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The steeply increasing costs of higher educationopgiled by the combined
trajectories of rising per-student costs and rigngpliments, have outrun the availability
of public resources in almost every country. Thés hed most countries to search for
non-governmental revenues to assist in supportieget ever-increasing costs of their
higher educational enterprises. Such non-goverraheat private, revenue can come
from the entrepreneurial activities of the univigrsas a whole (e.g. selling or leasing
assets) or of a department, school, or member eoffiabulty (e.g. contract research or
revenue-supported instruction). It can come fronilapkhropy, either in the form of
returns on past philanthropy (endowment) or fronrrent giving, restricted or
unrestricted. But the form of private revenue tlsathe most financially significant,
sustainable, least disruptive to instruction (irdjebat probably enhancing the quality of
instruction), and supportable on grounds of bofitiehcy and equity has come to be
known ascost-sharing

Cost-sharing is both a statement of fact—i.e. thatcosts of higher education are
shared by governments (or taxpayers), parentsestsidand philanthropists—and also a
term designating a worldwide policy shift of thestoof instruction as well as the costs
of student living from what was at one time, in maountries, a predominant or even
exclusive reliance on governments to being shayeglovernments, parents (or extended
families) and students. This shift, as documenteddhnstone (1986, 2004, 2006a), may
take the form of tuition fees being introduced veharstruction was formerly free (as in
many countries in Europe or in the post-communistidy or being increased at rates
well above the increase in underlying costs in taes in which tuition has long been
accepted (as in the United States, Canada, and Asiag countries). The shift can take
the form of introducing fees for food, lodging oupplies that used to be heavily
subsidized or even provided free of all chargeh® government. A shift can also take
the form of a policy-induced shift from highly sudliged public institutions to much less
subsidized, tuition-dependent, private colleges andersities (whether non-profit or
for-profit). Finally (or additionally), the shiftfacosts from government to students can
take the form of shifting financial assistance frgrants to loans, or from highly
subsidized loans (that is, a combination dfuee loanand a substantigffective granin
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the form of embedded interest subsidies) to lebsidized or even to unsubsidized loans
(Johnstone 2006).

The Need for Student L oan Programs

The increasingly accepted notion that a portiotht# non-governmental revenue
is appropriately borne by the student rather thanir-@ddition to—the parents presents
the need for ways to allow much or most of thisdetu-borne share of costs to be
deferred into the future, when the individual ikely to have entered the full-time
workforce (presumably aided by his or her higheucadion) and is able to begin
repaying a portion of the costs that were advaratter by the government or by the
private capital market (or by a combination of bottways that we shall discuss in this
paper). Thus, more and more countries are loolkirgfudent loan programs as a way to
allow (or require) students to bear a portion o ttosts of their higher education
(Johnstone 2005, Woodhall 2002, Ziderman and Aldr&695).

At the same time, student loan programs in manyhcms, especially in low
income or developing countries, have not been &iadlly sustainable—at least not at
levels required to promote widespread participatibhe fnancial sustainabilityof a
student loan requires both that the subsidy coktstument lending be held to levels
affordable to the government and also that the amsoto be lent be made available
mainly from the private capital market rather thaving, like the subsidies, to come
entirely from hard-pressed governmental budgets.

It is important to note the differences as weltlasinterconnection between these
two dimensions of financial sustainability. Thesfirdimension, oraffordability, is a
function of the availability of public finds andeldegree of needed subsidization, or the
extent to which public funds are required to coesses: (a) from borrowers who fulfill
their repayment obligation, but at an ultimate effe rate of interest that fails to cover
the underlying cost of money plus the cost of adstriation and servicing; and/or (b)
from borrowers who fail to fulfill their contractuabligation—that is, who default,
whether out of an inability or an unwillingness repay. Obviously (and other things
being equal), the less subsidization , the moranitrally sustainable the student loan
program, especially in low income countries with thost steeply rising cost trajectories,
the most limited tax capacities, and the most falily and socially compelling
alternative needs competing for these scarce publienues.

