etc.

Art director, graphic designer, etc.

Author, columnist, etc.

Fashion designer, furniture designer, textile
conservator, etc.

Ceramist, pottery and porcelain mold maker, etc.

Arranger, dancer, ballerina, singer, actor, etc.

Acrobat, popular singer, juggler, magician, etc.

Cantor, conductor, music teacher, instrumentalist,
composer, etc.

Motion picture director and producer, choreographer,
theater manager, etc.

Film editor, impresario, prompter, wardrobe master,
light technician, etc.

Self explanatory

Sources: Sari Karttunen, “Profile of the Artistic Labour Force in Finland Based on the
Population Censuses 1970-1995,” paper presented at the Tenth International Conference
on Cultural Economics, Barcelona, June 1998. Unit for Media and Culture, Statistics

Finland.
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making or not-for-profit. The dancer category may include both Las
Vegas showgirls and members of the Zenon Dance Company in
Minneapolis. Furthermore, this classification scheme is broader than
that typically used by scholars in the field.” Individuals are placed
in categories in accordance with their own reports of income sources
during the reporting period.” Hence, the actor who is supporting
herself by working as a bartender between performing engagements
will be classified in census and employment statistics as a working
bartender rather than an unemployed actor.

The lower part of Table 14.1 presents artist definitions and ex-
amples of occupational titles according to census data in Finland, a
nation which conducts unusually extensive research on its arts sector.
While the definitions are quite similar to those in the United States,
some differences are apparent. For example, singers are considered
musicians in the United States, but in Finland they are divided
between two categories of performing artists and are excluded from
the musicians category. This highlights the challenges of achieving
universally accepted definitions, and it increases the difficulty of
making international comparisons of the status of artists.

Two of the factors that should influence career choice — earnings
and other employment characteristics — are indicated by the U.S.
data presented in Tables 14.2 and 14.3. The first of these shows what
has happened to earnings of artists and a comparison group — other
professional and technical workers — from 1939 to 1989, which is the
latest comprehensive census data. In each time period reported, artist
wages and salaries were less than those of the comparison group,
but self-employment earnings were higher, indicating that artists
are more dependent on additional earnings. In 1939, artist wages and
salaries were about 71 percent as much as the comparison group. By
1989 this had fallen to about 67 percent. But total earnings in 1989
were 77 percent of the total earnings of the comparison group. In
1969, 1979, and 1989 — the only years for which the figure was calcu-
lated — the percent of artists below the poverty line was consistently
higher than the comparison group.

2. For example, Heilbrun selected only actors and directors, dancers, musicians and
composers, and painters and sculptors. See James Heilbrun, “Growth and Geographic
Distribution of the Arts in the U.S.,” in D. V. Shaw et al., eds., Artists and Cultural
Consumers (Akron, Ohio: Association for Cultural Economics, 1987), pp. 24-35.

3. The problems with this approach and an alternative technique have been discussed in
Gregory Wassall and Neil Alper, “Occupational Characteristics of Artists: A Statistical
Analysis,” Journal of Cultural Economics 9,no.1 (June 1985): 13-34.
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Table 14.2 Artist labor force and unemployment, 1983-1989

Occupation 1983 1984 1985 1986 1987 1988 1989
All artists 1,301 1,418 1,482 1,500 1,558 1,557 1,617
(no. in thousands)
Unemployment rate 6.0 4.7 5.0 4.1 3.5 29 2.8
(percent)
Actors/directors 71 78 91 93 98 112 107
Unemployment rate 15.7 13.3 15.4 7.7 9.8 10.6 10.4
Announcers 41 59 54 58 62 56 53
Unemployment rate 6.7 6.2 53 59 4.7 6.4 2.9
Architects 108 109 133 135 136 145 161
Unemployment rate 43 1.8 22 1.9 1.0 12 2.4
Authors 64 72 71 77 86 83 83
Unemployment rate 2.5 1.4 14 2.6 0.8 0.9 1.4
Dancers 12 14 17 18 16 17 17
Unemployment rate — — — — — — —
Designers 415 466 504 504 546 525 548
Unemployment rate 52 39 3.9 4.0 2.7 2.8 2.5
Musicians/composers 170 174 163 171 177 158 174
Unemployment rate 8.6 7.3 6.5 39 4.7 4.6 2.4
Painters/sculptors/etc. 192 220 207 194 198 219 232
Unemployment rate 33 35 32 2.7 34 2.0 1.3
Photographers 119 128 134 131 131 121 114
Unemployment rate 5.0 39 35 2.7 4.0 3.6 1.9
Teachers of art/etc. 43 41 42 43 41 49 45
Unemployment rate 22 2.4 24 1.9 1.6 2.7 0.7
Other artists 66 57 66 76 67 72 83
Unemployment rate 71 5.8 5.6 7.8 4.5 2.1 2.3

Source: National Endowment for the Arts, Research Division Note 33, September 24, 1990.
“ Data base is too small for reliable estimates.

Table 14.3 presents selected job characteristics for the artist cat-
egories in 1998. Artists constituted only about 1.5 percent of the total
work force. They were slightly older than the overall work force, and
the percent who were college graduates nearly double that of the
total. The unemployment among artists was comparable to that of all
workers, but the part-time employment rate was much higher, and a
higher percentage of artists held more than one job. Consistent with
the higher part-time employment rate, artists’ work weeks were
slightly less than the total.

Within any group of workers, including artists, we would normally
expect that more highly educated individuals would earn higher
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Table 14.4 Median earnings of artists by education, 1979 (dollars)

Top number: Total median earnings
Bottom number: Median earnings, full-time, full-year workers

Less than High school =~ Some College

Occupation high school  graduate college graduate  Postcollege
Actors/directors 4,045 8,845 10,005 12,505 15,005
16,005 14,005 15,455 17,820 19,805
Announcers 2,505 7,065 7,105 10,585 13,005
9,745 10,405 11,160 13,005 18,010
Architects 6,125 12,005 16,005 18,005 20,005
10,255 17,360 20,005 21,008 22,005
Authors 5,255 6,005 5,115 7,005 8,005
10,625 11,215 12,255 13,005 14,103
Dancers/ 3,345 5,455 4,005 6,005 4,005
choreographers 7,905 10,005 9,525 10,005 —
Designers 5,005 7,505 10,690 12,005 14,005
9,830 12,770 16,005 16,005 18,005
Musicians/composers 3,505 5,010 4,005 5,145 6,705
9,005 10,005 10,405 11,945 15,005
Painters/sculptors 5,270 8,065 8,005 8,005 7,255
12,005 12,008 12,170 12,005 12,005
Photographers 5,005 9,885 8,910 10,215 9,740
12,005 14,005 12,705 13,225 12,010
Teachers 9,303 3,955 2,005 6,505 14,195
— 19,020 10,710 14,505 19,005
Other artists 4,005 6,330 6,005 8,875 7,598
9,820 11,045 12,005 13,165 14,290
All artists 4,410 7,505 8,005 10,005 13,755
10,005 12,505 14,465 15,005 18,505
Professional/ 9,885 12,005 12,005 15,005 18,605
technical 13,120 15,005 16,005 19,005 22,905

Source: Randall K. Filer, “Arts and Academe: The Effect of Education on Earnings of
Atrtists,” Journal of Cultural Economics 14, no. 2 (December 1990):18.

incomes. A study by Randall Filer indicates that while this is generally
true for the arts, some exceptions exist. Some of Filer’s findings are dis-
played in Table 14.4. Each row in the table includes two figures. The
upper number is total median earnings for all artists in the category,
including those working part-time and less than year-round; the lower
one is median earnings for only full-time, year-round workers. For
artists working full-time all year, college graduates earned a median
of $15,005, which was about 20 percent higher than the $12,505 earned
by high school graduates. Of course, this largely reflects the impact of
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the architect and designer categories, where a college degree may be
regarded as a vital credential for acceptance in the field. However, in
those instances where credentials are relatively less important when
compared with talent, education seems less valuable. For example, a
college education generated little if any financial reward for painters
and sculptors, or for dancers and choreographers. We can summarize
the position of artists by noting that the median earnings of artists with
a college degree are no higher than the earnings of all professional
workers who have only a high school diploma.

DATA ON ARTISTS FROM THE SURVEY OF
PUBLIC PARTICIPATION IN THE ARTS

An alternative perspective on artists, one which is independent of
earnings source or administrative definition, is the Survey of Public
Participation in the Arts (SPPA) introduced in Chapter 3 and revis-
ited occasionally since. The survey includes several questions pertain-
ing to personal participation in the arts, for example, “Did you dance
ballet in public during the last 12 months?” An affirmative response
to this question implies that the respondent is either a professional
or amateur ballet dancer. To the extent that public performance can
be a criterion for determining who is an artist, Table 14.5 displays
characteristics of all survey respondents as well as six artist categories
which correspond roughly to those used so far in this chapter.

Artists in all categories are younger than the adult (18 years and
above) population as a whole. Four of the artist groups — dancers,
actors, composers, and singers — have twice the proportion of respon-
dents in the “young adult” (age 18 through 29) category than the
population, and all have far smaller proportions in the retired (age
65 and over) category. The artists are generally better educated, with
small proportions having a high school education or less and signifi-
cantly more having some college-level training. These are all consis-
tent with the census data reported in Table 14.3.

Are these artists starving? Except for dancers, far fewer are in the
“poverty” income category compared with the total population. And
while they are generally underrepresented in the high income group,
they are for the most part on a par with all respondents in the two
middle income groups. One must conclude that artists are not rich,
but they are scarcely poor as indicated by these data.
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Table 14.6 Most important reasons for
considering someone a professional artist (%)

The person has an inner drive to make art 21
The person considers him/herself to be an artist 16
The person makes his/her living as an artist 15

Source: Joan Jeffri, with Robert Greenblatt, “Information on
Artists-2,” Abstract, Research Center for Arts and Culture,
Columbia University, figure 1.

The dancer and actor groups have disproportionately small
numbers of whites and large numbers of blacks. Classical musicians
are disproportionately white, with Hispanics underrepresented.
Finally, women are overrepresented in each artist group, most notably
dancers, although — perhaps surprisingly — among classical musicians
as well, despite what may be a widespread perception that symphony
orchestras are largely male.

INFORMATION FROM AN ARTIST SURVEY

In 1997, the Research Center for Arts and Culture at Columbia
University conducted a survey of 7,700 artists in four U.S. metropo-
litan areas. Names and addresses of artists were obtained from a
variety of arts service and other local organizations. Table 14.6
presents respondent opinions on who is a professional artist. The
criterion used by the U.S. Bureau of the Census — source of earnings
—ranks third among the responses listed. The first choice — possessed
of an “inner drive” — is, of course, very difficult to ascertain or to
measure, although the second — considers herself/himself an artist —
could be determined simply by asking the respondent.

The same survey offers some additional information on artist well-
being. As Table 14.7 illustrates, more than 60 percent of respondents
in the four cities earned less than $7,000 from their art in 1996, and
only 7.9 percent earned in excess of $40,000 from this source. The
mean income from work as an artist, about $16,000, was approxi-
mately a third of mean total income for each respondent, which
strongly suggests that artists support themselves with earnings from
a second job or a second household income.
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Table 14.7 Artists’ income from their art, 1996 (%)

Los Minneapolis/ New San Total, four

Earnings category Angeles St. Paul York Francisco sites

Less than $3,000 49.1 45.8 47.6 459 47.1

Less than $7,000 54.5 61.5 64.6 60.3 60.2

More than $40,000 12.5 5.7 53 8.1 79

Total income from work as an artist Mean $16,056
Median $5,000

Total gross income Mean $48,584
Median $25,000

Source: Joan Jeffri, with Robert Greenblatt, “Information on Artists-2,” Abstract,
Research Center for Arts and Culture, Columbia University, figures 4-7.

LABOR MARKETS IN THE ARTS

In Chapter 4 we introduced the principles of supply and demand and
demonstrated their application in the markets for a variety of goods
and services. Precisely the same principles can be applied to a “labor
market” where the supply of and demand for the services of human
resources interact. In the case of a typical product, supply and
demand together determine the product price and the quantity of the
product sold during some time period. In a labor market for artists,
the price is the wage (plus fringe benefits and other compensation)
paid to the artist, and the quantity can be thought of as the number
of artists employed. Thus, the labor market determines both the earn-
ings of artists and the number of artists who will find work. In this
section we consider in somewhat greater detail the operation of the
demand and supply elements in the labor market for artists. We may
speak, for example, of the market for new college graduates, the
market for computer programmers, or the market for dancers. These
markets serve to determine wage levels and other terms of employ-
ment for each category of workers, and they allocate labor among its
many competing uses.

Despite what many observers might regard as anomalies, the
market for artists bears similarities to other labor markets. Arts labor
markets generally are not mentioned in standard texts of labor eco-
nomics. Perhaps this is because the market is so small — artists con-
stituted less than 1 percent of all civilian workers in 1989 — or perhaps
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it is because the operations of this market are so poorly understood
or are perceived as so divergent from more typical markets. And cer-
tainly there are those who resist analysis of this market in conven-
tional terms. Robert Storr, senior curator at New York’s Museum of
Modern Art, contends that “[Artists] are not a labor force. ... An
artist’s success is completely unquantifiable.”

Nonetheless, we begin with the assumption that artists display the
same motivations and behaviors as everyone else: They are rational
utility maximizers who seek the highest combination of monetary and
nonmonetary reward for their efforts.’

Labor market theory and the arts

In this section we develop the theory underlying operation of arts
labor markets. As already indicated, the fundamental analytical tool
is the interaction of the demand for artists, as expressed by a variety
of employers, and the supply of the artists themselves. In a competi-
tive market, with no market imperfections, the prices of productive
factors and the level of their employment are determined by these
forces of supply and demand. The basic principles are no different
from those that apply in product markets or in other resource
markets: The greater the demand or the less the supply of a service,
the higher will be its price. Conversely, the less the demand or the
greater the supply, the lower will be the price.

The assumptions that underlie the demand side of a “perfect”
market are: (1) employers have complete and accurate knowledge of
wages, labor availability, labor productivity, and related matters; (2)
employers are rational profit maximizers, which means that they
employ workers and other factors of production in a fashion consis-
tent with the highest possible profit; (3) no single employer is suffi-
ciently large to influence wages; (4) employers do not collude to
influence the market; (5) artists in a given market are homogenous,
that is, they are perfect substitutes for each other.

Corresponding assumptions pertaining to the supply side of the

4. Robert Storr, quoted in Christina Duff, “In Payscales, Life Sometimes Imitates Art,”
Wall Street Journal, May 22, 1998, p. 81.

5. This is consistent with the conclusions of Gregory Wassall and Neil Alper, who surveyed
a number of arts labor market studies. See their “Toward a Unified Theory of the Deter-
minants of the Earnings of Artists,” in Ruth Towse and Abdul Khakee, eds., Cultural
Economics (Berlin: Springer-Verlag, 1992), pp. 187-200.
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Figure 14.1. Market and organization labor supply and demand.

artist labor market are: (1) artists have perfect knowledge of market
conditions, including employment opportunities and wages; (2) artists
respond rationally to differences in wages and other benefits; (3)
artists are perfectly mobile between jobs and among geographic
regions; and (4) there are no unions or other artificial restrictions on
supply. In the next section we discuss the failure of some of these
assumptions to coincide with the reality in some arts labor markets,
but at this point they help us to develop an understanding of “ideal”
market outcomes.

The supply and demand forces in the artist labor market are illus-
trated in Figure 14.1. The left-hand panel represents the market for,
say, actors. The downward-sloping demand curve suggests that should
actors ever become less expensive, theaters and other employers will
have an incentive to increase the number employed. Conversely,
a higher prevailing wage creates an incentive to economize on the
employment of actors.®

The supply curve slopes upward to the right, indicating a tendency
for additional actors to offer their services in the market as wages
rise. The point where the two lines cross is, of course, W, the market
clearing wage, such that the number of actors offering their services
equals the number desired by employers, and that number is N.

The right-hand panel represents the situation facing the individual

6. The astute reader will note here that theaters cannot easily reduce the number of actors
employed. For example, the typical play has a fixed number of cast members, and a
reduction in actors employed might mean deleting a character. We return to this diffi-
culty below.
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Figure 14.2. Market supply and demand changes and long-run labor
supply.

employer. In a more competitive situation, such as might exist in the
New York City market for actors and in a few other very large
markets, a typical employer is likely to be quite small relative to the
overall market and hence unable to influence the market wage. We
refer to such an employer as a “price taker.” In this case the individ-
ual theater must pay the market-determined wage of W and is able
to hire n actors at that wage. As drawn, the demand curve for the
individual organization is relatively inelastic in the short run.

We can use the diagram in Figure 14.2 to explain more fully the
distinction between short- and long-run demand and supply curves.
The curves labeled D and D’ are short-run demand curves; each is
observed at some point in time where the conditions underlying
demand are unchanged. In moving from D to D’, from one short-
run demand curve to a second, we have allowed at least one of the
underlying conditions — for example, income or consumer tastes —
to change. Similarly, § and S’ represent two short-run supply curves,
and a movement from one to the other indicates that the conditions
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underlying the supply of artists have altered. Circumstances entailing
such changes are explained and illustrated more fully in the next
section.

The intersections of D and § at point A and of D’ and §” at point
B constitute two short-run equilibria, and a line such as LS drawn
through these points may be said to represent a long-run relation-
ship. In this case, it is a long-run supply curve, and the transition from
point A to point B can be an interesting process, as we develop below.

The demand for artists

Artists are able to command a salary or wage to the extent that some
audience or clientele exists for their work. For example, if no one ever
wanted to attend a dance performance and no tickets were sold, there
would be no need for dancers and no need to entice anyone to
become a dancer. The market demand for dancers would be nonex-
istent. But if dance is a popular art form, and if people are willing to
pay to view a performance, then some dancers will be hired at a salary
in return for performing. The demand for dancers is derived from the
demand for dance performances. Similarly, if no one ever purchased
a painting, there would be no need for painters and no incentive
to enter the profession. But if people are both willing and able to
acquire paintings, there will be a demand for painters to produce
them, and the potential earnings will entice some persons to enter
the profession.

The value of the artist to the employer has two components. The
first is the artist’s marginal productivity, that is, what the artists adds
to the “quantity” of the employer’s output. The second component is
the unit price of that output, since the additional product multiplied
by the unit price yields the additional revenue to the employer.’
If this additional revenue, called the “marginal revenue product” of
the artist, exceeds the wage rate, employing the artist adds to the
employer’s “profit” (or reduces losses).

It follows that the demand for artists depends on those factors that

7. In an imperfectly competitive product market, the demand curve is downward-sloping,
and any increase in output fostered by the additional employee will cause a fall in the
market price. Accordingly, the value of the employee is determined by multiplying the
additional output by the marginal revenue, not the price. For a review of the concept of
marginal revenue, see Chapter 5.
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influence demand for their final product. These factors include con-
sumer incomes and consumer tastes and preferences. For example, if
consumer incomes rise, this would be reflected in a shift of the
product demand curve, and hence of the artist demand curve, to the
right, as depicted in Figure 14.2 by the shift from D to D’. If the con-
ditions underlying supply do not change, so that § remains the supply
curve, the result would be a higher wage earned by the individual
artist (W’ > W) and more artists employed (1" > n).

