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Worldwide, there is an enormous heterogeneity in the ways universities hire their faculty. While a significant number of universities around the globe opt for the US-type system with relatively low teaching load and tenure  system for faculty, the majority of universities discount research activity of their faculty. In many countries, it was not up until very recently that the governments consumed themselves with the task of creating research  universities (Albath, 2007). However, the proposed reforms require not only allocation of proper resources, but also an aqute understanding of proper links between organizational structure and incentives for conducting  research activity. 
There is a big literature devoted to personal incentives for academians, but they are typically separated from budgetary issues a modern university face (with a notable exception of Alchian, 1959). In this paper, we study  relationship between universities, competing to attract good students, and professors in a dynamic perspective. The way the university is budgeted plays an important role: universities with annual state-approved financing  hire professors short-term, while universities that receive a significant part of their annual income from royalty on their endowments provide faculty with tenure contracts. There is a lesson to be drawn here as  \textquotedblleft few institutions except in the United States and Japan have endowments funds that support research\textquotedblright\ (Albatch,  2007). 

If the university financing is linked to the number of students -- either directly through government money, as it is standard in developed European countries and US state universities, or indirectly from graduates' donations  as in private US universities -- there is additional pressure to hire low-quality short-term lecturers. Furthermore, the budget uncertainty might force competing universities to hire low-quality professors in a dynamic  equilibrium even if a higher level of high-ability faculty is optimal for any of the possible budget realizations in the one-shot game. The primary driving force of the dynamic inefficiency is the commitment problem (see  e.g., Acemoglu and Robinson, 2001, Acemoglu, 2008 for the modern perspective of the commitment problem). In a Markov perfect equilibrium, the budget uncertainty prevents universites from providing tenure; without providing  tenure to high-quality professors, universities cannot provide them with first-best incentives. 