The second dimension of financial sustainability-e-#ility to tap private capital
markets rather than government budgets for theestutbans—is more complex. In
theory as well as practice (as in the US Staffoodrlprograms) the amounts originally
lent can come largely or entirely from banks anldeotprivate sources of savings, yet
obligate the government to very considerable sudsidboth in the form of the in-school
interest subsidies and subsidies during repaynaamt,also obligate the government as
guarantor to pay the private lender for loans ifadk In short: what may seem like

! This is true even when tHean is in the form of adeferred tuition fedo be repaid in the form of an
income contingent loan (such as in Australia orikg. In such a case, a shift of costs from governiio
students can take the form of provisions of theayepent obligation (e.g. a higher percentage of imeo
required for student debt amortization) that reguirost borrowers to repay in full, with all but thery
lowest low earners simply repaying for longer pédsiof time.



private lending in the first instance, with no indrege impact on the governmental
budget, can in fact be indistinguishable in properounting terms from a considerable
public expenditure, albeit in the form of futuredanontingent liabilities rather than
outright current expenditures. On the other handJoan requiring little or no
subsidization (that is, with a flow of repaymentsdfisient to cover the cost of money
plus the cost of administration and servicing) andisk of default to the lender (because
of sufficient collateral by either the borrowerabco-signatory) could be made directly by
the government, with taxpayer money rather thaa bgnk or other private lender and be
treated not like an expenditure at all but ratlile & government investment. In theory,
then, the financial sustainability of a studentnloprogram could by assured by
eliminating or at least minimizing governmental sidization and somehow minimizing
the element of risk. Tapping into the private calpmharket would then be easy, whether
the student loans were originated by banks or wagenated by a government agency or
even by a university and then sold to banks orratisitutions that comprise the private
capital market.

In fact, however, there is always an element d, i@ least in generally-available
student lending, that is beyond that which canaeabkly be expected to be covered by
lenders or parental co-signatories, and which tpessents governments with some
element of at least contingent liabilities—the prasvalues of which are akin to ordinary
governmental expenditures and which, thereforeofpec impediments to financial
sustainability, especially in low income countredseady experiencing the most steeply
rising higher educational costs and the most stchjpublic budgetsThis paper is about
managing the high level of risk involved in studentding—above and beyond reducing
the level of subsidization—so that the private tapinarket can be accessed and the
necessarily high volume of student loans does @ok o be treated like a simple
government expenditure, with all of the attendanititions and opportunity costs.

Criteriafor Financially Sustainable
and Successful Student L oan Programs

In order to serve the nearly universal policy opaxding higher educational
participation as well as to shift some costs todtuglent, loan programs need, as nearly
as possible, to be:

1. Generally available Student loans should be available to all acadaliyic
prepared students who need the loan in order teupupost-secondary studies
without regard to the wealth or credit-worthinedstleeir parents or to their

2 tis important to note at the outset that our ofsthe termstudent loanss applicable to all obligations to
repay in the future, whether the obligation is>®di schedule of repayments or an obligation toyepa
portion of future earnings or income (that is, wiegtthe obligation is aonventional mortgage-typa an
income contingeriban). We will also refer to the obligation aban whether it is openly acknowledged to
be such or is referred to by some euphemism suehfiaancing schemeor agraduate tax(possibly in
order to disguise the fact that the obligationrigruth, a loan). It is alsolaan whether the borrowed funds
ever pass through the hands of the student angaadeto the institution in the form of a tuitionefer
whether they are paid directly to the institutiondathe repayment obligation incurred through either
matriculation or graduation or both. (Thus, Aus&ral Higher Education Contribution Scheme, Scotland
Income Contingent Obligation to the Scottish Unsigr Endowment Fund, and Ethiopia’s Graduate Tax
are all, for the purpose of this analysigjdent loan$



individual career and earnings prospéctt. is the heightened risk of lending,
which is enhanced by this requiremenigeheral availability that raises the cost
of lending and limits access to the larger privedpital market—and creates the
problems addressed in this paper.)