The same effect might be generated by changes in consumer tastes.
For example, many corporations and government units now make a
concerted effort to incorporate the visual arts into their working
spaces, many going so far as to hire curators to ensure the quality of
art acquisitions. This increased desire to acquire works of art is an
example of what we mean by a change in consumer taste. In this case,
it would cause a rightward shift in the demand curve, just as an
increase in consumer income would do. Likewise, arts outreach pro-
grams, often supported by public funds, are intended to develop a
greater appreciation for the arts — in other words, increasing the taste
for art — again shifting the demand curve to the right, for example,
from D to D’.®

The supply of artists

The typical upward-sloping artist supply curve, as portrayed in Figure
14.1, can be interpreted to mean that higher expected earnings can
entice additional arts labor into the market. In the short run, higher
earnings for, say, dancers, brought about by a change in consumer
tastes, may entice those who are sufficiently skilled to abandon their
temporary positions as waitpersons and typists and to return to the
stage. This is represented by a movement up the short-run curve, S,
in Figure 14.2. Due to the higher wage W’, n” — n additional dancers
have entered the market immediately. In addition, more attractive
earnings should enhance the long-run appeal of an arts career, so that
younger aspirants will enter education and training programs to hone
their skills in preparation for eventual employment. With the passage
of time, very likely a few years, the supply curve will have shifted to

8. Other factors can influence consumer tastes for the arts. For example, the “dance boom”
of the mid-1970s is alleged by some to have been influenced by the popular movie
Turning Point.
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S’, meaning that at any given wage level, more artists are offering
their services than did previously.

If demand conditions have not altered further, so that D’ remains
the demand curve, the new equilibrium is point B, and the wage as-
sociated with this is W”. It is as if demand shifted along a long-run
labor supply curve, LS, with the wage rising from W to W” while the
number of artists employed increases from n to n”. The new, young
artists who entered the education and training pipeline in anticipa-
tion of the relatively rich reward of W’ may be a bit disappointed to
discover the somewhat less enticing reward of W”.

Conversely, a reversal of artistic fortunes, such as a decline in public
support, may lead to a decline in demand and a movement down a
supply curve. The resulting wage decline and unemployment may
send performers scurrying into alternative jobs in the short run. This
is illustrated in Figure 14.2 by a movement down the short-run supply
curve S’. As demand falls from D’ to D, wages fall to W” from W”,
and employment levels decline to n” from »n”. But the point n”, W”
does not lie on the long-run supply curve for artists, and so cannot
be a long-run equilibrium position. In the long run, the dismal pecu-
niary reward will discourage many aspirants from setting out on the
difficult path to artistic employment, so the short-run supply curve
shifts from §” back to S. The final outcome, given full adjustment on
the part of those preparing themselves for artistic careers, would be
wage and employment levels of W and n, respectively, which does lie
on the long-run supply curve LS.

SOME REALITIES OF THE MARKET
FOR ARTISTS

The arts represent — for us, at least — an unusually interesting appli-
cation of labor market theory. In the forgoing sections we relied on
some simplifying assumptions to develop a better understanding of
how arts labor markets might ideally work. Many of the assump-
tions of a perfectly competitive market are violated in actual labor
markets, and especially so among artists. For example, painters and
sculptors are not homogenous or perfect substitutes; they differ in
talent, style, and media. Neither are dancers, musicians, or actors,
whose talent, voice, and practice habits will vary. Members of a corps
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de ballet may appear virtually identical from the back of the balcony,
but they are in fact distinct individuals with different levels of per-
forming ability.

There is little agreement on the value of works of art, that is, the
market price, much less perfect knowledge of artist wages.” Arts
sector employers frequently are incorporated as not-for-profit orga-
nizations, which raises the question of whether they can be regarded
as profit maximizers in the conventional sense. Like workers in other
professions, artists may not be able to move freely from place to place
in search of fame and fortune. And many performing artists, espe-
cially actors and musicians, are members of unions that effectively
support their wages and stipulate work rules.

In addition, the marginal productivity of artists, especially of per-
forming artists, is difficult or impossible to measure. It is not at all
clear how much “output” an additional second violin contributes
to a symphony orchestra. The conductor, the musicians, and the
cognoscenti may recognize a “fuller sound,” but those with a less dis-
criminating ear — most of the audience, perhaps — are less likely to
notice any change. This makes the worth of an individual performer
very difficult to ascertain.

In the sections that follow, we consider a few examples of these
complications in some detail. In the next section we explore the
impact of unions, and we make special reference to the performing
arts. Then we seek to develop an understanding of the so-called
superstar. Finally, we examine the visual artist.

Unions and the performing arts

Among the best-known unions in the arts field are Actors’ Equity
and the American Federation of Musicians, and we confine our
inquiry to the markets for the performing artists represented by these
unions. In our earlier discussion we treated the supply of and demand
for labor, including artistic labor, as behaving much like supply and
demand in any other market. The demand curve has a negative slope
and the supply curve a positive one. The intersection of the two is the
market wage rate. When we discussed the theory of the arts labor
market, we presented a theater’s demand curve for actors as a rather

9. The reader will remember the importance of trial and error in setting the prices of art
works, as discussed in Chapter 9.
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Figure 14.3. Long-run demand for performing artists: single
organization.

typical, downward-sloping relationship between wage and number
employed. The short-run demand curve — that which exists during a
single season, when the theater has committed itself to the fixed costs
associated with the season — may in fact be perfectly inelastic, as
depicted by line D in Figure 14.3."° Given an actor supply curve of S,
the theater will hire n actors at a wage of W and a total actor wage
expense represented by the area of the rectangle OnAW. We suppose
that this wage is an outcome of negotiations between an Actors’
Equity local affiliate and the theater management. Since the wage of
W is a minimum, the portion of § below W is not attainable and is
represented by a dashed line.

If the union successfully negotiates a higher wage such as W’ for
the ensuing season and if the theater is unable to pass the higher costs
on to ticket buyers, then the theater may choose to offer productions
with smaller casts. This would be reflected in a shift of the demand

10. This is consistent with our treatment in Chapters 6 and 7.
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curve from D to D’ and of actors employed from # to n’. The total
actor wage costs would in this instance change to 0n’BW’.

Consequently, a line drawn through points A and B can be taken
to represent a long-run demand curve, where a theater’s decision
making is no longer confined to a single season. A shift up in the
effective supply curve will, after a period of adjustment, lead to a
movement up the long-run demand curve. A clear outcome of actor
demands for higher wages is that some actors — equivalent in this
case to n — n’ — will no longer be employed. And this outcome — a
rise in unemployment due to union activity — is widely recognized
among economists.

It is not uncommon nowadays for actors to double up, playing
multiple roles in a given production, provided their characters are not
on stage simultaneously. Many new plays are written, and old plays
often are restaged, with fewer parts, so that the expense of actors can
be borne more easily. These are consistent with higher rates of unem-
ployment that result from nonmarket wage increases such as those
secured by union activity.

A musical organization such as a symphony orchestra in an anal-
ogous situation also has an inelastic short-run demand curve for
musicians. An employment level such as » in Figure 14.3 may repre-
sent both the orchestra’s traditional “sound” and a minimum number
of musicians as negotiated by the orchestra and the American Fed-
eration of Musicians. For example, contracts with the very best U.S.
symphony orchestras typically stipulate a minimum number of musi-
cians, often in excess of a hundred. These contracts also include
a guaranteed annual salary. For the Chicago Symphony and the
Philadelphia Orchestra, the guaranteed minimum annual salary at
the entry level in 1997-98 was in excess of $80,000 for a full year."
These large and renowned organizations may, through sophisticated
fund-raising and marketing activities, be able to cover such higher
expenses. Smaller organizations, however, may be discouraged from
developing full-sized orchestras, even with much lower guaranteed
minimums. For example, musical talent aside, the Jacksonville Sym-
phony, with fifty-two musicians, and the Rochester Philharmonic, with
fifty-seven full-time and twenty-three part-time musicians, will never

11. See “Wage Scales and Conditions in the Symphony Orchestra 1997-98 Season,”
American Federation of Musicians.
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achieve the sound of the larger organizations. One might conjecture
that, in those examples, more musicians would be employed if salaries
— guaranteed minimums of $26,679 in Jacksonville and $30,400 (for
a minimum of sixteen five-day work weeks per year) in Rochester —
were lower."

These union-negotiated salaries, especially of the major orchestras,
seem to be quite attractive — and the figures cited do not include
what most might regard as quite generous fringe benefits. According
to one source, in the 1980-81 season over 1,100 musicians applied for
forty-seven full-time positions in the major orchestras. One second
violin position in Chicago attracted 240 applicants."” Interestingly,
some attribute this apparent oversupply not to the attractiveness of
union scale, but rather to what they regard as the near unscrupulous
behavior of music schools, academies, and conservatories, which
persist in attracting and graduating students when so few positions
are available."

The superstar

Most of the second violins in an orchestra may be regarded as close
substitutes for one another.” But none of them likely has the drawing
power of Midori or Itzhak Perlman. Midori, Perlman, and a number
of other especially talented performers are among the “superstars”
of the live performing arts. While most of the public might associate
stardom with the movies — the box office draws who command
salaries well in excess of $1 million per movie — here we focus on the
live performing arts.

Performing companies differ in how they utilize the superstar.
For example, orchestras rarely have a resident superstar other than,
perhaps, the conductor. They rely on itinerant superstars, lining up a
number of prominent soloists for each season. Some ballet compa-
nies — for example, American Ballet Theater in the not-too-distant
past — feature resident superstars as principal dancers, while others

12. The sliding scale represented by the lower minimums in Jacksonville and Rochester,
as compared with, say, Chicago, is intended to make allowance for the differing cir-
cumstances in smaller cities. Nonetheless, the scale probably exceeds purely market-
determined salaries. Data are from ibid.

13. George Seltzer, Music Matters (Metuchen, N.J.: Scarecrow Press, 1989), p. 222.

14. Ibid.

15. Some contracts specify that the seating of musicians within a section will be rotated
from one performance to another, reinforcing a perception of homogeneity or
substitutability.
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— for example, the Joffrey — are less reliant on big names. Broadway
productions and major opera companies customarily secure the
services of superstars.

We would reasonably expect the more talented performers to
command a higher return, but the rewards to superstars seem dis-
proportionately skewed. Sherwin Rosen has attributed this to the
interaction of restricted supply of the best talent with expanded
demand due to market exposure.'® According to one observer:

The superstars’ fees are high...and they are worth it. The presence on an
orchestral program of a great soloist will sell out the concert (and the series
of concerts) in many cities. The star system works — audiences will come to
see and hear the soloist despite the program or the quality of the orchestra or
conductor."”

We can construct an example in the classical music field. Aficionados
are likely to acquire a collection of recorded music as one substitute
for the more expensive live performance. But since the number of
possible soloists available for recording, say, a Beethoven piano con-
certo, far exceeds the current annual output of new recordings,
only relatively few pianists gain exposure in this fashion. Hence, they
become the recognized names — the “riskless commodity” — sought
by impresarios and music directors. Although, in point of fact, most
listeners would not be able to detect differences in the quality of play
among a large number of performers, they seem to prefer the sure
thing to the unknown. Robert Frank and Philip Cook characterize
this as a “winner-take-all” phenomenon and liken the market to a
tournament. The few winners — the superstars — do very well com-
pared with the also-rans.'®

The visual arts

Visual artists — painters, sculptors, and so on — are especially dis-
tinct as many are self-employed and, as indicated in Chapter 9, often

create speculative works."” In this case, the artist engages in “in-

ventory investment,” and the inventory is disposed of through some

16. Sherwin Rosen, “The Economics of Superstars,” American Economic Review 71,n0.5
(December 1981): 845-58.

17. Seltzer, Music Matters, p. 179.

18. R. H. Frank and P. J. Cook, The Winner-Take-All Society (New York: Free Press, 1995).

19. Commercial artists, who may work for an employer or who may act as independent
contractors, participate in a reasonably well-organized market and very likely have
good information about their value in that market.
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combination of promotional and pricing techniques. The “wage” is
the selling price minus the cost of materials, studio expenses, and
other related outlays. As an artist becomes more popular, his or her
works may command a higher price, which can be interpreted as a
greater demand for his or her “labor services” and a higher “wage.”
An artist will continue to be self-employed, pursuing a livelihood in
this manner, so long as the combination of fees for services and
expected return on investment (including such nonpecuniary returns
as fame) justify the resources expended.

BECOMING AN ARTIST: INVESTMENT IN
HUMAN CAPITAL

The choice of a career is one of the most important, and perhaps most
difficult, faced by an individual. Among the factors influencing such
a choice are expected earnings, working conditions, training and edu-
cation requirements, discrimination, and personal preferences. Most
people, given a choice between two opportunities that are otherwise
similar, will select the one that entails the higher wage or salary. It
seems fair and safe to say also that most people will prefer to work
fewer hours per day, not to have to undergo lengthy and sometimes
expensive training, and to select the job that suits them best. Why,
then, would anyone select a career that entails notoriously low wages,
long and uncertain hours, the possibility of injury, arduous prepara-
tion and training, and innate talent, to boot? As we suggested above
in this chapter, the conventional wisdom holds that careers in the arts
have just such characteristics.

As a first step in considering this matter, we must introduce the
concept of “human capital.” Ordinarily we think of a firm’s investment
in its physical plant, or productive capability, as the creation of capital.
A firm undertakes such investment, or creates capital, if the expected
return justifies the investment. In an analogous situation, an individ-
ual will “invest” in education or training, or an employer will invest in
an employee, if justified by the expected return. Such investment in a
person enhances that person’s “human capital.” For example, a dancer
will incur the costs of classes — investment in his performing ability,
or human capital — if he thinks his return (most likely in the form of
higher earnings) will be sufficiently enhanced.
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To make this concept more precise, we retrieve a concept intro-
duced as Equation 9.6:

_ C'+Pt+1 +Ss+1

R T (14.1)

where P, is the amount someone would be willing to pay for an asset,
the quantity C + P,; + S represents the dollar value of the return
to acquiring the asset, and r is a market interest rate. With slight
modification, we can write

_ Avvt+1
" (147r)

(14.2)

where F, is the fee that the student would be willing to pay for the
class if AW, is the increment in the wage that the dancer will realize
as a result of the class. We can make this a bit more concrete with a
hypothetical example. Suppose a dancer estimates that a class with a
famed teacher will increase her earnings next year by $2,000.*° The
market interest rate is 10 percent, expressed for our purposes in
decimal form, 0.10. Then the amount the dancer would be willing to
pay for the class is

~ $2,000

oo = 51818 (14.3)

t
If the class is priced at, say, $1,750, which is less than the maximum
amount she would be willing to pay, she will invest in herself by taking
the class. If, on the other hand, the class is priced at $1,850, she will
pass up the opportunity.

More generally, if the perceived return to preparing for and enter-
ing an artistic profession is sufficiently high, relative to the cost of
investing in human capital, individuals with the appropriate skills
will be enticed into that profession. The return, including pecuniary
and nonpecuniary components, must compensate the worker for
resources expended in training and education and for the risk

20. Presumably, such a class would enhance earnings potential over several years, but
the treatment of a multiyear period is a bit more complex, although the basic idea is
the same. Hence, we stick with just two time periods. The reader wishing to pursue the
matter may consult any finance or managerial economics text. See, e.g., Mark Hirschey
and James L. Pappas, Fundamentals of Managerial Economics, 6th ed. (Orlando, Fla.:
Dryden, 1998), esp. chap. 15.
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inherent in artistic endeavors. In addition, the return must at least
equal that offered by the best alternative occupation for a given
artist. If becoming an artist becomes cheaper, relative to the return,
more individuals will become artists at each wage rate, ultimately
shifting the supply curve to the right, as we depicted in Figure 14.2.
This would occur, for example, if the costs of artistic training were
subsidized via public support of a high school of the arts, as is the
case in New York City and the state of North Carolina. From the indi-
vidual artist’s perspective, this is a reduction of F,in Equation 14.2,
and it makes artistic education seem more worthwhile. The eventual
rightward shift of the supply curve results in an increase in employ-
ment (n” > n’) but a decrease in the market wage (W” < W’), an
outcome not usually anticipated by those advocating subsidized train-
ing. If the performer herself fails to take this into account, she could
be sadly disappointed in a level of compensation that does not in fact
justify her human capital investment.

A SUMMATION

The factors that influence the supply of and the demand for artists
interact to determine artists’ incomes, and several economists have
sought to identify those that are most relevant.”! We draw on their
work to answer some of the question posed at the outset of this
chapter.

Are artists in danger of imminent starvation? Filer contended that
the “starving artist” is largely a myth. He analyzed 1980 U.S. Census
data to support his conclusion that “when personal characteristics
and productive attributes are standardized, the average artist earned
about 10 percent less in 1979 than he or she would have earned in

21. Randall K. Filer, “The ‘Starving Artist’ — Myth or Reality? Earnings of Artists in the
United States,” Journal of Political Economy 94,no.1 (February 1986): 56-75; Gregory
Wassall, Neil Alper, and Rebecca Davison, Art Work; Gregory Wassall and Neil Alper,
“Determinants of Artists’ Earnings,” in William S. Hendon et al., The Economics of
Cultural Industries (Akron, Ohio: Association for Cultural Economics, 1984), pp.
213-30; Gregory Wassall and Neil Alper, “Occupation Characteristics of Artists: A Sta-
tistical Analysis,” Journal of Cultural Economics 9 (1985):13-34; Charles M. Gray, “The
Smell of the Greasepaint, the Roar of the Crowd: What Are They Worth?,” Presented
at the annual meeting of the Midwest Economics Association, Chicago, April 1984;
Ruth Towse, Singers in the Marketplace (Oxford: Clarendon Press, 1993); and the col-
lection in Merja Heikkinen and Tuulikki Koskinen, eds., Economics of Artists and Arts
Policy (Helsinki: Arts Council of Finland, 1998).
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nonartistic employment.” On the other hand, the studies make it clear
that sole reliance on artistic earnings would have been insufficient for
a large number of artists. Second jobs are a doubled-edged sword:
They enable artists to attain a higher standard of living, but they
inhibit investment in artistic human capital by reducing practice, class,
studio, and rehearsal time. Artists also earn less than workers with
similar educational levels, but we can offer the conjecture that the
nonmonetary benefits of an artistic career offer some additional com-
pensation.”? Although many artists will not be well paid, few are likely
to starve, and so long as artistic careers retain some inherent appeal,
artists will continue to meet our aesthetic needs.

22. This conjecture is at least partially supported by the results of Gray’s study, previously
cited.



1S The role of the arts in
a local economy

Art and culture of the kind analyzed in this volume — the live per-
forming arts and galleries and museums — are preeminently urban
activities. Painters, composers, and playwrights may live anywhere
they like, but the economics of live performance as well as gallery
and museum display dictate that their output will be seen for the most
part in cities. The explanation is quite simple. Like beauty parlors,
health clubs, and hospitals, the live performing arts and museums
share the characteristic that whatever it is they offer must be con-
sumed where it is produced. Some restaurants may be willing to
deliver a meal to your home, but no theater company, so far as we
know, will put on its production in your living room. Although an art
exhibition may travel from the museum that organizes it to other
museums and galleries, and some performing arts companies regu-
larly go on tour, the net income from such endeavors is held down
by their high cost in relation to revenue earned. Thus, even after
allowing for possible income from touring companies and traveling
exhibitions, most arts institutions are economically viable only in
places where the local arts audience is big enough to support them,
and basically that means in cities or metropolitan areas that are suf-
ficiently large.! How large is large enough depends on two factors:
the cost characteristics of the service in question and the density of

1. The presence of summer music festivals or summer theater in small rural communities
is not an exception to this principle, since the communities are places with a large
summer or tourist population, and the performing organizations (other than summer
theaters) usually have winter homes in large cities.

336
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demand for it. The greater the per capita demand for a service, the
smaller the minimum-size city needed to support it and the larger the
number of places that will provide it. On the other hand, the larger
the production unit required for efficient operation, the larger a city
must be to support that service and the smaller the number of places
that will be served.

The geographic distribution of ordinary retail stores and service
activities shows how these principles operate. Small towns provide a
market large enough to support a drugstore or barber shop, but not
a department store or health club. Medium-sized cities can support a
department store or health club, but not a stock exchange, investment
banking firm, or major league baseball club, for which a very large
city is required. For each service there is a minimum market size, or
threshold, below which that activity is not generally viable. That the
famous Green Bay Packers professional football team make their
home in a metropolitan area of only 195,000 is clearly an anomaly,
since the other twenty-seven teams in the National Football League
are all located in metropolitan areas with a population of at least 1.2
million.?

As cities grow larger they pass successively higher size thresholds
and consequently supply not only more of each good but also more
kinds of goods. Thus, Chicago not only has more drugstores, super-
markets, and department stores than nearby South Bend, but also
provides types of services not found in South Bend at all, for example,
investment banking, a commodity exchange, and major league
baseball.’

THE CONCENTRATION OF ART AND CULTURE
IN URBAN CENTERS

Similar considerations govern the location of professional perform-
ing arts institutions and art museums. A small city might have only a

2. Except for Green Bay, the Indianapolis Metropolitan area is the smallest, with a 1990
populaton of 1,249,822. See U.S. Department of Commerce, Bureau of the Census, State
and Metropolitan Area Data Book, 1991, table 2.

3. This line of reasoning is developed in a branch of urban study known as “central place
theory.” For an introductory analysis, see James Heilbrun, Urban Economics and Public
Policy, 3rd ed. (New York: St. Martin’s, 1987), chap. 5.
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professional theater. A medium-sized city might have several theaters
and, in addition, an art museum and a symphony orchestra. A large
city will probably have additional museums and also an opera com-
pany and a ballet. This line of reasoning suggests that arts activity not
only increases with city size, but, more interesting, that it increases
faster than city size. That being the case, it will also be true that the
larger the city, the larger its art and culture industry will be in rela-
tion to its economy. Likewise, it would follow that a disproportion-
ately large share of a nation’s arts activity would be found in its large
cities.

The role of economies of agglomeration

Abetting the concentration of arts activity in large cities is the force
of what students of urban development have identified as “economies
of agglomeration.” These are the savings in unit cost that accrue to
certain kinds of firms when a large enough number of them locate in
the same city. The savings usually occur because the firms are able to
share a common pool of highly specialized inputs, the very existence
of which depends on there being a concentration of local buyers. The
art and culture industry clearly displays economies of agglomeration.
New York City, for example, became a center for producing radio and
television programming from the 1920s onward because it already
had a vast pool of acting, directing, and writing talent, centered
around the Broadway theater, on which radio and later television
producers could draw. In the same way, radio and television pro-
duction was eventually drawn to Hollywood by the pool of talent
working in the motion picture industry. And in a reversal of that rela-
tionship, a substantial number of motion pictures are now filmed in
New York because the city already has the skilled personnel and
equipment used to shoot TV programs.

These examples of economies of agglomeration are cases in which
one industry is attracted to a given location because it can make use
of inputs already drawn to that place by another industry. But
economies of agglomeration also operate within single industries. For
example, Hollywood became the center for motion picture produc-
tion because the presence of some firms soon attracted others that
could use the same specialized inputs that were unavailable, or at
least less abundant, elsewhere. Or look at economies of agglomera-
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tion from the perspective of an individual performer: A novice in-
terested in learning modern dance might come to New York City
because that is where the concentration of teachers and job oppor-
tunities is greatest. A few years later that dancer might put together
a new company and would base it in New York, because that is where
the largest pool of first-rate dance talent can be found. As these cases
illustrate, when economies of agglomeration operate the result can
be stated very simply: Activity attracts more activity.*

In Table 15.1 we attempt to substantiate these assertions about the
geographic concentration of art and culture. Direct verification is dif-
ficult because we lack good data on the extent of arts activity at the
local level. The calculations reported in Table 15.1 use the number of
artists residing in a given locality as a proxy for arts activity. The data
are from the U.S. Census tabulation of persons by occupation and
place of residence. “Performing artists” include three occupations:
actors and directors, dancers, and musicians and composers. The
single occupation of “painters and sculptors” is taken to represent the
visual arts.’ The visual arts and performing arts are shown separately
because, as it turns out, they exhibit quite different locational
characteristics.

Artists per 10,000 of population

In the middle portion of Table 15.1 we use artists per 10,000 of pop-
ulation to measure the level of artistic activity in the United States
as a whole and its pattern of concentration among the fifty largest
metropolitan areas, when these are arranged in descending order of
size. Since the number of artists rose much faster than total popula-
tion from 1980 to 1990, artists per 10,000 — which might also be called
“artist density” — rose in all areas. This is consistent with the picture
drawn in Chapter 2 of an arts sector growing faster than the general
economy.

The second row of Table 15.1 shows that in the United States as a
whole there were 9.75 performing artists per 10,000 in 1980 and 11.24

4. Ibid., pp. 15-18, 75-77.

5. For a discussion of possible drawbacks in using these data as a proxy for local arts activ-
ity, see James Heilbrun, “Growth and Geographic Distribution of the Arts in the U.S.,”
in Douglas V. Shaw et al., eds., Artists and Cultural Consumers (Akron, Ohio: Associa-
tion for Cultural Economics, 1987), pp. 24-35, cited at 26.
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Table 15.1 Geographic distribution of performing artists and
painters/sculptors

Performing artists Painters/sculptors
Percent Percent
1980 1990 change 1980 1990 change
U.S. total number 220,930 329,506  49.1 153,162 212,762  39.9

Artists per 10,000 of population

U.S. total 9.75 11.24 15.3 6.76 8.55 26.5
Metropolitan areas’
Largest ten 18.53 21.67 16.9 11.19 12.42 11.0
New York 31.36 36.01 14.8 17.5 17.62 2.7
Los Angeles 37.51 41.67 11.1 12.08 12.93 7.0
Next eight 10.21 12.58 232 9.24 10.94 18.4
Second ten 9.60 10.93 13.9 8.79 10.57 20.3
Third ten 9.61 11.33 16.9 8.08 10.34 28.0
Fourth ten 9.05 10.50 16.0 6.66 8.96 345
Fifth ten 10.79 13.02 20.7 5.51 7.75 40.7
Nashville 26.33 41.52 57.7 7.18 12.08 68.2
Other nine 9.12 9.89 8.4 5.32 7.27 36.7
Fifty largest 13.77 15.85 15.1 9.30 10.93 17.5
Remainder
of US. 6.39 7.30 14.2 4.63 6.53 41.0

Percentage distribution of artists

Fifty largest
Metro areas 64.3 64.9 61.4 58.8
Remainder of U.S. 35.7 35.1 38.6 41.2

Source: Published and unpublished tabulations of U.S. Census data on artists in the labor
force, from the Research Division, National Endowment for the Arts.
“ As defined for the 1980 census and ranked by population size in 1980.

in 1990. Reading down the columns for performing artists, we see that
artist density is higher than the national average in the ten largest
metro areas and declines more or less regularly as we move to smaller
ones. The notable increase when we reach the fifth group of ten is
accounted for by the presence of Nashville, a relatively small metro-
politan area that happens to be a national center for the production
of popular music and therefore violates the normal locational order.
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When Nashville is separated out, the other nine areas in the fifth
group of ten fall into the normal pattern. The last two rows of the
middle portion of the table show that in the fifty metro areas as a
whole the density of performing artists is more than twice its level in
the remainder of the United States, confirming our opening state-
ment that the arts are preeminently an urban activity.

The special cases of New York and Los Angeles

Performing arts activity is highly concentrated in New York and Los
Angeles, the nation’s two leading arts centers. In 1990 the New York
metropolian area had 11.0 percent and the Los Angeles area 13.2
percent of all US. performing artists, although their shares of U.S.
population were only 3.4 and 3.6 percent, respectively. That means
they each had three or four times their proportionate share of arts
activity. This shows up in Table 15.1 as a density of performing artists
that is three or four times the national average (compare rows 4 and
5 with row 2). We described above how economies of agglomeration
operate in the arts. Undoubtedly, the dominant positions of New York
and Los Angeles reflect the fact that, as a result of economies of
agglomeration, they became centers not just for the live performing
arts but also for mass media productions that require dancers, musi-
cians, composers, actors, and directors.

How much of the concentration of the performing arts in New
York and Los Angeles is accounted for by the pull of the mass media
and how much by traditional live performance? The labor force data
employed in Table 15.1 do not allow us to separate those categories.
Some inferences can be drawn, however, from information obtained
from the Theatre Communications Group, a service organization for
nonprofit theater companies in the United States. In 1989 the Theatre
Communications Group had 333 member and associate member
companies, including almost all the major “regional” theaters. Of that
total, 17.1 percent were in the New York metro area while only 3.6
percent were in Los Angeles. In 1990 New York had 16.4 percent of
all actors and directors in the United States, a figure that is consis-
tent with its share of theaters. Los Angeles, however, had 21.9 percent
of actors and directors, far higher than its 3.6 percent share of the-
aters. We can infer that in New York most actors and directors were
employed in the live theater, while in Los Angeles the overwhelming
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proportion must have been working in motion pictures and
television.

We lack data to make such comparisons for musical or dance activ-
ity. However, it seems likely that they would display a similar pattern,
indicating that Los Angeles is largely a center for the media arts,
while New York, though it does some production for the mass media,
remains primarily a center for live performance.

LOCATIONAL PATTERNS IN THE VISUAL ARTS

It should not surprise us that visual artists are less concentrated into
large cities than performing artists. We have already explained why
performing arts companies tend to locate in cities, and since the per-
formers themselves must live close to their place of work, they, too,
locate in cities. However, while it is true that art galleries and dealers
are found mostly in cities, painters and sculptors need not live or work
close to them. In the language of location theory they are much more
“footloose.” A few visits per year to a dealer are probably enough to
maintain the relationship. For example, Georgia O’Keeffe lived in
New Mexico, while exhibiting regularly in New York.

As transportation and the technology of communication improved
and living costs in urban areas increased, some visual artists who for-
merly lived in the city have moved to more congenial or less expen-
sive locations. Of course, many continue to live in large cities where,
presumably, they find the company of fellow artists stimulating, enjoy
the ease of browsing in museums and galleries, or find the social envi-
ronment, with its tradition of involvement in the arts, to be especially
congenial. New York and Los Angeles remain the dominant centers,
but San Francisco, Seattle, and Washington, D.C., also have relatively
large populations of painters and sculptors.

CONCENTRATION OR
DECONCENTRATION OVER TIME?

Shifting the perspective slightly, we can ask, Is arts activity becoming
geographically more concentrated over time? The last two rows of
Table 15.1, which show the percentage distribution of artists between
the fifty largest metro areas and the remainder of the country, help
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Table 15.2 Estimated number of commercial

galleries

City 1982 1992
New York 319 481
Los Angeles 50 115
Chicago 43 89

Source: The Port Authority of New York and New Jersey, “The
Arts as an Industry: Their Economic Importance to the New
York-New Jersey Metropolitan Area,” October 1993, appen-
dix A, table A-1.

to answer that question. For performing artists up to 1990 the answer
is yes. From 1970 to 1980 the proportion of U.S. performing artists
residing in the fifty largest metro areas rose from 60.8 to 64.3 percent.
By 1990 it had edged up to 64.9 percent. For visual artists, however,
the trend is just the opposite: The proportion found in the fifty largest
metropolitan areas fell from 69.5 percent in 1970 to 61.4 percent in
1980 and 58.8 percent ten years later, reflecting the decentralizing
forces cited above.®

Data on the location of art galleries in Table 15.2 provides inde-
pendent support for two conclusions reached on the basis of the labor
force numbers in Table 15.1: first, that arts activity increases faster
than city size is confirmed by the fact that in 1982 New York City had
6.4 times as many galleries as Los Angeles and 7.4 times as many as
Chicago; second, that visual arts activity is becoming more decen-
tralized over time is verified by observing that those ratios fell to 4.2
and 5.4 ten years later.

MEASURING THE RELATIVE SIZE OF THE
LOCAL ARTS SECTOR

Table 15.1 uses the number of artists per 10,000 of population as a
measure of the relative size of the arts sector in a given area. For the

6. For an analysis of the distribution of arts activity in the United States at the state level,
see James Heilbrun, “Growth, Accessibility and the Distribution of Arts Activity in the
United States: 1980 to 1990,” Journal of Cultural Economics 20, no. 4 (1996): 283-96.



344 Arts, economy, and society

nation as a whole the number of performing artists stood at 11.24 and
the number of visual artists at 8.55 per 10,000 of population in 1990.
The table also tells us that at the same date New York and Los
Angeles had, respectively, 36.01 and 41.67 performing artists and
17.62 and 12.93 painters and sculptors per 10,000. For the two cate-
gories combined, those were by far the highest figures among all U.S.
metropolitan areas, confirming what our previous analysis led us to
expect, namely, that the largest cities would have the largest arts
sectors relative to the size of their economies. Indeed, New York and
Los Angeles are probably the only U.S. cities in which the business
of art and culture is truly important to the local economy.

We turn next to studies of how the arts sector interacts with and
influences economic activity in the city as a whole.

ECONOMIC IMPACT STUDIES

In the 1970s, advocates for the arts discovered that assertions about
the positive economic impact of the art and culture industry made an
effective case for greater state and local government support. The
argument worked because it took advantage of two U.S. traditions:
first, the long-established interest of state and local governments in
promoting economic growth within their borders; second, the hard-
headed, show-me-in-dollars-and-cents attitude of locally influential
business people whose support was crucial to local arts subsidies. The
result was a series of “economic impact studies” that attempted to
measure the significance of the local arts industry in actual dollar
terms. The word “attempted” is used advisedly because of the con-
ceptual and practical difficulties of carrying out such studies and the
questions raised in some quarters about lack of objectivity.’

Studies of the economic impact of the arts try to measure the pro-
portion of economic activity in a city that is attributable to its arts
industry. The principles involved are perfectly general and could be
used to measure the impact of any identifiable local industry. The
usual approach is to estimate the size of three flows of spending that

7. For a discussion of the uses and abuses of arts impact studies and an extensive bibliog-
raphy of the subject, see Anthony J. Radich and Sharon Schwoch, eds., Economic Impact
of the Arts: A Sourcebook (Denver, Colo.: National Conference of State Legislatures,
May 1987).
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originate in the arts sector and that, in combination, measure its
impact. The three flows are commonly referred to as direct, indirect,
and induced spending and are described in the next sections. Ideally,
these flows should be estimated from an input-output model of the
local economy. Such a model systematically traces out the dollar
value of purchases by each industry from every other industry that
are required to produce one year’s total output in the economy being
studied. Originally developed by Wassily Leontiev in the 1930s and
1940s for the U.S. economy as a whole, input-output models have also
been devised for local, state, and regional economies.® When studies
of the economic impact of the arts have been done in metropolitan
areas for which such a model does not exist, the researchers have
nevertheless usually made use of input-output concepts and bor-
rowed essential parameter values from input-output studies of other
localities.

Direct spending

Direct spending is the easiest category to measure. It consists of the
expenditures for goods and services by all institutions defined as
being in the local arts sector. The list would presumably include all
museums, galleries, and performing arts companies located within
the city or metropolitan area. In theory, spending by individual local
artists such as painters and sculptors should also be counted, since
they are producing art locally, but up to this time lack of data has pre-
cluded doing so. The amount of direct spending by the arts sector
is usually ascertained by conducting a questionnaire survey of the
relevant institutions.

Since the purpose of these studies is to measure the local impact
of spending, it is necessary to exclude monies spent to buy goods
or services outside the local area. Thus, if a theater has its costumes
made in another city, their cost would not be included as part of direct
local spending but would be a “leakage” of spending into the outside
world. As we see below, the higher the rate of leakage, the smaller
the total impact of the arts sector will turn out to be.

8. See Walter Isard, Methods of Regional Analysis: An Introduction to Regional Science
(New York: Wiley; Cambridge, Mass.: MIT Press, 1960), chap. 8, or William H. Miernyk,
Elements of Input-Output Analysis (New York: Random House, 1965).
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Indirect and induced spending

The economic impact of the arts sector does not end with its direct
spending, for the goods that are directly purchased by arts institu-
tions also have to be produced, and to the extent that they are pro-
duced locally that effort gives rise to further rounds of local spending.
For example, suppose that a theater company has its programs
printed locally. Its payment to the printer is a direct local expendi-
ture, as previously defined. But that is only the first round of local
effects. To produce the program the printer buys paper, ink, and elec-
tric power, and pays rent in a commercial building. Perhaps the paper
and ink are imported from outside the area, so payments for those
items are leakages rather than contributions to local activity. But
commercial building space and electricity are local products, so the
printer’s payments for those items constitute a second round of
local spending, and to the extent that the commercial landlord and
the electric company buy inputs locally, there ensues a third round.
Indeed, a series of ever-diminishing rounds continues until the accu-
mulated leakages finally exhaust the initial direct spending impulse.
The sum of all rounds of business spending subsequent to the first
“direct” round is the “indirect” spending that results from the
theater’s activity.

In tracing out the secondary effects of direct spending, wages and
salaries are treated separately from expenditures on goods and ser-
vices, but the principle is the same: Wage and salary payments made
by the theater to its staff are part of its direct expenditures and give
rise to a series of further rounds of activity as the stores in which
employees shop purchase local goods to replenish their stocks or the
landlords to whom they pay rent spend money on local goods and
services to operate and maintain buildings. The sum of these dimin-
ishing further rounds is the “induced” local spending attributable to
operation of the theater.

MULTIPLIER EFFECTS

The total economic impact of the arts sector on the local economy is
the sum of the direct, indirect, and induced spending attributable to
it. An input-output model produces these numbers directly. If such a
model is not available, the first step is to measure direct local spend-
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ing of the arts sector by means of a local survey. The amount of total
spending attributable to the arts can then be estimated by applying
a “multiplier” to the observed level of direct spending, that is, total
spending = direct spending x multiplier. The value of the appropriate
multiplier can be borrowed from an input-output study carried out
for some other city.

It can be shown that the value of the multiplier varies inversely
with the rate at which spending “leaks out” of the local economy. One
can see intuitively that the smaller the leakage at each round of
spending, the higher will be the proportion of each round that is
respent locally, and therefore the larger will be the ratio of indirect
and induced effects to direct effects. Algebraically, the multiplier is
most easily represented as follows: We denote the multiplier as K and
the marginal propensity to respend dollar receipts locally as mprl.’
Although a full derivation is not given here, it can be shown that

K =1/(1— mprl)

In the algebraic statement one can see that the higher the marginal
propensity to respend locally, the smaller the value of the denomi-
nator and the higher the value of K. To illustrate with plausible values,
if mprl=0.5, K =2, while if mprl=0.6, K =2.5. We would expect that
the larger the population of the metropolitan area being studied, the
larger the value of the multiplier. The analysis of threshold effects at
the beginning of this chapter indicated that the larger the metropol-
itan area, the greater the variety of goods and services it would
produce. That being so, it follows that the larger the area, the less the
need to import, the higher the marginal propensity to respend locally,
and therefore the larger the multiplier.

THE ARTS INDUSTRY IN THE NEW YORK
METROPOLITAN AREA

In 1983 the Port Authority of New York and New Jersey published
a report that measured the size of the arts industry in the New

9. In “Keynesian” terms, the marginal propensity to respend locally equals the marginal
propensity to consume minus the marginal propensity to import. The multiplier
approach is generally traced to the work of John Maynard Keynes, who developed it in
his General Theory of Employment, Interest, and Money (New York: Harcourt, Brace,
1936), chap. 10.
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Table 15.3 The arts industry: New York—New Jersey metropolitan
region, 1982 ($ million)

Direct Total
Type of activity expenditure economic impact
Nonprofit cultural institutions 612 1,310
Art galleries and auction houses 175¢ 360
Commercial theater and road companies 323 650
Motion picture and TV production 1,000 2,000
Arts-motivated visitor spending 652 1,300
Total 2,762 5,620

Source: The Port Authority of New York and New Jersey and the Cultural Assistance
Center,“The Arts as an Industry: Their Economic Importance to the New York—-New Jersey
Metropolitan Region,” May 1983, tables 35 and 42.