2. Sufficient It follows from the above that at least the maim student loan
amount should be sufficient to enable the studefieraeasonable allowances
for parental contributions, other forms of finan@asistance, and possibly some
term-time and summer earnings—to participate in agpropriate form of
postsecondary education without unacceptable paksi@privation, unacceptable
parental sacrifice (e.g. spending pension asset<loldren’s postsecondary
education), or spending an unacceptable amoumtef (e.g. more than 20 hours
a week) in term-time employment. From the standpoina higher education
system or a countrgufficiencyalso means the provision of a sufficient number of
student loans to achieve the country or systemsgpaitaining to the extent of
higher educational participation.

3. Need-basedSome means-testing or targeting should be empléyedinimize
student borrowing that is not required for the gssenrollment behavior, but that
either me rely replaces an officially expected ptakcontributions (if called for)
or is simply invested by theon-needystudent borrower at a more favorable rate
of interest than would be charged on the loanfitsel

4. Minimally subsidizedMost, if not all, student loan programs that maébf the
above criteria will require some continuing goveamtal subsidization. However,
subsidization that goes beyond what is necessamyaiatain reasonable interest
rates (e.g. at levels of governmental borrowingredit worthy consumer debt)
and to secure sufficient capitalization is revetheg, by definition and like all
governmental expenditures, has @pportunity costin the foregoing of other
competing expenditures (such as more grants, additicapacity, or higher
quality of the existing higher educational insibats).

5. Collectable i.e. able to minimize defaults and other forms oh mepayment:
Generally available student loans have a high emgé of non-repayment for
reasons discussed below. But much of the highofadefault in many countries is
attributable to bad lender practices—mainly by gomeent agencies as lenders—
and is thus, in theory, amenable to correctionughoa better legal framework
and better lender practices.

6. Able to tap theprivate capital markets This criterion has been discussed above
and is related both to the sufficiency of privaseiags (clearly less abundant in
very poor countries) as well as to the extent balée financial intermediaries to
channel what private savings as might exist intgiadly and economically
worthwhile investments. Also as discussed abovejnability to tap private

A qualification to this criterion is that very hidévels of essentiallgliscretionary debt-such as might be
required for students to declare themselves firsdlgcindependent of their parents or to pursue Igost
advanced professional programs—can properly bericest to students with higher paying career
prospects.



savings is due to the high levels of risk involweith generally-available student
lending where there are neither government guaganteor sufficient co-

signatories, exacerbated in developing countriasftequently implement poorly
designed student loan programs in government agemneith inadequate lender
practices. Hence many low income countries needlyoon tax funds not merely
for subsidies (generally excessive), but also fee toans themselves—thus
having to compete with all of the other claims ba government’s budget.

(This difficulty in the developing and transitionabrlds in taping private capital
markets does not arise in the United States, whanks have long been relied
upon to supply the capital required for the veryteagive—and mainly
governmentally guaranteed (i.e. riskless) US stuttean programs. In fact, the
US student loan programs are even more relianthenptimary private capital
markets—pension funds, insurance companies, cdgpaeserves, and even
equity funds—through the secondary markets thathmase the student loan notes
in large bundles from banks and other direct leswler

The financial sustainability and sufficiency of geally available student loans
are products of all of the qualities above. In otlerds, student loans that are minimally
subsidized, need-based, and collectible are gdéyerale as well to tap private capital
markets and thus to be provided in sufficient vaduto achieve the twin goals of
enhancing both participation and cost-sharing.

Among countries where sugenerally availablestudent loans are integral to the
edifice of higher educational finance—that is, tmespread participation as well as to
students bearing of a share of either the undeylgosts of instruction or to the expenses
of student living or both—are the United Statesn&fa, the United Kingdom, the
Netherlands, Germany, Sweden, Norway, Australiay Mealand, South Africa, Kenya,
Tanzania, Japan, China, Thailand, Korea, and thippihes (Johnstone 2005, Usher
2005, Woodhall 2002, Ziderman 2004).

At the same time, a host of countries have triesbiacessfully, or tried success-
fully for only a limited period of time, to estabhi generally available, sufficient, and
financially sustainable student loans programs. Téeder in most cases is the
government or a public agency. Too often, the prediscounted value of the repayment
stream is totally insufficient to cover the costtlé money plus the administration and
collection costsquite aside from any level of non-repayment, oradkf Adding the
losses from default and other causes of non-paymkeaguently very great, especially in
developing countries—leaves many governments unébl@rovide loans either in
sufficient numbers or in sufficient amounts to mést dual objectives of widening
participation and effecting real cost-sharing.