“ Includes only expenditures for goods and services other than the artwork itself. Thus
the figure represents value added in the conduct of business rather than value of total
sales.

York-New Jersey metropolitan area, a region comprising seventeen
counties in the two states.'” It is unusual among economic impact
studies because the Port Authority has its own input-output model of
the New York regional economy on which to base it and enough
financing to avoid having to make research compromises. Conse-
quently, it is probably the best such U.S. study that has been done.
(Ten years later the Port Authority carried out a second study of the
same region. The arts industry was found in 1992 to have a total eco-
nomic impact 75 percent greater than in 1982, but its structure had
changed little."! We have chosen not to use the later study because it
lacked some of the particular details needed for the complex analy-
sis that follows, especially as shown in Table 15.4, below.)

Table 15.3 summarizes the central findings of the 1983 study. Cul-
tural organizations were divided into four groups: (1) nonprofit cul-
tural institutions (comprising museums and not-for-profit performing
arts companies); (2) art galleries and auction houses (a profit-making

10. The Port Authority of New York and New Jersey and the Cultural Assistance Center,
“The Arts as an Industry: Their Economic Importance to the New York-New Jersey
Metropolitan Region,” May 1983.

11. The Port Authority of New York and New Jersey, “The Arts as an Industry: Their Eco-
nomic Importance to the New York-New Jersey Metropolitan Region,” October 1993.
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group); (3) commercial theater, including Broadway, Broadway
road companies, and the commercial portion of Off-Broadway
theater; and (4) motion picture and television production. Arts-
motivated visitor spending (fifth row of the table) makes up a final
category of activity, which is logically distinct from the first four and
is explained below.

The first column of the table shows direct expenditures and the
second column total economic impact for each of the five categories
of activity in 1982. Indirect and induced expenditures, which are not
shown separately, make up the difference between the two columns.
For the arts industry as a whole, direct expenditures amounted to
$2.762 billion. Total economic impact came to $5.620 billion, indicat-
ing that the multiplier effect, which differed slightly among cate-
gories, averaged 2.03.

By themselves, of course, these numbers mean nothing. To put them
in perspective, the Port Authority offers comparisons with some other
New York industries. They find that in terms of direct revenues, the
arts come somewhat ahead of management consulting and public
relations, engineering and architectural services, computer and data
processing services, hotels and motels, and advertising. The last-
named comparison is perhaps the most compelling, since one thinks
of New York as undoubtedly the advertising capital of the United
States, if not of the world. In terms of direct and indirect impacts, the
arts generate about two thirds as many dollars as the region’s entire
port industry. Finally, the study estimates that the arts account for
about 2 percent of total regional product (the regional analog of gross
domestic product). If that sounds unimpressive, the text adds that
“against the scale of total regional product no industry looms very
large.”"?

Arts-motivated visitor spending, the last line in Table 15.3, is the
Port Authority’s estimate of the financial contribution made by visi-
tors from outside the region who come to New York to participate in
one of its arts activities and, while there, spend money on local trans-
portation, restaurants, hotels, and shopping. The amount of this ancil-
lary spending was estimated from questionnaire surveys. The cost of
tickets to events visited was, of course, excluded since it is already
counted in the data from the arts organizations themselves. It is well

12. All comparisons are from ibid., p. 135.
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known that arts attenders usually spend on dinner, transportation,
and parking considerably more than they pay for their seats at the
performance. But if those members of the audience live within the
study region, one cannot credit such spending to the arts; they might
have eaten dinner in a restaurant without going to the theater. Or if
they did not do so, we can assume they would have spent their money
on something else within the region. In order not to overstate visitor
impact attributable to the arts, the Port Authority counted spending
only by those who visited the region primarily to attend the arts or
else extended for that reason a trip made for some other purpose.”
Under that rule, the arts get no credit for the role they may play in
attracting business conventions to New York, even though that role
may be considerable. The figures in Table 15.3 can therefore be
regarded as a lower-bound estimate of the net gain to the region from
ancillary spending attributable to the arts.

The arts as an export industry

In the balance-of-payments accounts of any nation, receipts from
foreign tourists are a credit item, a financial inflow that helps to pay
for purchases from abroad and stimulates the domestic economy in
the same way as an export of goods or services would. The same is
true for a city or metropolitan area. Arts-motivated visitor spending
in New York is the equivalent of an export and has the same stimu-
lative effect on the local economy as would selling apparel or finan-
cial services to the outside world. The Port Authority found that in
addition to $652 million of visitor spending, the arts in New York were
responsible for three other categories of exports: Broadway road
companies remitted $101 million in net payments; nonprofit touring
arts companies that visited New York brought $15 million of net
spending to the city; and in addition to their ancillary consumption,
arts-motivated visitors spent $60 million buying theater tickets in
New York. Thus, the arts could be credited with generating at least
$828 million of exports from the New York area, making them one
of the region’s major export industries.'* The figure would be even

13. Ibid., pp. 27-29 and 77-88.
14. For a discussion of this aspect that predated the Port Authority study, see Dick Netzer,
“The Arts: New York’s Best Export Industry,” New York Affairs 5, no. 2 (1978): 50-61.
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higher if lack of data had not prevented inclusion of export receipts
from TV and film production.

It seems reasonable to assume that in London, Paris, and some
other major European cities, the economic impact of the arts is at
least as great as it is in New York. It has already been pointed out
that, among U.S. cities, Los Angeles also has a very large arts indus-
try, although quite different from New York’s. As we show in the next
section, however, in most U.S. cities the arts are economically far less
important than the Port Authority found them to be in New York.

The art industry in six smaller U.S. cities

In the late 1970s, the NEA sponsored research on the economic
impact of art and cultural institutions in six small- to medium-sized
U.S. metropolitan areas: Columbus, Ohio, Minneapolis-St. Paul, St.
Louis, Salt Lake City, San Antonio, and Springfield, Illinois."” The
project used a methodology developed for the NEA by David Cwi
and Katherine Lyall in a pilot study in Baltimore. Table 15.4 shows
some of the results for the six cities in the aggregate and for
Minneapolis-St. Paul, the largest of the six and widely regarded as the
one with the most highly developed arts sector. The information has
been arranged to facilitate comparison with the Port Authority’s
results for New York. The upper portion of the table presents several
measures of the size of the arts sector in the three areas. To remove
the effect of sheer population size, which differs radically across these
areas, the measures are adjusted to a per capita basis. The table’s
lower portion presents several ratios that can be taken to measure
aspects of arts industry structure.

Row 1 of Table 15.4 shows direct expenditure attributable to
the arts, as that category was previously defined in discussion of the
Port Authority study. The arts in New York annually generate $182
of direct expenditure per capita, compared with only $15.24 in
Minneapolis-St. Paul and $9.96 in the six cities as a whole. The dif-
ferences in magnitude are striking. A major explanation is the fact
that New York has two large commercial sectors within its arts indus-
try — namely, the Broadway theater and motion picture and TV

15. National Endowment for the Arts, Research Division Report no. 15, Economic Impact
of Arts and Cultural Institutions, January 1981.
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Table 15.4 Comparison of economic impact studies of the arts
industry

Six cities Minn.-St. Paul N.Y.-N.J. area

(NEA)* (NEA)* (PA)

Per capita measures of size
All arts
1. Direct expenditure (dollars) 9.96 15.24 181.7
2. Attendance 0.95 1.34 424
3. Exports (dollars) 1.52 221 54.47
Nonprofit arts
4. Direct expenditure (dollars) 8.45 13.05 40.30
5. Attendance 0.95 1.34 3.54
Audience structure and exports
All arts
6. Visitors as percentage of audience 20.0 13.6 19.6
7. Arts-motivated visitors as

percentage of audience” 4.1 41 9.3
8. Exports as percentage of direct

effects’ 152 144 30.0

Sources: Six cities and Minneapolis—St. Paul: NEA study cited in note 15. New York-New
Jersey: Port Authority study cited in note 11.

“ NEA dollar figures have been adjusted as follows to improve comparability with Port
Authority (PA) categories: all dollar figures were increased 48% to compensate for infla-
tion between 1978 and 1982; in Rows 1 and 4 ancillary spending by the resident audience
has been excluded, although the NEA counted it as direct expenditure; in Row 4 ancillary
spending by visitors has also been excluded from the NEA figures, since it is not available
for nonprofits in the Port Authority study.

® In the NEA studies, ancillary spending by visitors to each region was credited to the arts
only if the visitor reported coming for the “sole” purpose of arts participation. The Port
Authority credited ancillary spending to the arts for those whose “major” purpose in
visiting was arts participation or who extended their visit for that purpose. The NEA rule
would appear to be more restrictive, reducing the percentages in Row 7 of the first
two columns. Since visitor spending is a major component of exports, that would also
reduce values in Rows 3 and 8.

production — whereas the six cities have only nonprofit institutions,
such as museums and symphony orchestras. If we limit the compari-
son to the nonprofit sector (see row 4), direct expenditure in New
York falls to $40.30 per capita, only three times its level in Min-
neapolis-St. Paul and four or five times the level in the six cities
together. (Note a in the table explains some adjustments made for
this comparison.)
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Table 15.4 shows that attendance per capita differs less dramati-
cally among areas than does direct expenditure. When the commer-
cial theater is included (row 2), attendance per capita is 4.24 times
per year in New York. In the six cities and in Minneapolis-St. Paul,
where there is no commercial theater, per capita attendance is,
respectively, only 0.95 and 1.34 times per year. Excluding commercial
theater in New York (see row 5) reduces attendance there to 3.54
times per year, still about three times its level in the other places. Why
should the difference be less dramatic for attendance than for direct
expenditure? Probably because unit costs are higher in New York
than in the other cities, which would tend to inflate New York’s direct
expenditures. But New York also has two arts segments that gener-
ate spending but do not produce “admissions,” namely, art galleries
and auction houses, and movie and TV production.

With respect to these size comparisons, however, a major caveat
must be entered. Unfortunately, pressure of time prevented the NEA
researchers from surveying all local arts institutions or even drawing
representative samples in the six cities studied. Consequently, we
know that the magnitudes reported in the upper panel of Table 15.4
represent something less than the whole, but we don’t know how
much less. In each case the surveys covered the major museums of
art and science, the symphony orchestra, one or more theaters and
dance companies, and the occasional opera or botanical garden, for
a total of forty-nine institutions in the six cities. The authors of those
studies made no attempt to estimate what proportion of the local
arts sector they had measured. Let us assume that it was somewhere
between half and three quarters, not in terms of number of institu-
tions but of volume of activity. In that case, we would have to increase
the numbers for Minneapolis-St. Paul and the other cities in the
upper panel of Table 15.4 by somewhere between 33 and 100 percent.
On a per capita basis, they would still be well below New York’s level.

Arts audiences and arts exports

The lower portion of Table 15.4 presents some measures of audience
structure and of the relative importance of arts exports. For these
structural measures, no adjustment need be made for city size, since
size does not directly affect their magnitude. Row 6 shows visitors,
defined as those coming from outside the metropolitan area, as a
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percentage of the total audience at museums and the performing arts.
The percentage is almost identical for the six-city aggregate and for
New York, but is considerably lower in Minneapolis-St. Paul.

Row 7 shows arts-motivated visitors as a percentage of the total
audience. Here we find a striking difference: The figure is 9.3 percent
in New York, well over twice the level of 4.1 percent registered in the
six cities and in Minneapolis-St. Paul individually. (However, see the
caveat in Table 15.4, note b.) This difference is economically impor-
tant in two ways. First, as was explained above, arts-motivated visi-
tors are the only members of the audience whose ancillary spending
— the money they pay for transportation, hotels, meals, and shopping
while on their visit — can be legitimately counted as direct expendi-
ture attributable to the arts. Consequently, differences in row 7 gen-
erate differences in row 1. Likewise, arts-motivated visitor spending
is the principal component of arts “exports.” So differences in the
level of exports, as revealed in rows 3 and 8, are affected by differ-
ences in the relative size of the arts-motivated visitor audience.

When museum audiences are compared with those for the per-
forming arts, an interesting contrast emerges. In the six cities it
studied, the NEA found that despite considerable variation among
institutions of the same type, nonlocal visitors generally made up a
considerably higher fraction of the audience at museums than at the
performing arts. The explanation is straightforward. Most museums
are open at least six days a week and have no limit on the number
to be admitted. Therefore, the out-of-towner can attend with virtu-
ally no advance planning. Not so for the performing arts, as any visitor
who has tried to attend on the spur of the moment can attest. Ballet,
opera, and symphony performances take place only during limited
“seasons.” Tickets are required and may be sold out months ahead of
time. Consequently, attending performing arts events, especially from
out of town, requires a lot of advance planning. While that holds down
the proportion of visitors to total audience for the performing arts as
compared with museums, the NEA found that it also raises the pro-
portion of those visitors who report that the arts are the sole reason
for the trip.'®

Something more must be said about exports. How can the two- or
three-fold difference in the relative size of the arts-motivated visitor

16. Ibid., pp. 18-19.
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audience, as shown in row 7, become the twenty-five- to thirty-five-
fold difference in art industry exports revealed by row 3? Part of the
answer is that Broadway road companies, which contribute more
than $6 per capita to New York’s art exports, have no counterpart in
the other cities. More important, however, is the fact that the average
arts-motivated visitor to New York was responsible for $127 of ancil-
lary spending per visit, while his or her counterpart in Minneapolis-
St. Paul or in the six-city group reportedly spent only $26 or $14,
respectively. Again, one may ask, how can that be? Apparently, the
average visit to New York was longer in duration. Beyond that, we
can only speculate: New York’s prices are higher, but not that much
higher; perhaps New York also offers visitors a larger or more tempt-
ing variety of things on which to spend their money. Whatever the
explanation, row 3 of the table does show that art industry exports
are significant for the New York-New Jersey metropolitan area, but
virtually negligible for average U.S. cities, if those in the NEA study
are assumed to be representative.

HAVE ECONOMIC IMPACT STUDIES
BEEN MISUSED?

It was pointed out at the beginning of this section that studies of the
local economic impact of the arts were developed in the 1970s pri-
marily as an advocacy tool, a way of persuading state and local offi-
cials and local business people that art and culture were worthy of
generous public and private support. In that role they proved very
effective, probably, as Anthony Radich and Sonja Foss have sug-
gested, because by relying on dollars-and-cents economic arguments
and building on the premise that economic development is a good
thing, “they bridge differences or reduce psychological distance be-
tween arts advocates and those they must persuade,” namely, the
business people and public officials who are influential in making
funds available for the arts. "/

In this chapter we described two of the best of those studies.
Anyone who carefully reads the originals will be impressed with the

17. Anthony J. Radich and Sonja K. Foss, “Economic Impact Studies of the Arts as Effec-
tive Advocacy,” in Radich and Schwoch, eds., Economic Impact of the Arts, p. 90.
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care their authors take to avoid overstating the size of the arts sector
and to warn readers against misusing the estimates they provide.
However, not all economic impact studies were as scrupulous as those
cited, and even the best of them may have been misused in subtle
ways. There can be no objection to a study that makes an honest and
informed effort to measure the sheer size of the arts sector in a local
economy. But as Bruce Seaman argues, economic impact studies can
be faulted for the fact that those who use them (especially nonecon-
omists) frequently draw incorrect or misleading inferences from
them, and the form and content of the studies virtually invite such
errors.'®

How to misinterpret an economic impact study

Typical misinterpretations can be illustrated with a single hypotheti-
cal example. Suppose that in some medium-sized city, an economic
impact study shows the arts industry to account for $40 million of
direct and $80 million of indirect spending per year. Advocates using
the study emphasize that it proves the arts to be “big business,”
important to both employment and income in the city. The unstated
implication is that if the arts sector were to falter, the city would lose
$120 million per year of spending, together with the associated jobs.
But this is unlikely to be true because, as Seaman emphasizes, it
overlooks the pervasiveness of substitutability among objects of
expenditure.”

Look first at consumer spending. Part of the direct expenditure of
arts institutions included in the $40 million total is accounted for
in ticket sales by the resident theater company, the local symphony
orchestra, and the opera company. But if these institutions did not
exist, local citizens would presumably spend their money on some-
thing else. Perhaps they would go to the movies more often or spend
more on health clubs, restaurant meals, or birthday presents. The
pattern of consumer spending would be different, but there is no
reason to assume that the total would be smaller, and the same argu-
ment extends to the flows of indirect expenditure resulting from the

18. Bruce A. Seaman, “Economic Impact Studies: A Fashionable Excess,” in ibid., pp.
43-175.
19. Ibid., pp. 52-55, 57.
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initial spending impulse. However, one possible change in pattern
does deserve mention: If the arts were no longer available locally,
consumers might travel more frequently to other cities to visit a
museum or attend a play, concert, opera, or ballet. That would reduce
local spending, just as an increase in imports of other goods and ser-
vices would. But the effect would probably be very small, since it is
likely that only a minor fraction of former arts spending would be
diverted to other places.

Substitutability also operates in connection with public support.
In most cities a portion of the direct expenditure of nonprofit arts
institutions, especially museums, is paid for by local government
subsidies. Arts advocates might stress the importance of the jobs
and income traceable to that financial support. But again, there is no
reason to assume a unique connection. If the city did not subsidize
the art museum, it might either spend more on other local services,
with a presumably equivalent impact on jobs and income, or else
reduce taxes, which would permit an offsetting increase in consumer
spending.

One alleged advantage of the arts over some other local service
activities is that they can attract visitors from outside the metropoli-
tan area whose spending within the city is a net addition to local
income and stimulates economic growth in the same way as an
export of goods would do. We have shown, however, that in most
cities the export component of arts activity is small, probably too
insignificant to make or break the case for local government or busi-
ness support.

At a deeper level, Seaman points out that many economists have
also questioned the emphasis on particular export industries (some-
times identified as “basic” industries) as generators of local economic
growth.” Very briefly, their argument is that if one local export indus-
try falters, it will often be replaced by another, provided the locality’s
economic environment, which is largely shaped by its “service”
sector, remains healthy and attractive. The experience of certain New
England cities illustrates the point. In the decades down to 1950,
many of them saw their exports dry up, as the textile industry moved
from New England to the South. But in the 1960s and 1970s, elec-
tronics and other “high tech” enterprises took their place, becoming

20. See ibid., pp. 57-61; and Heilbrun, Urban Economics, pp. 163-65, 170-71.
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important local exporters and engines of growth. Those industries
were attracted to New England by its highly skilled labor force and
the world-renowned engineering and scientific capability of its uni-
versities. Thus, particular export industries are replaceable if the local
service sector is strong. It is therefore an attractive service sector, not
the individual export industries, that is indispensable for long-run
growth.

THE ARTS AND THE LOCAL QUALITY OF LIFE

A final economic argument said to favor promotion of the arts is that
their presence can help to attract business firms into a metropolitan
area, thus stimulating local economic growth. Unfortunately, studies
of business location decisions have not shown that art and culture are
significant determinants of locational choice.?' The factors most com-
monly mentioned by firms that have relocated are things such as the
cost and availability of land and labor, transportation connections,
proximity to markets, commuting distances, and local tax rates. When
“quality of life” variables are mentioned, the most prominent are
likely to be features such as good climate, accessibility of recreational
facilities, low crime rate, and high-quality schools rather than
the amenities of art and culture. In a nationwide sample survey
that asked employers about factors affecting recruitment of new
employees, local cultural facilities ranked a distant twelfth among
fourteen, and were said to be very important by only 7 percent of
respondents.”

Nevertheless, a strong cultural sector does help to create a favor-
able image of a city. One study found that officials concerned with
local economic development were apt to cite such amenities “as an
important indicator of the general level of a community’s civility
and culture. The presence of these amenities is used to suggest that

21. See James L. Shanahan, “The Arts and Urban Development,” in William S. Hendon,
James L. Shanahan, and Alice J. MacDonald, eds., Economic Policy for the Arts (Cam-
bridge, Mass.: Abt Books, 1980), pp. 295-305, cited at 303—4; and Seaman, “Economic
Impact Studies,” p. 60.

22. John Landis, Cynthia A. Kroll, and Barbara J. Johnson, Responses to High Housing
Prices: Economies, Firms and Households,vol. 1 (Berkeley: Center for Real Estate and
Urban Economics of the University of California, August 1990), table v. 8, p. 91.
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a community is progressive, resourceful, concerned about itself, and
energetic.””

The business community, too, is aware of the importance of art and
culture to the local environment. We showed in Chapter 12 that busi-
ness firms often make substantial contributions to the support of the
arts in their home town. While they may be motivated partly by a
concern for public relations, it can hardly be doubted that they also
believe their contributions are an effective way of making the local
community a better place in which to live. Economists, on the whole,
would agree with that way of looking at the matter: If the arts deserve
local support, it is not because they are instruments of economic
development, but because they make an indispensable contribution
to the well-being of the women and men who make up the local
community.

23. David Cwi and Katherine Lyall, “Economic Impacts of Arts and Cultural Institutions:
A Model for Assessment and a Case Study in Baltimore,” National Endowment for
the Arts, Research Division Report no. 6, November 1977, pp. 21-24.



16 The mass media, public
broadcasting, and the cultivation
of taste

Art is said to be an “acquired” or “cultivated” taste. That is in no way
a disparaging statement. It certainly does not imply that a taste for
art is somehow unnatural, artificial, or pretentious, as if all those
people who claim to enjoy listening to Beethoven’s string quartets or
Bach’s cantatas were just kidding. Rather, it means that one has to
be familiar with art to find pleasure in it, and the more familiar with
it you become the more pleasure you find.

As pointed out in Chapter 4, taste is obviously one of the most
important variables determining the level of consumer demand for
art (or for any other consumer good). If the public’s taste for art
increases, the demand curve for art shifts to the right along the supply
curve: Unless the supply curve is perfectly vertical, more will be pro-
duced and more be purchased (see Fig. 4.7). But if taste itself depends
on exposure, we are in danger of being trapped in a suboptimal posi-
tion, in the following sense. Some expenditure of time and/or money
by consumers in making themselves more familiar with art would
yield gains in future utility more than sufficient to cover the outlay.
The optimal (and rational) decision would be to make the outlay, but
since consumers are unaware of the possible future gain, they do not
do so. To put it in less formal terms, consumers would greatly enjoy
art if they were familiar with it; however, familiarity comes only
with exposure, and the public will not expose themselves to it since
they have not the taste. This vicious circle can be broken only by
policies such as subsidizing the distribution of art (a possibility
we discussed in Chapter 11) or providing an effective program of

360
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arts education to every student (a proposal we return to in the next
chapter).

IMPACT OF THE MASS MEDIA

From the point of view of high art the situation is aggravated by the
collective impact of the mass media — television, radio, motion pic-
tures, and the culture of advertising that uses and is used by them. The
taste for popular art is also an acquired one, but in this case the public
gets plenty of exposure and is almost guaranteed to acquire the taste
because the mass media, by which all our lives are surrounded,
or indeed invaded, provide little else. In the competition between
popular culture and high art, the commercial mass media bias the
outcome very sharply in favor of the former. This too can be viewed
as a self-reinforcing process, or vicious circle. The mass media cater to
the taste of the majority, in this case for popular culture, such as the
various forms of rock or country music; exposure through the mass
media reinforces that taste; audience surveys then inform commercial
producers that popular culture is,indeed, what audiences want and the
profit motive insures that they will continue giving it to them.

This is not to suggest, of course, that what we have called high art
would predominate in the absence of the mass media. There is a spec-
trum of tastes in art, recreation, and entertainment reflecting a mul-
titude of influences, among which exposure through the mass media
is only one. But there is little doubt that the mass media do influence
the outcome by catering to the taste of the majority and virtually
ignoring everyone else. Economists have frequently pointed out that
even when there are three television stations competing in a single
market, none will adopt programming aimed at minority tastes
(minority here referring not necessarily to an ethnic group, but simply
to those whose tastes differ from the broad majority.) Rather, each
broadcaster will conclude that it is more profitable to go for a share
of, say, the 90 percent majority than to try to please a possibly elusive
10 percent minority.'

1. See, e.g., Glenn A. Withers, “The Cultural Influence of Public Television,” in James
L. Shanahan et al., eds., Markets for the Arts (Akron, Ohio: Association for Cultural
Economics, 1983), pp. 31-43, cited at 31; and Roger G. Noll et al., Economic Aspects of
Television Regulation (Washington, D.C.: Brookings Institution, 1973), pp. 50-51.
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Radio

Radio stations are much more numerous, less expensive to operate,
and therefore satisfied with smaller market shares than are television
broadcasters. In most communities, radio stations specializing in
music try to develop a characteristic “sound” or musical profile.
To do that they typically concentrate on one particular kind of rock,
country, or other popular music, or sometimes confine themselves just
to the “Top 40.” Rarely do they offer anything but “popular” music.
The principal sources for broadcasts of “classical” or “serious” music
are the noncommercial, publicly operated stations affiliated with a
public radio network such as National Public Radio, American Public
Radio, or student-operated stations at colleges and universities. In
1990 there were 9,447 commercial and 1,489 noncommercial radio
stations in the United States. Only seventy-nine of the stations in the
commercial sector (or less than 1%) maintained a classical music
format, whereas in the noncommercial sector 334 stations (or about
22%) did so.?

Thus for the most part, the listening public is offered popular
music, becomes familiar with it, likes it, and wants to hear more.
And, of course, a very large industry has grown up devoted to pro-
ducing more, so that listeners will not be disappointed. (In this way,
the market also clearly influences the direction in which musical
talent flows.)

Television

The cultural impact of commercial broadcast television is analogous
to that of commercial radio. So little of what we would call “high”
culture is shown today on commercial television that the category
(whatever one might call it) doesn’t even turn up in statistical studies
of what goes out over the airwaves. For example, in his very detailed
review of programming on prime-time network television during six
months of 1974, Harvey Levin lists only one cultural program, a single
“musical drama,” shown only once.” By contrast, a study of public

2. The Broadcasting Yearbook (New Providence, N.J.: R. R. Bowker, 1991), pp. F.103, F112.
A radio format is defined as programming over twenty hours weekly. Thus, a single
station can have more than one format.

3. Harvey J. Levin, Fact and Fantasy in Television Regulation (New York: Russell Sage
Foundation, 1980), table 3.2.



The mass media, public broadcasting, and taste 363

Table 16.1 Growth of electronic media

1950 1960 1970 1980 1990

Percentage of households with television 9.0 87.1 95.3 97.9 98.2
Average viewing hours per day 4.6 5.1 5.9 6.6 6.9
Percentage of TV households
With cable N.A. N.A. 6.7 19.9 56.4
With VCR N.A. N.A. N.A. 1.1 68.6

Sources: Statistical Abstract of the United States, 1979, table 986; 1989, table 900; 1991,
table 919; and Nielsen Media Research.

television program content indicated that between 1974 and 1986 the
proportion of programs classified as cultural varied from 17.9 to 22.8
percent of total broadcast hours. (The study’s definition of cultural,
however, is probably somewhat broader than the one employed in
this book.)*

As pointed out in Chapter 2, commercial TV broadcasting on a
consequential scale began immediately after World War 11 and gained
viewers rapidly. Table 16.1 shows that only 9 percent of U.S. house-
holds had a television set in 1950. By 1960 the proportion had risen
to 87 percent, and average viewing per day was reported to be 5.1
hours. By 1990, 98 percent of households had sets (often more
than one). Viewing per day reached a peak of 7.2 hours in 1987,
then declined slightly to 6.9 hours in 1990. Obviously, television has
become a major cultural force.

Broadcast television, like radio, is dominated by the advertising-
supported commercial sector. In 1978, 516 of the available VHF
channels were licensed to operate commercially, while only 111 were
licensed to public (i.e., nonprofit) entities.” Why licenses are required
in order to broadcast, and how their number is limited, emerges in
the next pages.

To argue, as we have done, that the mass media cultivate the taste
for popular art by insistently reproducing it, is to imply that if they

4. National Endowment for the Arts, A Sourcebook of Arts Statistics: 1989, tables 8.59 and
8.60.

5. A Public Trust: The Report of the Carnegie Commission on the Future of Public
Broadcasting (New York: Bantam, 1979), table C.1.
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devoted more time to the high arts, they could also stimulate the taste
for those forms. That may seem a doubtful proposition, given the
weight of the forces supporting popular culture, and we know of
no hard evidence to support it. In this chapter we argue the need
for a public broadcasting system to supplement private, commercial
networks. But the argument does not stand or fall on the ability of
broadcasting to influence taste. It would be sufficient grounds for
some sort of public intervention that the private commercial system
ignores the preferences of a sizable minority of potential listeners and
viewers.

Some caveats

Before we go further, two caveats are in order. First, the radio, TV,
and cable industry is so complicated that a single chapter cannot
possibly do it justice and is therefore in danger of oversimplifying
complex issues. Indeed, it was explained in the Introduction to this
volume that broadcasting, writing and publishing, and the motion
picture industry would be omitted from the field to be studied
because, among other reasons, each would require a book unto itself.
The electronic media are discussed in this chapter only in respect to
their special role in the development of taste and the dissemination
of culture. No attempt is made at a full description of the economics
of the broadcasting or cable industries.

Second, it must be kept in mind that the electronic media industry
is subject to almost continuous transformation as wave after wave of
technological innovation sweeps through it. Table 16.1 shows how
rapidly the successive revolutions first of broadcast television, then
of cable, and, most recently, of the videocassette recorder, have taken
hold. There is no reason to believe the industry will be less dynamic
in the future. Thus almost anything written about it today is in danger
of sounding outdated tomorrow.

FEDERAL REGULATION OF BROADCASTING

Television, like the radio broadcasting out of which it grew, is a fed-
erally regulated industry. Regulation began with the Radio Act of
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1927 as a way of sorting out the assignment of signal frequencies, so
that broadcast signals would not interfere with one another. As
described by Noll, Peck, and McGowan, the act created a Federal
Radio Commission “with the power to assign wavelengths and deter-
mine the power and location of transmitters. Licenses were to be
granted for three years, but only if the commission determined that
the award would serve the ‘public convenience, interest, or necessity.’
... Censorship powers and control of program content were specifi-
cally denied the commission.”®

Under the Communications Act of 1934 the Federal Radio Com-
mission became the Federal Communications Commission (FCC)
and was given the power to regulate telephone communications as
well as broadcasting. In most respects, the regulatory framework
established in 1927 was retained. Thus when television became a
reality, it was subject to regulation under the guidelines that had
originally been laid down for radio.

It should be recalled that in Chapter 11, market failure was cited
as the principal justification for regulation, and “externalities” were
listed among the important causes of market failure. Broadcast signal
interference is quite obviously an external effect of one economic
unit upon another, so the regulation of broadcasting fits very well into
the theory of externalities developed in Chapter 11. There is an addi-
tional argument at work, however. The electromagnetic spectrum
usable for broadcasting belongs to the public at large, like the air we
breathe or the water in our rivers. No original private claims on it are
recognized. It is public property. Hence, the purpose of regulation is
not just to keep private users from interfering with one another, but
also to promote the public interest.

Noll, Peck, and McGowan tell us that the FCC, in attempting to
regulate broadcasting in the public interest, has adhered to four
objectives: first, to establish stations “in as many localities as pos-
sible”; second, to bring about an “acceptable level of diversity in
program content”; third, to insure that broadcasting fulfills its “role
as public servant”; and fourth, “to maintain an acceptable level of
competition.”” They point out that these objectives are not necessar-
ily compatible.

6. Noll et al., Economic Aspects of Television Regulation,p.98. 7. Ibid., p. 99.
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The decentralization objective

The objective of maintaining stations in as many different localities
as possible is rooted in the American tradition of defending local
autonomy against the threat of centralized economic or political
power. No doubt political pressure from members of Congress and
locally elected officials also weighed in on the side of localism. But
in this instance a price was paid in terms of reduced competition in
each market. If the FCC had assigned VHF licenses so as to develop
regional rather than local markets by authorizing stations with
greater transmission range, but fewer in number, much of the nation
could have received up to seven VHF channels.® There would have
been fewer cities with stations, but more competition in each market.
An economist qua economist, however, cannot say whether the
assumed political or social benefits of localism outweigh its economic
costs in terms of reduced competition.

From the preceding discussion it is clear that the authorized
number of broadcasting licenses depends not only on the natural lim-
itations of the electromagnetic spectrum but also on the particular
plan by which the FCC divides it up. There is also no question about
the fact that limitations on their number resulting in what economists
call relative scarcity have made TV broadcasting licenses exceedingly
valuable. The extra income that accrues to a license owner on account
of the relative scarcity of licenses is a form of “scarcity rent” or, as it
is sometimes called by economic theorists, “economic rent.” Eco-
nomic rent is defined as a payment to a factor of production in excess
of what must be paid to bring it into use. Since the electromagnetic
spectrum exists in the state of nature and is nonreproducible, the
spectrum space handed over to a licensee has no cost of production.
Therefore the return attributable to the use of the licensed segment
is an economic rent. In this case, since the factor of production is
space on the broadcast spectrum, it can also be referred to as “spec-
trum rent.” It has sometimes been proposed that such rent be taxed
and the proceeds used to subsidize public broadcasting. We return to
this question below.

8. Ibid., p. 101.

9. This should not be confused with the more popular usage of the term “rent,” in the
sense of a periodic payment, such as renting an apartment, a car, or a floor-sanding
machine.
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THE QUALITY OF COMMERCIAL BROADCAST
PROGRAMMING

Two of the FCC’s objectives — an acceptable level of program diver-
sity and service to the public — relate directly to program content.
Many observers would argue that the commission has not been suc-
cessful in achieving them. It is true that both networks and local sta-
tions devote a good deal of time and effort to news broadcasts and
political events which help them to fulfill the commission’s public
service objective, although in this respect their record is no better
than public television’s.'

However, it is the content diversity objective that is farthest
from realization. If by diversity we mean that the viewer is offered a
choice among game shows in the early evening or between sitcoms
or police dramas in prime time, or among movie reruns still later on,
then there is a good deal of diversity in U.S. broadcasting. But if by
diversity we mean that commercial television might also with rea-
sonable frequency offer documentaries, educational programs, or
what we have referred to as high culture, then the verdict is likely to
be negative."!

The effect of advertisers on programming

Commercial broadcasters are in the business of selling advertising
time. Advertisers buy time and pay for it in proportion to the size of
the audience delivered, as measured by the ratings services. “Enter-
tainment programs” in their various forms attract the largest audi-
ences. Hence commercial broadcasters are under constant pressure
to shun documentaries, educational programs, and high culture in
favor of entertainment. The problem is not that commercial broad-
casters, at least those in the larger markets, cannot afford to offer
more diverse and less remunerative programming. As we see below,
the substantial spectrum rents that accrue to licensees would easily

10. For public TV, see Sourcebook: 1989, table 8.59; for commercial networks, see Christo-
pher A. Sterling and John M. Kittross, Stay Tuned: A Concise History of American
Broadcasting, 2nd ed. (Belmont, Calif.: Wadsworth, 1990), table 7.A (data copyrighted
by L. W. Lichty).

11. See Levin, Fact and Fantasy, chap. 3 on program diversity, and chap. 13 on content
regulation.
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pay for more “merit programming.” The problem, rather, is that the
FCC has not found the will or the way to bring sufficient pressure on
them to do so. The commission has almost never refused a license
renewal in order to enforce some higher standard of program service
on a licensee. More direct action, for example, the imposition of
explicit quantitative program requirements (assuming the necessary
rules could be spelled out), might violate the broadcasters’ right of
free speech, assertedly protected by the First Amendment to the U.S.
Constitution. In any case, such an approach has not been tried.

In recent years two changes have altered the context in which the
argument about TV program quality is carried on. First, public broad-
casting has developed into a going enterprise, potentially able to
supply the serious, high quality programs not found on commercial
stations. Indeed, the more cultural programming became available on
the Public Broadcasting System (PBS), the less of it the commercial
broadcasters were inclined to offer. Brian Rose noted that (in the
early 1970s) “the development and growth of PBS seemed to free
the commercial networks from maintaining their previous levels
of prime-time cultural offerings. . . . By the 1980s they had virtually
abandoned the field of cultural production to PBS.”"* One might
therefore argue that instead of trying (unsuccessfully) to persuade
commercial broadcasters to devote spectrum rents to producing (or
buying) quality programs, we should in some fashion tax those rents
and use the proceeds to help pay for enhanced programming and a
wider reach for the public system. We return to this question below.

The second change comes from numerous technological innova-
tions, among them cable television and more recently the home
video cassette recorder, backyard dish antenna, and satellite master
antenna. These new modes of communication compete directly with
TV broadcasting. Each offers an alternative to reliance on locally
broadcast signals and thus increases the range of choice available to
the consumer. Some analysts argue that this increase in competition
makes it desirable to deregulate at least some aspects of commercial
broadcasting.” We look next into the question of whether cable

12. Brian G. Rose, Television and the Performing Arts, a handbook and reference guide to
cultural programming (Westport, Conn.: Greenwood, 1986), pp. 10, 12.

13. See the papers collected in Eli M. Noam, ed., Video Media Competition (New York:
Columbia University Press, 1985).
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itself has increased the amount of art and culture available to TV
VIEWETS.

Narrowcasting: The promise of culture on cable

What we now call “cable television” began in 1948 as a way of bring-
ing broadcast TV signals to local markets where reception was
blocked by uneven topography. The organizer of a network would
build an antenna on high ground and then carry the signals along
newly installed cables to the homes of subscribers." The industry
grew slowly through the 1950s and 1960s. The importation of pro-
gramming other than what could be received from broadcasters
was in various ways impeded by FCC regulation, and this had the
effect of limiting the attractiveness of cable to areas where broadcast
reception was poor.

Two changes produced a cable TV boom in the 1970s. First, the
FCC relaxed its regulations and, second, the invention of signal trans-
mission via satellites fixed in space greatly improved the process
of importing distant signals. Cable companies could now offer a far
greater number of simultaneous programs than were available in any
one market over the air. As shown in Table 16.1, by 1980 one-fifth of
all U.S. television households were wired for cable, and by 1990 the
proportion had reached 56 percent.

As the number of cable-connected homes increased in the late
1970s, media analysts began to talk about the revolutionary possibil-
ities of what they called “narrowcasting.”"> We have already described
the economic incentives that drive over-the-air broadcasters to try to
maximize audience size by designing programs that will appeal to the
tastes of the majority. In that process the tastes of smaller groups
(say, less than 15% of the potential audience) are simply ignored.
Narrowcasting seemed to offer a way out. It was suggested that since
so many channels were available on the typical cable network, it
might now actually be profitable to devote some of them to the
satisfaction of minority tastes, such as the taste for high culture (or
at least for higher culture than was available on commercially broad-

14. This summary of cable TV’s early history is based on Kirsten Beck, Cultivating the
Wasteland (New York: American Council for the Arts, 1983), pp. 1-14.
15. Ibid., pp. 16-20.
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cast television). Thus was born the notion of “art and culture
on cable.” Not only would lovers of the arts be pleased, but also
performing arts companies would have a new and much needed
source of revenue and employment. Television would not only offer
high art, but would also contribute to its growth and prosperity.
Unfortunately, it didn’t work out that way.