However, even if the criteria of minimal subsidipat and reasonably minimal
levels of default were to be met, there could $t@l insufficient amounts of new loan
revenue as long as these funds had to come fromubléc treasury just like any other
governmental expenditure. In other words, regasdlgisthe government’s success in
establishing a student loan agency, holding subsiidin to some politically reasonable
minimum, and managing to collect a significant mortof repayments due, the actual



loan capital needs to tap the country’s (or betedr the world’s) capital markets rather
than relying on tax revenues like an ordinary pubkpendituré.

Accessing the Private Capital Market

The adequacy and financial sustainability of a etddloan program, then,
requires both that the subsidy costs, includingcibsts of any governmental guarantees,
be minimized (or at least held to an amount thatgbvernment and its tax revenues can
support) and also that theie loanamounts—that is, the portions of the loans that ar
reasonably likely to be recovered—can tap the peivaapital market, which is the
repository of most savings and thus the approputit@ate source of all loans. Although
the two limitations are related, the limited avhildy of student loans in many low or
moderate income and transitional countries (whedhéne available numbers of loans or
the available amounts per loan) is as likely tofdaend in the difficulty of accessing
savings (the private capital market) as in thetations of government budgets, per se.

The inability to access private capital, in ture,due mainly to the very high
default rates (or more accurately, the hagfticipated default rates) inherent in most
generally-available student lending. Student loenshe United States that have full
governmental guarantees as well as mortality asdbdity insurance-and that thus
have virtually no risk of non-repaymenare obviously sound assets and have virtually
unlimited access to private capital. In other wordsy bank will give such a loan
providing the rate of interest covers the costtheir capital (i.e. what the bank must pay
to attract savings) plus the costs of administrafod collection (or if a governmental
subsidy makes up any interest shortfall). And e¥ethe individual notes have a
discounted present repayment stream insufficierdoieer their costs, the loan notes as
assets still have considerable value and can kkisobundles by the original lender
(which may be the government, the higher educaltioséitution, or an originating bank)
to any source of primary capital such as a penfuod or insurance company at an
appropriate discount.

Financial sustainability for a generally availalsteident loan program does not
call for repayments necessarily to coadirof the costs of lending, including the costs of
defaults. Generally-available student loans areallysioo small and require too much
servicing and collection expenses—quite aside frany risk of default and loss
altogether—to require all of these costs to be mv@nly from the student borrowers.
Government (taxpayer) subsidies are not-inapprtgpmays of supplementing borrower
repayments in order to lessen some such costsditicadto governments and parents
shouldering some or all of the costs of default the same time, large or unnecessary

* In theory, a student loan (or any other credittiwrioan) could be given by the government and be
booked as an asset rather than as an expenditameudr, because of the default risk of studentdpan
governmental accounting rules such as those impmgéide World Bank, the IMF, and even the Euro Zone
require that the full amount of the loan be entemedan expenditure (essentially failing to recograny
significant asset value to the obligation).

® Ryan Hahn of the Institute for Higher Eduction iPplpoints out the irony in that some governmental
interest rate subsidization—particularly in the ezt of governmental guarantees—may keep interest
rates sufficiently reasonable to assure a broadahborrower participation, in the absence of whiggh

risk takers who would be most likely to default, might paipiate disproportionately and actually increase
losses and governmental costs.



government subsidies as wellaidablecosts of defaults call into question the need for
the cost-sharing in the first place—which was tguige students to bear a portion of the
underlying costs as an alternative to governmeadp@yers) or parents. And parental
contributions in the form of serving as co-sign@si(that is, bearing all or a major part
of the risk of non-repayment) is something that ynparents cannot do and that other
parents may chose not to do. Thus, as long as @gnarailable student lending is to
serve the dual and somewhat contradictory aim&)oéXpanding participation as well as
(2) shifting a portion of higher educational castshe student, there needs to be a careful
assignment of these costs—and especially the highirdcertain costs of default, or non-
repayment, among government and other parties).