Between December 1980 and June 1982 four commercial cable
channels were launched to offer nationwide viewers a richer combi-
nation of art, culture, and sophisticated entertainment than had ever
before been attempted in the commercial sector. The four were CBS
Cable; the Entertainment Channel, launched by RCA and Rocke-
feller Center, Inc.; Bravo, started by three cable system operators; and
the ARTS channel, a joint venture of the Hearst Corporation and the
American Broadcasting Company.

Advertising revenue at CBS cable fell disastrously short of
expectations and the channel closed down after fifteen months.
The Entertainment Channel relied on subscriptions rather than
advertising for its support, but found far too few viewers willing to
pay the subscription premium. It closed down after nine months,
although in technical a sense one could say it did not “go out of
business” since it merged with ARTS to become the Arts and
Entertainment Network (A&E). Bravo and A&E survived but did
so by deemphasizing “high culture” in favor of more movies, nature
programs, comedy, and documentaries on history and current
affairs.

LESSONS OF THE CABLE EXPERIENCE

As always when complex ventures fail, different observers will offer
different explanations. One account of the failure of CBS Cable and
the Entertainment Channel might be that their backers underesti-
mated the start-up costs and were not prepared to wait long enough
before breaking even. To support that view one might note that both
Bravo and A&E started with less ambitious immediate goals but
eventually made a go of it. On the other hand, both also moved away
from high culture in the process of “finding a niche” in the enter-
tainment spectrum. A possible conclusion, especially if one were
suspicious of “special pleading” for the arts, would be that a market
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for art and culture broad enough to support an exclusively cultural
channel just is not there.

A more complex answer is supplied by David Waterman’s study of
the launching of the channels.'® His conclusions can be summed up
as follows. First, the audience for culture is not “a cohesive group
of avid (i.e., frequent) viewers” waiting to watch almost any cultural
program that comes along. Rather, there are opera buffs, bal-
letomanes, theater lovers, and so on. They will not necessarily
watch every program in their own field of interest, much less in
other fields. Thus the audience for any single program is likely to be
small. But second, the cost of producing original cultural pro-
grams for television is very high and was probably underesti-
mated by the cable groups that proposed to try it. Finally, the
new culture channels faced competition from one already well-
established and, as it turned out, rather formidable competitor: public
television.

Not only did public television offer a good deal of culture, it
also in Waterman’s words had a “reputation for consistently first rate
productions” which established “the industry standard for high
quality cultural programming.” PBS had to spend a lot of money
to achieve that high quality. Waterman’s calculations led him to
estimate that “CBS Cable’s total [cultural] programming investment
per year was less than one-quarter that of PBS.” He concluded that
the very great cost of high-quality original programming in any
category dims the prospect that narrowcasting ventures can eventu-
ally become financially “self-supporting,” a position that is simply
reinforced by our showing in Chapter 8 that TV production costs are
by their very nature subject to cost inflation on account of produc-
tivity lag.

Although Waterman does not say so, this line of thought leads to
the conclusion that if we really want culture on television we will have
to rely on subsidized public television to present it. And since the cost
of program production seems to rise ineluctably, we had better be
prepared to increase the public subsidy as we go along. In this way
we arrive at the question, how should public radio and television be
paid for?

16. David Waterman, “Arts and Cultural Programming on Cable Television: Economic
Analysis of the U.S. Experience,” in Economic Efficiency and the Arts (Akron, Ohio:
Association for Cultural Economics, 1987), pp. 240-49.
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PAYING FOR PUBLIC BROADCASTING

PBS, as it is known in the United States, came into being with the
passage by Congress of the Public Broadcasting Act in 1967. The indi-
vidual units that were brought together to form the system had pre-
viously been known as educational TV or radio stations.'” They were
nonprofit enterprises, usually operated by universities or supported
by state or local governments. During the 1960s educational broad-
casting had received some funds from the federal government and
substantial support from the Ford Foundation. Nevertheless, because
of its decentralized origins, by far the greater part of its income came
from state or local tax sources, and this continued to be the case for
some years after the federally sponsored public system went into
operation.

The financial history of PBS is summarized in Table 16.2. Federal
support comes principally through appropriations made to the Cor-
poration for Public Broadcasting (CPB), which was set up under the
1967 act to oversee the development of a physically interconnected
system for public television and public radio, to underwrite national
programming (CPB was not itself permitted to produce programs)
and to act as a conduit in the distribution of federal funds to indi-
vidual stations. By 1973 the federal appropriation to CPB had grown
to $35 million, while other federal agencies (chiefly the NEA and
NEH) added grants of $20.6 million. Yet the combined federal con-
tribution amounted to only 21.8 percent of public broadcasting’s total
income of $254.8 million. State and local support accounted for 50
percent, and private sources, including foundations, individuals, and
corporations, for 28.2 percent.

In the ensuing years, many of the friends of public broadcasting
argued for more generous federal support on the ground that bud-
getary constraints were preventing the system from realizing its full
potential. A 1988 report, for example, argued that “the system and
the public stations cannot do great programming unless there is a
large increase in national funding, plus a guarantee that these funds

17. On the origin of public broadcasting in the United States and its history through 1977,
see Carnegie Commission on the Future of Public Broadcasting, A Public Trust (New
York: Bantam, 1979), chap. 2. For the years 1977-89, see Sterling and Kittross, Stay
Tuned, pp. 479-84.
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will be available two years, five years, even ten or twenty years
from now.”"® Such pleas were not notably successful. As Table 16.2
shows, the federal contribution did increase in absolute amount,
but declined as a fraction of total system income to only 16.9 percent
in 1990. The relative decline in state and local support was even
sharper.

Private support of public broadcasting

What rescued the system from financial disaster was the rapid growth
of private funding, which increased to 53.1 percent of total income.
Public TV stations, as anyone who watches regularly can verify, had
turned to their individual listeners and to large corporations for tax-
deductible contributions. (For a discussion of the economics of such
contributions, see Chapter 12.) That might seem like a good thing, the
virtues of voluntarism being what they are. Yet it does raise serious
questions of policy. To gain individual contributions, stations are
inevitably drawn to produce programming that will appeal to the
monied middle or upper-middle classes, to the exclusion of “demo-
graphically unattractive” audiences who are also underserved by
commercial broadcasting.' Corporate support raises equally serious
problems. Producers for public television who seek corporate spon-
sorship know that they must avoid subjects that might be in any way
controversial. The result is an increasingly bland menu of programs.
Indeed, there is a “catch-22” here: The more public television relies
on private funding, the more its content comes to resemble the com-
mercial television for which it was originally intended to be a clear-
cut alternative.

How should public broadcasting be financed?

The manner in which public broadcasting should be paid for has been
debated by economists, broadcasters, and public servants since the
system’s inception. The basic issues are, on the financial side, ade-
quacy, stability, and predictability of funding, and on the political side,

18. Working Group for Public Broadcasting, Public Broadcasting: A National Asset to Be
Preserved, Promoted and Protected (Columbus: Ohio State University School of
Journalism, December 1988), p. 1.

19. Ibid., p. 3.
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accountability, but with independence from political interference, and
central versus local control.

Passage of the Public Broadcasting Act in 1967 was largely attrib-
utable to the influence of a report by the first Carnegie Commission
entitled “Public Television: A Program for Action,” issued in January
of that year (and now referred to as “Carnegie 1” to distinguish it
from the report of a second commission in 1979).° Concerned about
the danger of political interference with the content of public broad-
casting, the commission recommended that programming funds for
the system be derived from a special tax on the sale of TV sets, the
proceeds of which would be specifically dedicated to public broad-
casting.”! Such an arrangement would have insulated programming
from the ordinary appropriation process, with its potential for putting
political pressure on the system. (In the wake of the confrontation
between Senator Jesse Helms and his supporters and the NEA,
discussed in Chapter 12, no one is likely to underestimate that po-
tential.) It was also suggested that the new tax would provide an ade-
quate and reliable source of funds to encourage long-run planning.
At the same time, the Commission recommended that general oper-
ating support for stations be provided out of regular appropriations
to the (then) Department of Health, Education and Welfare. In the
event, Congress and the administration rejected the notion of a ded-
icated tax, so the federal contribution has always been financed by
appropriations, although these have usually been approved for three-
year periods, in recognition of the long planning period needed for
successful program development.”

Opposition to a dedicated tax, as well as reluctance to increase
federal support to the levels sought by public television’s advocates,
comes primarily from those who fear the development of a sub-
stantially centralized public system. The Nixon administration, for
example, apparently believed that “the eastern liberal elite” was
biasing CPB-sponsored public affairs programs against its policies
during the period of the Vietnam War. Many local TV stations also
reportedly feared central control over public affairs programming.

20. Carnegie Commission on Educational Television, Public Television: A Program for
Action (New York: Harper & Row, 1967).

21. Ibid., pp. 68-73.

22. On the pros and cons of using dedicated taxes to support public broadcasting, see A
Public Trust, pp. 140-43.

23. See ibid., pp. 41-45.
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On the other hand, defenders of centralization argue that it is the best
way to assemble the massive resources needed to finance superior
programming, not only in public affairs but in science, education, and
the arts, as well. As one observer put it, “the problem is that the tech-
nology cries out for centralization,” but centralization conflicts with
local autonomy.* Because local autonomy is a cherished value in the
United States, it should not surprise us that the tug-of-war between
those favoring centralization and those supporting localism has been
the source of constant political tension within the world of public
broadcasting. In addition, in the 1990s the drive to balance the federal
budget provided an opening for some conservatives to oppose any
federal subsidy for public broadcasting.

Commentators on the problem of financing public broadcasting in
the United States do seem to agree that a balance among funding
sources is desirable to prevent any one source from obtaining undue
influence over programming. Just what proportions constitute a
proper “balance” is not a question we try to resolve, although we do
believe that those arguing for a larger federal role have made a strong
case. We turn next to the question of how broadcasting and cable
systems can or should be financed.

Alternative systems compared

Each system of paying for and operating broadcasting or cable tele-
vision results in a different distribution of burdens and benefits
among socioeconomic groups. For example, commercial broadcasting
in the United States is supported by advertising revenues. Economists
usually argue that in the long run the cost of advertising is passed
on to the general consumer in the form of higher product prices.
Thus the burden of supporting commercial television ultimately falls
on the general consumer. On the benefit side, we must distinguish
between direct benefits to viewers and indirect benefits or external-
ities that may accrue to the general public. Obviously, the direct ben-
efits of commercial television go to the people who watch it, that is,
to its audience. Although almost everyone watches some television
there can be no presumption that the direct benefits are spread across
the population in the same way as the burdens. For example, families

24. Comment of Professor James A. Capo to the authors.
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of equal income may pay about the same amount in higher prices as
a result of advertising, but watch television in very unequal amounts.
Advertising-supported television is distinctly not a system under
which each beneficiary pays for what he or she gets.

Indirect benefits are a more complicated story. Commercial televi-
sion carries a considerable amount of news and information pro-
gramming. Those who watch it presumably get direct benefits. But it
might be argued that such programming also provides an external or
indirect benefit to all citizens by raising the general level of the
public’s awareness and understanding of important issues. The FCC
certainly takes the position that news and information programs
serve the public interest. Licensees probably carry more such
programming on account of FCC licensing than they would do if
left entirely unregulated. Thus at least part of the indirect benefits
of broadcast news and information must be attributed to FCC
regulation.

In the following pages we attempt to assign the burdens and ben-
efits of the alternative ways of financing and operating television
among various economic classes. In the interest of brevity, the analy-
sis of financial burden is necessarily somewhat simplified. Above we
have covered the case of advertising-supported broadcast television.
In contrast to that, consider the alternative of pay or subscription
television distributed via cable. Under that system the viewer is both
the recipient of the direct benefits and the one who bears the finan-
cial burden. In this instance you do get exactly what you pay for. The
indirect benefits, if there are any, would flow to the general public, as
in all other cases.

Pay or subscription television appeals to some economists because
it allows consumer choice, operating through a pricing mechanism, to
guide program content.” It is not a satisfactory solution, however, if
one takes distributional effects into account. If it is regarded as desir-
able that all families have access to programs of news, information,
art, or culture, or to educational programming, then a pay system is
unacceptable since it will tend to exclude the poor.

Next consider alternative ways of financing public broadcasting.
Under the present system, government subsidies, whether federal,
state or local, are paid out of general revenues rather than earmarked

25. See the discussion in Noll et al., Economic Aspects of Television Regulation, chap. 5.
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taxes. Thus the financial burden is borne by the general taxpayer who
may not also be a viewer or listener receiving direct benefits. That
might be thought inequitable. On the other hand, the indirect bene-
fits go to the general public. To that extent, laying the burden on the
general taxpayer seems justified.

The first Carnegie Commission in 1967 favored the imposition of
a tax on the sale of new TV sets, with the proceeds earmarked to pay
part of the cost of public broadcasting. As we have already pointed
out, the proposal was not adopted. The burden of such a tax would
have been divided in uncertain proportions between purchasers of
new sets who would probably have paid a higher price including the
tax, and manufacturers and distributors who might have received a
lower after-tax return. The political virtue of the proposal was that it
would not have immediately burdened current set owners (a very
large constituency). But from an equity standpoint that was a weak-
ness. Current set owners would have been getting a “free ride”: They
would receive direct benefits (assuming they watched public televi-
sion), but at no cost.

More recently, the Working Group for Public Broadcasting pro-
posed a dedicated 2 percent tax on factory sales of all consumer elec-
tronic products (whether imported or domestic) and on all electronic
equipment used in broadcasting. They estimated that the proceeds in
1987 would have been about $600 million, sufficient to more than
double the federal contribution to public broadcasting in that year.?
The effects of this proposal, since it is a sales tax, would resemble
those of Carnegie I, except that the burden would fall on purchasers
and manufacturers of all electronic products, instead of only new TV
sets.

In contrast to a sales tax, the British system levies a yearly license
fee on all owners of radios and TV sets, with the proceeds going to
support public broadcasting (the British Broadcasting Corporation
(BBC)). The burden of the fee is presumably divided between set
owners and manufacturers and distributors. The latter two may sell
fewer sets as a consequence of the fee and/or have to sell them at a
lower after-tax price. When the BBC was Great Britain’s only broad-
caster, one could assume that set owners were also viewers or listen-
ers and therefore received the direct benefits of the public system.

26. Public Broadcasting. p. 9.
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Under those circumstances, the license fee was a roughly equitable
way to cover costs. That manufacturers and distributors of sets prob-
ably bore some of the burden could also be regarded as equitable,
since the fee paid for a system of broadcasting without which there
would have been no market for sets. Since 1954, however, Britain has
had a parallel advertising-supported system under the Independent
Broadcasting Authority. Consequently, the equity argument for the
license fee on set owners is now a bit weaker. Owners who now watch
or listen only to the commercial stations pay the fee without receiv-
ing direct benefits.

Next we review the probable effects of a tax on TV and radio
broadcast advertising revenue, another special charge that has some-
times been proposed to raise revenue for the support of public broad-
casting. This proposal has some obvious political advantages. First, it
would be a “hidden tax” in the sense of not being visible to the
general public. (That may recommend it to politicians, although not
to economists.) Second, since the advertising revenues in question are
large, a very low rate of tax could produce revenues that would be
substantial in relation to the size of public broadcasting’s budget. The
proposal gets lower marks on equity grounds, however. If the burden
were to rest entirely on commercial broadcasters, one might argue
that it is a roughly equitable way of recapturing for the public benefit
part of the income broadcasters obtain from using the electromag-
netic spectrum free of charge. But broadcasters would attempt to shift
some of the burden on to advertisers in the form of higher rates, and
advertisers in turn would try to shift it forward to consumers through
higher prices. The tax thus runs the risk of laying a burden on the
general consumer, who may not be a direct beneficiary (i.e., viewer
or listener) of public broadcasting. If the objective is to find a special
tax that could be levied on broadcasters and not shifted by them to
the general public, then the clear choice is a rent or fee charged to
users of the broadcast spectrum, a proposal to which we now turn.

Charging for the commercial use of the spectrum

It was pointed out above in this chapter that the capacity of the elec-
tromagnetic spectrum to carry broadcast signals is limited, and that
licenses to use it for TV broadcasting are therefore extremely valu-
able but were nevertheless given away free of charge by the FCC. A
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special fee or tax on the spectrum rent appropriated by commercial
users has therefore sometimes been proposed as a way of raising
revenue to support public broadcasting. The crucial characteristic of
such a fee if applied to commercial broadcasters is that its burden
would remain with the licensees. Economic theory tells us that
they could not shift it forward to viewers or listeners, advertisers or
consumers. Thus a fee or tax on the use of the spectrum would
effectively take back some of the free gains made by license holders.
An additional argument in its favor is that by putting a rational
price on the spectrum it would encourage users to treat spectrum
space as the scarce resource that it is, and therefore to use it more
efficiently.”

The second Carnegie Commission, in its 1979 report on public
broadcasting, was moved by the above logic. The commission rec-
ommended that federal appropriations to support public broadcast-
ing be substantially increased and that fees charged to private users
of the electromagnetic spectrum be introduced to offset part of the
additional cost.”®® The commission recognized that such fees would
have to be charged not just to broadcasters but to all private users of
the air waves. In today’s terms that means it would also apply to CB
radio operators, cellular telephone systems, radio-call taxis, and the
like. Since the fee would be collected from so many nonbroadcasters,
the commission did not suggest that the proceeds necessarily be ear-
marked for public broadcasting. They did suggest, however, that Con-
gress might find it appropriate to earmark the amounts paid by
commercial broadcasters.

In 1997 new digital technology promised to free up more space on
the spectrum. President Clinton appointed an Advisory committee
on Public Interest Obligations of Digital Television Broadcasters to
make recommendations for its allocation. Instead of proposing that
it be sold at auction, the committee recommended that it be given to
broadcasters free of charge in exchange for a little free air time for
political candidates just before elections. Critics of this position were
suitably outraged.”

27. See Noll et al., Economic Aspects of Television Regulation, pp. 53-54.

28. A Public Trust, pp. 143-45.

29. See, for example, Ken Auletta, “Dept. of Airwaves,” The New Yorker, November 9,
1998, pp. 34-35, and Max Frankel, “Word & Image,” New York Times Magazine,
February 21, 1999, pp. 28-30.
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Until recently, the economic value of the electromagnetic spectrum
was not directly observable, because the FCC gave away rather than
sold rights to use it. The commission has now begun auctioning rights
to some parts of the spectrum that were previously not available for
commercial use. However, the range of spectrum used for broad-
casting had long since been given away, so its value can only be
inferred from sales of already existing stations. When an existing
radio or TV station is sold by its current license holder the price
covers not only the value of the license but also of the building or
studios, the equipment, and the goodwill that goes with the station.
(Goodwill comprises intangible assets such as name recognition,
reputation, and business and professional connections.) We could
observe the pure value of license only if there were a free market in
such rights and they could be bought and sold or rented indepen-
dently of the other assets needed to operate a station.

In the absence of such a market the amount of economic rent
flowing to U.S. television broadcasters each year cannot be directly
observed, but it can be estimated by studying the financial per-
formance of TV stations. Harvey J. Levin carried out such a study
using data for 1975. He estimated that 352 of the 492 stations on the
air that year earned economic rents and that these rents totaled
$416,900,000, or about 25 percent of the $1,643,950,000 in revenue
they received.” That sum is an estimate of the aggregate amount that
investors would have been willing to pay to use the existing broad-
cast licenses for one year.

The capital value or sales price of a broadcasting license is directly
related to the annual rent it could earn. Specifically, its capital value
would be the present value of the stream of annual net returns a pur-
chaser expects it to yield in the future. For example, if a prospective
buyer believes a given TV license will yield a net return of $500,000
a year into the indefinite future and the rate of interest for purposes
of capitalization is 10 percent, he or she will bid $5 million for the
license.™

What exactly do we mean by “net return”? TV and radio stations
generate gross revenue by selling advertising time to sponsors. From
that gross revenue one must deduct the annual cost of equipping,

30. Levin, Fact and Fantasy, pp. 111-20.
31. This is very much like the argument developed in Chapter 9, in which the price of art
is determined in part by the expected return.
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operating, and maintaining the station to arrive at the residual that
we call the annual net return from owning a license. Whether pro-
spective buyers of a TV station would expect that annual net return
to grow, shrink, or remain the same in future years is, of course, uncer-
tain. If the population and/or average income level in the market area
served were to grow, we would expect the demand for advertising
time to increase. If production costs remained constant while demand
rose, the rent available to the license holder each year would obvi-
ously increase and the value of the license would rise. On the other
hand, the home entertainment business is highly sensitive to techno-
logical change. First cable transmission and then the home videocas-
sette player entered the market to compete for audiences with
broadcast television. These and other innovations not even in sight
might reduce advertisers’ demand for broadcast time and hence cut
down future net rents per licensee.

A closer look at spectrum fees or taxes

From the fact that rent is a payment to a factor of production that
is nonreproducible and therefore fixed in supply, two important
conclusions about a tax on rent follow. The first concerns economic
efficiency, while the second has to do with equity. The efficiency con-
clusion is that a tax on economic rent will not interfere with the effi-
cient operation of the price system in allocating resources. Since the
resource in question is fixed in supply, taxing it will not reduce the
amount supplied. Consequently, owners will not raise their prices as
a result of the tax and prices throughout the economic system will
remain unchanged. In the technical jargon of economics, such a tax
is labeled “neutral” because it has no effect on the way the economy
allocates its resources. It should be noted that none of the other taxes
summarized in the preceding discussion can be called neutral. Each
would affect relative prices in some way, thus reducing the efficiency
with which the price system does its job of resource allocation.*
The second conclusion follows from the first. Since owners do not
raise their prices in response to the tax, they are unable to shift its
burden forward to advertises or consumers. Instead, their net rent will

32. On the “excess burden” imposed by taxes that are nonneutral, see any text on public
finance, e.g., Richard A. Musgrave and Peggy B. Musgrave, Public Finance in Theory
and Practice, 5th ed. (New York: McGraw-Hill, 1989), chap. 16.
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fall by the amount of the tax. The fact that the burden of a spectrum
tax or fee would remain with license holders can be regarded as equi-
table because licensees were originally given exclusive rights to use
the electromagnetic spectrum free of charge, even though, properly
speaking, the spectrum belongs to all of us. Thus the spectrum tax or
fee merely reclaims for the public its rightful property. It must be
added, however, that this brief recital makes the matter sound simpler
than it is. In practice, a host of conceptual and administrative com-
plications would have to be sorted out before a spectrum tax could
be adopted.”

Objections to spectrum fees

We must also consider outright objections to the spectrum fee itself.
First, there is a possible defect in the equity argument, although not
necessarily a fatal one. The free gift of licenses often occurred years
ago. Present holders may have purchased them from the original
licensees only the day before yesterday. In that case they would have
paid a price that fully reflects (i.e., capitalizes) the expected future
economic rent to be garnered from the license. The original holders
would have escaped with “the booty.” It might well seem inequitable
to attempt to recapture it from current licensees, who would certainly
protest in loud, clear tones. This objection would lose force, however,
to the extent that the tax, as seems likely, was designed to recover
only a minor fraction of the present value of licenses.

Broadcast licensees can also be expected to object to a spectrum
fee on several other grounds. First, they will point out that broadcast
television is already under great competitive pressure from the newer
technologies of cable and the home videocassette player. To impose
an additional tax on them at this point, they would argue, is rather
like hitting a person who is already down. Second, they will say that
the FCC already burdens them with the requirement that they
provide a certain minimum of public service programming, which
they now pay for out of income from their commercially profitable
broadcasts. They can be expected to argue that if a special tax is levied
on commercial license-holders in order to fund public broadcasting,
the commercial sector would no longer have an obligation also to

33. See Levin, Fact and Fantasy, chap. 14, for an extended discussion.
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provide public interest broadcasts. Strictly speaking, this last argu-
ment is a non sequitur. If the economic rent being earned by com-
mercial licensees is sufficiently large, there is no reason why some of
it should not be recaptured by a spectrum fee and an additional part
via public-interest programming. But the first two arguments, one a
matter of equity, the other of actual and prospective competitive pres-
sure, cannot be dismissed lightly. Since a spectrum fee would have to
be charged not just to commercial broadcasters but to all private
users other than those who had purchased spectrum rights at auction,
opposition to it would come from many powerful business interests.
For that reason the conventional view has long been that a spectrum
tax or fee is politically out of the question. In one respect, however,
circumstances have changed. The fact that the FCC has begun charg-
ing when it makes additional spectrum available to commercial users
may seem to legitimize imposing a fee on those who have hitherto
used the airwaves free of charge. One might even argue that equity,
in the sense of equal treatment of equals, requires it!

Near the end of Anthony Trollope’s Phineas Finn, Mr. Monk,
an old political hand, explains to Phineas how public opinion about
a given reform is likely to change over time. “Many who before
regarded legislation on the subject as chimerical, will now fancy that
it is only dangerous, or perhaps not more than difficult. And so in
time it will come to be looked on as among the things possible, then
among the things probable; — and so at last it will be ranged in the
list of those few measures which the country requires as being
absolutely needed. That is the way in which public opinion is made.”



17 Conclusion: Innovation, arts
education, and the future of art
and culture in the United States

It has been a theme of this book that the arts with which it
deals — and especially the live performing arts — must compete
for the consumer’s attention with a popular culture that is power-
fully propagated by the mass media of radio, television, the movies,
and the culture of advertising and promotion in which they are
enmeshed. In the face of that competition, the arts have not fared
badly.

We demonstrated in Chapter 2 that there was a measurable
arts boom in the 1970s and that growth continued into the 1980s,
but with increasing signs of weakness in some sectors, especially
after the middle of that decade. In Chapter 13 we showed that the
early 1990s brought sharp reductions by some states and localities
in the level of government support for the arts. Federal support
through the NEA was slashed from $162 million in 1995 to $99
million in 1996. These cutbacks, coupled with the apparent slowdown
in the growth of arts audiences, put many arts institutions in financial
jeopardy. Were these merely troubles of the moment, or was the
long-run trend now running against the arts? Understandably, there
was a great deal of anxiety in the art world about the answer to that
question.

It is always risky simply to extrapolate into the future from recent
experience. It may be worthwhile, nevertheless, to consider the situ-
ation of the arts sector by sector in order to reason out what we think
the future may bring.

385
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COMPETITION, SECTOR BY SECTOR

Competition between popular culture and the high arts can be
analyzed at two different levels of aggregation. At the macro level,
involvement with popular culture, especially through the medium of
television, claims so much of most Americans’ leisure time that many
have not developed the familiarity with the high arts that might lead
them to become participants. For the national average household,
time spent watching television increased steadily from 40 hours per
week in 1960 to over 49 hours per week in 1980 and was projected
to increase a further 12 percent from 1990 to the start of the new
century.' That is stiff competition, indeed.

When asked in 1982 to indicate barriers to increased attendance at
the arts, only 30 percent of metropolitan-area respondents checked
“too expensive,” but 43 percent selected “not enough time,” making it
by far the leading answer among twenty-two possibilities.? (Of course,
TV watching is not the only reason time may be lacking. For example,
the rise in women’s labor force participation is also an important
factor.) The weak position of the high arts in competition with popular
culture is the result of very powerful cultural trends that will be
difficult to alter, but a major effort to promote arts education might
modify them. We examine that possibility at the end of this chapter.

At the micro level, the ability of the individual live performing arts
to compete with popular culture varies across art forms. We propose
to look at two factors that help to explain that variation. The first is
technological innovation. Here the question is, How powerful is the
competition of nonlive modes of production with the particular live
art form? The second factor is artistic innovation. In this case the
question becomes, How effectively do artistic innovations in the par-
ticular art form build and hold an audience?

Symphony concerts

Among the four live performing arts we have considered — theater,
symphony concerts, opera, and dance — symphony concerts have
clearly suffered the most from the competition of nonlive perfor-
mance. (See the decline in the number of concerts and in attendance

1. A Sourcebook of Arts Statistics: 1989 (Washington, D.C.: National Endowment for the
Arts, 1990), table 8.54 and Statistical Abstract of the United States 1997, table 887.
2. Ibid., table 9.29.
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shown in Table 2.2) In Chapter 3 we pointed out that, in theory, the
availability of art through the mass media could either stimulate
demand and thereby increase the rate of live participation, or satisfy
demand and therefore reduce the rate of live attendance. In the case
of music, recordings and sound systems have been developed through
wave after wave of technological innovation to the point that they
compete very strongly, indeed, with live sound. It is difficult not to
believe that this remarkable technology has, in fact, reduced the
demand for attendance at symphony concerts. You can sit at home
with your shoes off and your feet up, as the advertising copywriter
might put it, and hear a concert of your own choice in greater comfort
and at much less expense of time and money than would be required
to hear it live. No doubt, live performance is better (unless the
recorded artists are notably superior to those in the concert hall), but
is it enough better to justify the expense and bother? Evidently, a
great many music lovers think not.

At the same time, artistic innovation in the composition of
“serious” music has not in recent decades been sufficiently attractive
and exciting to build and hold audiences. In the eighteenth and nine-
teenth centuries, audiences listened to the music of their own time
and were, for the most part, charmed by the innovations of contem-
porary composers. But in the twentieth century, at least in the realm
of concert music, contemporary work has largely failed to capture
the public’s allegiance. If we assign Mahler, Sibelius, and Strauss
to the nineteenth century, as might be justified on artistic grounds,
Stravinsky is probably the only twentieth-century composer whom
the public would rank as high as the major figures of earlier times. A
few other twentieth-century composers, including Barték, Ravel,
Shostakovitch, Prokofiev, and Copland, have entered the standard
repertory. Nevertheless, symphony orchestra programs are largely
made up of compositions from the distant past. Indeed, our concert
halls have often been called musical museums. One study showed
that, in 1965-70, works by just fourteen composers of the eighteenth
and nineteenth centuries accounted for 50 percent of the symphonic
repertory in the United States.” The total share of those centuries’

3. Calculated from data presented in Philip Hart’s massive study, Orpheus in the New
World: The Symphony Orchestra as an American Cultural Institution (New York: Norton,
1973), table 17.B. Also see E. Christine Hall, “Survey and Analysis of the Repertory of
Twenty-Six American Symphony Orchestras: 1982-83 through 1993-94,” Ph.D. dis-
sertation, Johns Hopkins University, 1997.
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music in the repertory must have been considerably larger. Unfortu-
nately, the musical museum has apparently lost its charm, especially
for those who have yet to attain middle age.

The sociologist Richard Peterson points out that classical music has
had difficulty building its audience in recent years primarily because
of its failure to attract devotees among young adults. The baby-boom
generation, born between 1945 and 1965, grew up listening to rock,
soul, and folk music, forms that, he writes, “spoke directly to them
about their felt needs and experiences.” When this vast cohort
matured in the 1970s and 1980s, they did not give up the music of
their youth, as many earlier generations had done, to move on to
classical music. The explanation, Peterson argues, is that the music
they grew up with accustomed them to a “new aesthetic” (of politi-
cal and social relevance, among other things) that “challenges the
foundation of the classical Western art music aesthetic.” He specu-
lates that a new “world music,” comprising elements of jazz, rock,
folk, and traditional classical music, and duly incorporating the new
aesthetic, could become the dominant “art music” of the twenty-first
century.* In that case, the “serious music” industry and the concert
scene would be transformed in ways we can hardly imagine; audience
growth might be one very interesting consequence.

Dance

For dance as a live art — including both ballet and modern dance —
the situation is exactly opposite to that of symphony concerts. The
competition from recorded performance is negligible, not because
one cannot film dance performances to distribute via television or
videotape, but because dance is a three-dimensional art, and serious
dance fans do not find the two-dimensional versions more than min-
imally satisfying. Without a technological breakthrough into three-
dimensional reproduction, recorded dance cannot compete with the
live thing. Furthermore, dance benefits from artistic innovation to a
far greater extent than does concert music. The field of modern dance

4. Richard A. Peterson, “Audience and Industry Origins of the Crisis in Classical Music
Programming: Toward World Music,” in David B. Pankratz and Valerie B. Morris, eds.,
The Future of the Arts (New York: Praeger, 1990), pp. 207-27. Also see the discussion of
“a growing cultural eclecticism” in the United States in Lawrence W. Levine, High-
brow/Lowbrow (Cambridge, Mass.: Harvard University Press, 1988), pp. 243-56.
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is made up of a multitude of mostly rather small companies, each
under the guidance of its own chief artist-choreographer — Martha
Graham, until her death, and Paul Taylor are famous examples — a
presiding genius who usually presents only her or his own works and
can be relied on to devise at least one or two new offerings each
season. Innovation keeps the level of audience excitement high.
Dance fans expect to see something new each year, perhaps even at
each performance, and return again and again because of innovation,
not in spite of it.

The situation is not very different for ballet. Although old chest-
nuts (or, depending on one’s point of view, classics) from the nine-
teenth century, such as The Nutcracker, Sleeping Beauty, and Giselle,
are still with us, the reputation of twentieth-century choreography
from masters such as George Balanchine and Sir Frederick Ashton
is at least as high. Despite practical difficulties in trying to combine
the old and the new, a tradition of presenting both is well established
in almost every company and helps to bring the audience back, year
after year.” Moreover, old works may actually be new for a given
audience: Because recorded dance is relatively unsatisfactory, few
recordings exist, and for that reason works that actually are not
brand-new, when mounted for the first time in a given city, can create
the same excitement as a newly made work would do. With that built-
in advantage, it will be a long time before the ballet world runs out
of innovation.

Theater

The competitive situation of the theater is only slightly different from
that of dance. It is perfectly possible to record a theatrical pro-
duction on tape to be shown on television or on videotape. (Indeed,
how can we distinguish between a “play” shown on television and a
“drama” written specifically for that medium?) In fact, however, very
few plays made for the stage are transferred to television or video-
tape, and only a few are made into movies. If you want to see nonlive
drama, you can go to the movies or turn on the television set, but
what you see will not be the same sort of thing that is put on in live

5. On the difficulties encountered by American Ballet Theater, see Margaret Jane
Wyszomirski and Judith H. Balfe, “Coalition Theory and American Ballet,” in Balfe and
Wyszomirski, eds., Art, Ideology and Politics (New York: Praeger, 1985), pp. 210-41.
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theater. Although the growth of movie audiences after the invention
of talking pictures came partly at the expense of live theater, the
theater survived and ultimately expanded through the new system
of permanent regional theaters. (See the discussion in Chapter 2.) It
seems clear that the competition of nonlive performance is not as
strong for the theater as it is in the case of music.

Artistic innovation, which is taken for granted in the theater, helps
to maintain audience interest. On Broadway, most of each season’s
output consists of new plays or new musicals. It is the excitement of
seeing new works that brings the habitual theatergoer back, again and
again. (Indeed, before the development of Off-Broadway, when the
Broadway theater was the only game in town, some theater lovers
complained that the classics were not staged often enough.) The non-
profit, regional theater that has proliferated since the end of World
War II cannot subsist entirely on brand-new plays. Most regional the-
aters try to present a mixture of the classics and the contemporary,
but relatively new works do make up a large proportion of their
yearly programs.® And as in the case of dance, a work written thirty
—or 130 — years ago may still be new to the audience in a given town.
So the theater certainly has the advantage of artistic novelty to build
and hold its audience.

Opera

It is plausible to argue that the ability of opera to withstand the
competition of nonlive performance falls somewhere between that
of the theater and that of symphonic music. Operatic music can
be recorded and played back at the listener’s convenience just as
successfully as symphonic music can. However, the “production
values” that apparently make up a significant part of opera’s appeal
for many of its devotees are entirely lost on recordings and not very
successfully captured on film, television, or tape. So the live per-
formance of an opera is a good deal more exciting than the non-
live. Moreover, the introduction of “supertitles” is a technological

6. In its biannual reference guide to the nonprofit, professional theater entitled “Theatre
Profiles,” the Theatre Communications Group lists the productions staged by each
member company over a two-year period. For a study of trends in the repertory of those
companies, see Paul DiMaggio and Kristen Stenberg, “Conformity and Diversity in
American Resident Theaters,” in Balfe and Wyszomirski, eds., Art, Ideology and
Politics, pp. 116-39.
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innovation that further enhances the attraction of live performance
for many attendees.

What about artistic innovation? The answer is best divided into two
parts. On the one hand, opera programming (probably because of the
higher cost per production) is even more conservative than the pro-
gramming of symphony concerts: A recent study of opera repertory
found that in the United States during the 1980s and 90s, twentieth
century opera made up only about one-fifth of the aggregate reper-
tory.” The contrast with the eighteenth and nineteenth centuries could
not be starker: In those days audiences listened mainly to operas
written in their own time.®

But because opera involves dramatic as well as musical elements
(the production values just mentioned), other kinds of innovation
are possible: One can mount a new production, set the action in a
different period, or alter the dramatic interpretation. Old wine in new
bottles, perhaps, yet the combination may be quite attractive. Still,
one cannot be very optimistic about the long-run prospects for opera,
unless new works can be developed that will excite new audiences.

Art museums

Interestingly, the ability of art museums to attract and hold audiences
can be examined under the same headings that we have applied to
the live performing arts. There is the same problem of competition
between the object itself (the original work of art) and a reproduc-
tion of it, usually in full color, made possible by modern technology.
Or to speak more realistically, the actual object on display in a given
museum competes for the art lover’s attention not so much with
its own reproduction, as with the thousands of reproductions of
great art from all over the world that the interested viewer can find

7. See James Heilbrun, “A Study of Opera Repertory in the United States, 1982-83 to
1997-98,” Journal of Cultural Economics, forthcoming. For an analysis of the forces that
make programming in the major U.S. opera houses so conservative, see Rosanne Mar-
torella, “The Relationship Between Box Office and Repertoire,” in Arnold W. Foster
and Judith R. Blau, eds., Art and Society: Readings in the Sociology of the Arts (Albany:
State University of New York Press, 1989), pp. 307-24.

8. Writing about the late eighteenth century, William and Hilda Baumol describe both the
rapid growth of demand for contemporary compositions and the lack of interest in what
was called “ancient music” — Handel and Bach — who were barely thirty years gone.
(“On the Economics of Music in Mozart’s Vienna,” Journal of Cultural Economics 18,
no. 3 (1994).
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in handsomely printed books at home or in the public library. If the
museum is small, or its collection not very distinguished, that com-
petition may be very strong, indeed. Most of us would say that a
reproduction is never the same as the real thing: It is usually much
smaller and is bound to lack the texture or three-dimensionality of
the original, to say no more. Yet Edward C. Banfield, the political
scientist and art collector whose definition of art was quoted in
Chapter 9, has argued that high-quality reproductions deserve to be
given a serious role in the art life of the nation. He specifically points
out the advantages they offer to the millions of people who do not
live close to a major museum.’

As for artistic innovation, whatever one may think of them, one
cannot accuse contemporary painters and sculptors of failing to
provide that. And innovation does appear to fire up the interest of
collectors in buying contemporary work. So far as museums are con-
cerned, however, innovation has a different meaning. With the excep-
tion of a few that specialize in contemporary art, most museums
are devoted to assembling and preserving the great works of the
past. New acquisitions in any one year, unless from a major bequest,
are rarely sufficiently exciting to affect attendance. How then can
museums overcome the public’s feeling of being already thoroughly
familiar with its collection? The answer is through special exhibitions
and the occasional blockbuster. These are the “innovations” that stir
up public attention and increase attendance. Moreover, they can be
defended as artistically worthy events rather than mere promotional
stunts when, as is often the case, they have genuine aesthetic power.
(See the discussion in Chapter 10).

Our discussion of artistic and technological innovation has focused
on the latter as a source of nonlive art that eventually offers serious
competition to the live forms. There is another side to the story,
however. Technological innovation can also stimulate, or become
the means to, artistic innovation within the traditional fields."” For
example, electronic synthesizers are now employed by some com-
posers, dance can be extended into what are called “multimedia” per-
formances, and in the visual arts, sculptors have taken up welding, or
made designs out of neon lights, while painters develop ways of using

9. Edward C. Banfield, The Democratic Muse (New York: Basic, for the Twentieth
Century Fund, 1984), chap. 6.
10. We are indebted to David Pankratz for pointing this out.
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new materials such as acrylic paints. Without question, theatrical
writing and production has been influenced by motion picture and
television technique. A notable instance of technology stimulating
design was cited in Chapter 8: The modern movement in architecture
had its origin in the desire of architects to adapt their art to the indus-
trial age by using machine-made materials and new methods of con-
struction in place of designs based on the ancient handicrafts. It is not
for the authors of this volume to judge the success or failure of these
technologically inspired innovations. We must recognize, however,
that technological change is often the root of artistic innovation. Thus,
it provides an aesthetic opportunity, as well as a source of competi-
tion for traditional forms.

THE QUESTION OF AUDIENCE AGE

There may well be a connection between artistic innovation, audi-
ence age, and potential audience development. Anyone who has
attended the lively arts may have noticed that dance and theater audi-
ences are younger, on average, than the audiences at symphony con-
certs or the opera. An NEA research report that reviewed the results
of more than 100 audience studies confirms the observation. The
measure chosen as a summary indicator of the age of the audience
for each art form was the median of the median ages reported in the
relevant studies. The median age for ballet and modern dance was
found to be thirty-three and for theater thirty-four, as compared
with forty and forty-one for symphony and opera audiences, respec-
tively. The median for art museums was thirty-one."’ (Only science
museum audiences, with a median age of twenty-nine, were younger.)
However, it is probably the greater ease (because hours are flexible
and no reservation is required) and the much lower cost of visiting
an art museum as compared with attending the live performing arts,
rather than anything attributable to innovation, that attracts a sig-
nificantly younger audience to museums.

It was suggested in the previous section that theater and dance
companies present the public with new and innovative works far

11. Paul DiMaggio, Michael Useem, and Paula Brown, “Audience Studies of the Per-
forming Arts and Museums: A Critical Review,” National Endowment for the Arts,
Research Division Report no. 9, November 1978, table 2.
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more frequently than do symphony orchestras and opera companies.
The age data just cited are consistent with that argument. The young
are more open than their elders to exploring and appreciating new
works of art. Hence, the more innovative art forms attract younger
audiences. But whether having a younger audience is, in itself, favor-
able for future audience development is unclear. It is favorable if the
institution can hold onto its young members as they grow older, while
continuing to attract young entrants to the audience, as well. But if
people grow more resistant to innovation as they age, then the more
innovative art forms will lose older audience members for the same
reason they are gaining younger ones. Perhaps there is a lifetime taste
cycle typified by the playgoer who was attracted by the innovative
works of Tennessee Williams in the 1950s but does not go to the
theater in the 1990s because “they don’t make plays like that
anymore.” In that case, having a younger audience today need not
augur well for the future.

It should be recalled, however, that artistic innovation may be
favorable to audience growth in the live performing arts not only
through its efficacy in attracting the young, but also because it can
keep live performance one step ahead of the nonlive versions that
compete with it for attention. But to speak at a deeper level, inno-
vation is part of the creative process in art. We demean art itself
if we imply that artistic innovation is no more than a promotional
strategy.

MULTICULTURALISM AND THE FUTURE OF
THE HIGH ARTS

Very little has been said in this book on the subject of multicultural-
ism, a topic that might be thought to lie outside the economics with
which we have been dealing. Yet in speculating about the future of
art and culture in the United States, one cannot ignore it. What
the dominant U.S. majority usually think of as non-European ethnic
minorities — African, Hispanic, and Asian Americans — now make up
a substantial proportion of the U.S. population and, sometime in the
next century, may well constitute a majority. One the other hand,
the modes of art discussed in this book developed largely out of
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European cultures. Prospects for their continued growth in the
United States might be thought to depend in part on how well they
can adapt in an increasingly multicultural society.

In the fields of theater and dance, perhaps there is no serious
problem. Those forms have a natural audience in all ethnic groups.
The works of black playwrights are frequently produced, black film-
makers are becoming successful, and black actors and actresses
have begun to make their way in the theater and in motion pictures.
In the field of modern dance, there have long been black companies,
choreographers, and performers, and there is a well-established black
ballet company, the Dance Theater of Harlem. Much the same thing
can be said for Hispanic American dance.

Symphony and opera present a different picture. Music, like dance,
is a pancultural art, but symphonic music and opera, as they have
developed in Europe and the United States, may not be, and their
future U.S. growth will be limited to the extent that they do not
appeal to non-European segments of the population. No doubt the
managers and boards of directors of opera companies and symphony
orchestras are aware of the problem and would like to build up the
minority component of their audiences.'? That is particularly the case
since their institutions are necessarily based in large cities, where
ethnic minorities are most highly concentrated. It would be pointless,
however, to speculate on the likelihood of their success.

ARTS EDUCATION AND
EDUCATIONAL REFORM

We have been pondering the future of art and culture in the United
States. What role can or should arts education play in shaping that
future? Those who speak for the arts have long argued that U.S. ele-
mentary and secondary schools unpardonably neglect arts education.
Critics have therefore advocated a radical expansion and, in some
cases, an equally radical restructuring of in-school arts education.

12. See, for example, the speech by Dr. Thomas Wolf to the 1992 Conference of the
American Symphony Orchestra League in The Financial Condition of Symphony
Orchestras (Washington, D.C.: American Symphony Orchestra League, June 1992), pt.
1, appendix A.
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Calls have been made, as well, for expansion of adult education in
the arts."”

Advocates for arts education undoubtedly share a deep conviction
that understanding art is as necessary to our well-being as is the
command of those other great objects of our schooling: languages,
mathematics, science, history, and social studies. But for those
involved with the arts, there is also a more practical motive for advo-
cacy: the hope that more and better arts education will help to protect
and enlarge the domain of art in U.S. life. Before examining that pos-
sibility, however, we take a brief look at the recent history and current
status of school-based arts education.

In the late 1980s, two very different reports suggested that despite
more than a decade of advocacy, little or no progress had been made
in either extending or improving arts education in U.S. schools."
Although there is now wide popular support for school reform, some
versions favor change in a direction not likely to be helpful to the arts.
The recent demand for educational reform has been motivated largely
by a concern that schooling deficiencies are a threat to the nation’s
well-being because they undermine its economic competitiveness.
The highly influential 1983 report of the National Commission on
Excellence in Education sounded the alarm in its opening paragraph:

Our Nation is at risk. Our once unchallenged preeminence in commerce, indus-
try, science, and technological innovation is being overtaken by competitors
throughout the world. What was unimaginable a generation ago has begun to
occur — others are matching and surpassing our educational attainments."

Accordingly, the commission emphasized the need to ensure that
every student be well prepared in subjects that could be seen to have
a direct, practical impact: English, mathematics, science, social studies,
and computer science. These were the “Five New Basics.” The arts
were paid lip service, but no more, as they were relegated to the cat-
egory of things that schools “should also provide.”'® Charles Fowler
has pointed out that many educational reformers continue to advo-

13. See Judith H. Balfe and Joni Cherbo Heine, eds., Arts Education Beyond the
Classroom (New York: American Council for the Arts, 1988).

14. See National Endowment for the Arts, “Toward Civilization: A Report on Arts
Education,” May 1988, pp. 22-25, 33; and Charles Fowler, Can We Rescue the Arts for
America’s Children? (New York: American Council for the Arts, 1988), pp. 13-19.

15. National Commission on Excellence in Education, A Nation at Risk (Washington, D.C.:
U.S. Department of Education, April 1983), p. 5.

16. Ibid., pp. 24-27.
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cate a larger place for the arts in the curriculum."” But unless they
can overcome the powerful “back to basics” advocates, it seems likely
that the arts will continue to be treated as a frill, nice to have in the
curriculum if time and money permit, but never accorded the prior-
ity that would make those resources available.

Unresolved issues

It must also be said that the cause of arts education has probably been
held back by the persistence of important unresolved questions
within the field itself. Among the “perennial” issues listed by Fowler
(who must be ranked as a very friendly critic), one finds the
following.' First, there is no agreement as to which arts should be
taught. Visual art and music are the two that have been traditionally
included in the curriculum. What ought to be added? The possibili-
ties include dance, drama, design, film, creative writing, poetry, and
assorted crafts. Can or should these be offered, as well?

Second, there is the question of who ought to do the teaching.
Should the arts be taught by the classroom teacher or by a special-
ist? If a specialist, what expertise is wanted — training in the art form,
in pedagogy, or both?

Third, whose culture is to be taught? Ethnic minorities in the
United States increasingly insist that their own cultural traditions not
be neglected when art and culture are made part of the public school
curriculum. Multiculturalism is now accepted by politicians, govern-
ment agencies, and educators as a desirable policy, but it is not easily
translated into curriculum and course content in a way that will
satisfy all parties. How, for example, does one achieve a balance
between teaching the dominant culture and giving weight to the cul-
tures of ethnic minorities?

Fourth, should arts courses emphasize creating art or appreciating
it? Historically in the United States, most precollege courses have
tried to teach creativity. Students were given a hands-on opportunity
to paint, to model in clay, or to perform music. Some critics argue that
the relatively low status of the arts in the educational hierarchy is a
direct result. The whole enterprise could be dismissed by an unsym-

17. Fowler, Can We Rescue the Arts?, pp. 25-28.
18. Ibid., chap. 3.
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pathetic observer as just fooling around in the studio. An alternative
curriculum, now endorsed by the Getty Center for Education in the
Arts, has been called “discipline-based arts education” and would try
to give students an understanding not only of art production, but also
of the more “academic” approaches to art through art history, criti-
cism, and aesthetics.”” Its supporters argue that, among other things,
the discipline-based approach would be more rigorous, and would
therefore attract support for arts programs from those who are sym-
pathetic with the demands of the excellence-in-education movement,
now so influential in the United States.

Finally, there is the question of evaluation. Very little is known
about the effectiveness of alternative approaches to arts education.”
Should students who have taken such courses be regularly tested to
see what they learned? Supporters of discipline-based arts education
obviously think that they should, and that such tests would enhance
the “academic respectability” of the field. Adherents of the older
“creativity” approach argue that one cannot readily test for its results
and that courses devised to have testable outcomes are likely to be
incompatible with that approach.

Predictably, recognition of these questions gives rise within the
field to a demand for more research. But as David B. Pankratz has
pointed out, there are also important, unsettled issues within the field
of arts education research itself. Their resolution is inhibited by many
factors including the lack of reliable, ongoing funding.”

CAN ARTS EDUCATION STIMULATE THE
DEMAND FOR ART?

As we explained in Chapter 4, economists think of taste, or consumer
preferences, as one of the principal determinants of demand. We also
argued that the taste for art can be described as a “cultivated” taste,
meaning that one has to be familiar with a given form of art to

19. See Beyond Creating: The Place for Artin America’s Schools (Los Angeles: Getty Center
for Education in the Arts, 1985), pp. 3-7,12-21; and the discussion in David B. Pankratz,
“Arts Education Research: Issues, Constraints and Opportunities,” in David
B. Pankratz and Kevin V. Mulcahy, eds., The Challenge to Reform Arts Education: What
Role Can Research Play? (New York: American Council for the Arts, 1989), pp. 1-4.

20. The only nationwide assessments of student achievement in the arts occurred in the
1970s. See “Toward Civilization,” pp. 25 and 93-94; and Laura H. Chapman, Instant Art,
Instant Culture (New York: Teachers College Press, 1982), pp. 6368 and 81-85.

21. See Pankratz, “Arts Education Research,” pp. 1-28.
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develop a taste for it,and the more familiar one becomes, the stronger
the taste grows. The economist Tibor Scitovsky has been a notable
advocate of investing in “consumption skills,” so that we will better
know how to enjoy the use of our increasing wealth and leisure. He
points to a liberal arts education as one source of training in those
skills.”? Advocates for the arts might well hope that arts education,
by helping to cultivate the appropriate tastes, will directly stimulate
the public’s demand for the “higher” forms of art and protect them
against the powerful competition of “popular” culture.

We do not know much about the effectiveness of arts education.
In the nature of the case, it is difficult to evaluate a student’s under-
standing of art, but in any event, few evaluative studies of arts edu-
cation have been carried out. Some insights have been gained,
however, from research into factors associated with adult participa-
tion in the arts. Several such studies have found that early childhood
socialization in the arts is positively correlated with adult attendance.
Socialization comprises such experiences as childhood lessons, youth-
ful participation or attendance, or growing up with parents who were
interested in the arts.

Questions on this topic were included in the first Survey of Public
Participation in the Arts (SPPA) carried out for the NEA in 1982.
Analyzing the results, Richard J. Orend found that childhood lessons,
hearing classical music at home, visiting museums or galleries, and
attending classical music concerts during childhood were all associ-
ated with higher adult participation rates. He also reported that such
socialization experiences were effective “even when the significant
effects of education have been removed.”” In a similar vein, Mark
Schuster studied attendance at art museums based on the 1985 SPPA
and showed that socialization experiences had significant power to
explain attendance even when the effects of education, income, age,
race, and gender were statistically controlled.*

For an evaluation of the effects of arts education itself, we turn to
a recent study that employs data from the 1992 SPPA.

22. See “Arts in the Affluent Society: What’s Wrong with the Arts Is What’s Wrong with
Society,” reprinted in Tibor Scitovsky, Human Desire and Economic Satisfaction (New
York: New York University Press, 1986), pp. 3745, esp. 39-42.

23. The quotation is from Richard J. Orend, “Socialization in the Arts,” a report to the NEA
under contract no. NEA-C86-179, dated April 22,1987 (ERIC no. ED 283 768), p. 73.

24. J. Mark Davidson Schuster, “Perspectives on the American Audience for Art
Museums,” research monograph based on the 1985 Survey of Public Participation in
the Arts, Cambridge, Mass., July 1987 (mimeo), pp. 69-77.
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Table 17.1 Arts education and attendance at the performing arts,
1992 (dependent variable is attendance; coefficients are in standard
deviation units)*

Independent variable Model A Model B Model C
Socioeconomic status 0.08 0.11 0.05
Arts education density 0.32 — 0.28
School-based arts education — 0.09 —
Out-of school arts education — 0.17

Opverall years of education — — 0.10
Adjusted R? 0.12 0.08 0.13

Source: National Endowment for the Arts, “Effects of Arts Education on Participation in
the Arts,” by Louis Bergonzi and Julia Smith, Research Division Report #36, 1996.
¢ All statistics are significant at 0.001 level.

Findings from the survey of public participation
in the arts

Table 17.1 presents findings from the study of the effects of arts edu-
cation on participation in the arts carried out for the NEA by Louis
Bergonzi and Julia Smith. The study examined the links between arts
education and six types of participation. These were performance or
creation, classified as participation by production, and four types of
participation via consumption, namely, attendance, and/or participa-
tion using video media, audio media, or print media. The art forms
covered were jazz, classical music, opera, musical play/operetta, non-
musical play, ballet, and other dance. In keeping with the emphasis
of this book, we examine in detail only the connection of arts edu-
cation with attendance.

Bergonzi and Smith employed multiple regression analysis, with
the coefficients on the independent variables calculated in standard
deviation units so that they could be meaningfully compared with
one another. (On the definition of coefficients and of dependent and
independent variables, see Chapter 4. For an explanation of multiple
regression analysis, consult any introductory text on statistics or
econometrics.) Unlike earlier surveys, the 1992 SPPA asked respon-
dents specifically how much arts education they obtained in school
and how much elsewhere. The distinction is relevant for public policy
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since the government can directly affect only in-school arts educa-
tion. Consequently, it is important for policy-makers to find out how
much of the effect of arts education is linked to in-school courses.
Also of great interest is the impact on individual participation of the
respondent’s socioeconomic status: One would expect, for example,
that, all other things being equal, higher family income would facili-
tate more frequent participation. An obvious question is, therefore,
Does arts education still influence participation even after socio-
economic status has been taken into account? The NEA study helps
to answer these questions.

Reading down the left side of the table, the five independent vari-
ables, calculated for each respondent, were an index of socioeco-
nomic status (based on family income, number of cars owned, and
level of parents, education), arts education density (the number of art
forms in which the respondent had classes, summed across five time
periods), an index of school-based arts education through age sev-
enteen, an index of out-of-school arts education, and a measure of
overall years of education. R-squared, displayed in the last row of the
table, measures the proportion of variation in the dependent variable
that is explained by association with the independent variables listed
above it.

The first column of Table 17.1 shows that when socioeconomic
status has been taken into account, arts education density still
powerfully affects attendance. Indeed, the size of the two coefficients
tells us that its influence is exactly four times as strong. In the second
column, still retaining socioeconomic status as a variable, arts
education is partitioned into its two parts, and out-of-school arts
education is shown to be more than twice as effective as in-school
training. The third column reveals that adding overall years of edu-
cation to the mix still leaves arts education as the most potent
influence on attendance among those variables tested in this study.
A paper by Charles M. Gray confirms that years of education is an
important factor, that arts education is positively associated with
participation in the performing arts even when other relevant factors
are controlled, and that out-of school training is more effective than
in-school classes.”

25. Charles M. Gray, “The Cultivation of Taste? Early Exposure to the Arts and Adult Par-
ticipation,” presented at the 9th International Conference on Cultural Economics,
Boston, May 8-11, 1996.
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Thus, after all the caveats have been entered, we are entitled to
believe that arts education does stimulate demand for the arts.”® To
put it another way, if we choose to do so, we can push that demand
curve to the right!

Yet we are left in an unhappy position. It was shown in this chapter
that the direction now being taken by educational reform in the
United States may not be favorable to the cause of making more
room in the public school curriculum for courses devoted to the arts.
And given the budgetary constraints that appear to rule public policy
decisions at all levels of government just now, it is unlikely that the
money to fund new initiatives in arts education would be made avail-
able, even if educational opinion were unanimous in demanding it.
The implications are unpleasant: If we fail to fund arts education in
the public schools, we risk allowing the arts to remain essentially an
activity of the well-to-do, serving to reinforce boundaries of class and
status instead of helping to transcend them.”

Lincoln Kirstein, that venerable and eloquent prophet, described
art and culture as “the only memorable residue that marks and out-
lives one’s epoch.” In the same essay, he said of the arts that “in the
United States, our prime complaint is not what we do, or how it is
done, but how little we have for what we might do.”*®

26. It is interesting to note that C. D. Throsby and G. A. Withers, while mentioning the
caveats, also concluded their study of the arts with a plea for more attention to arts
education. See The Economics of the Performing Arts (New York: St. Martin’s, 1979),
pp. 301-2.

27. We are indebted to Judy Balfe for this last point.

28. Lincoln Kirstein, “The Performing Arts and Our Egregious Elite,” in W. McNeil Lowry,
ed., The Performing Arts and American Society (Englewood Cliffs, N.J.: Prentice-Hall,
1978), pp. 197 and 194.
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