The Costs of Student Lending

The costs of student lending, then, include foutegseparable components: (1)
the cost of capital itself; (2) the costs of admsiiration and collection; (3) any subsidy
that the government or other third party wants @atigbute to reduce the repayment
burden of the borrower or otherwise affect the dwaer’s behavior; and (4) the costs of
defaults and all other forms of non-repayment (eépth, disability, incarceration, or
outright disappearance). Let us look at each, keepi mind the theme of this paper,
which is the management of risk in order to betieress private capital and lower the
need for government to be the lender and therefoheld the loans on the government’s
books.

1. The cost of capitalThe cost of obtaining savings, purchasing power for hire,
is a function of the productivity of these savimggested by the borrower (that is,
the rate of return) relative to what the saversmake with their money invested
in other ways, as well as of the supply of suchirggs and of the projected
erosion of the purchasing power of these savingsnwbturned by the borrower
(that is, the best estimate of future inflation).

2. The cost of administration:The costs of administration include the costs of
holding the purchasing power, negotiating with ptt# savers and borrowers,
estimating the likely inflation, calculating thédily incidence of non-repayment,
and servicing or collecting the repayments andgoering other functions of
private banking. In governmentally-sponsored studean programs, much of
this can be shifted to the institutions of highdueation, or to employers (which
may be required by law to collect at the point @fge and salary payment), or to
other government agencies, such as those chardgbdhei responsibility to tax
and to monitor income and earnings. Neverthelessewdr is paying, the
administrative costs associated with student lepaviil always be high due to:
(a) the small size of the individual loans; (b) twsts associated with keeping
track of highly mobile students through the in-salhgrace, and early repayment
years (especially as graduates are searching fglogment); (c) the long
repayment periods; and (d) the costs associateld @aliecting loans that are
frequently in arrears but short of default. Andstheosts will be especially high
in very low income countries with insufficient (mutess digitized) employment,
tax, and credit records (Johnstone 2005, ZidermamAdbrecht).



3. The cost of governmental or other third party sub&s Subsidy costsnay
include the rather small subsidies needed to cosgterfor the inherently higher
administration and collection costs of student legdin order to bring the
required interest rates on student borrowing (ekoly any premium for non-
repayment) within range of credit-worthy consumelptdor even of governmental
borrowing generally. However, subsidies in the fasmrepayment forgiveness
may be considerably higher and more expensive tisyituof goals that are quite
unrelated to student lendiner se These goals may include the encouragement
of certain kinds of postgraduate professional praabr postgraduate practice in
certain socially valuable venues, as in the US @thé@r countries, or simply to
encourage retention and program completion, as anttS Africa® Or, the
seemingly excessive subsidies and their attendamayer costs may be more
akin to grants given to mollify students or poldics who dislike cost-sharing to
begin with. Such costs—that is, those costs thateasentially unrelated to the
costs of providing a true student loan program—imragnay not be cost-effective
expenditures in support of these other public gohig they should not be
included in estimations of the costs of studenhsodnemselves.

4. The costs associated with the risk of non-repaymewon-repayment may be a
function of lender error or ineptitude, willful deflt, uninsured death or
disability, or through the inability to repay dweunemployment or other reasons.
This is the cost ofgyenerally-availablestudent lending that is potentially the
highest and most troublesome, particularly in eéffety closing off access to the
private capital market and limiting the annual voki of student lending to
whatever amount the government can provide in argiyear from the
combination of taxes, current loan repayments, gederal governmental
borrowing. Although the incidence of default antestforms of non-repayment
on generally available student loans varies enoshyday country, program, and
borrower characteristics, non-repayment as a ptxgenof amounts originally
borrowed—and before turning to co-signatories atiokero guarantors—might
range from a low that would be near the prevaitaig of default on auto loans or
consumer debt generally (say, 5 to 10 percenty tate of 30 to 40 percent on
loans to the least credit worthy borrowers in othee well-administered loan
programs, to rates that may be as high as 50 tper€ent or even more on
student loans in the most adverse circumstancds asthose that have plagued
the many failed student loan programs in Sub-Sahafaca.

With the increasing globalization of capital flonsavings can and do (absent
capital controls in such countries as e.g. Chind Btalaysia) flow to places where
returns (adjusted for risk) are the highest. Thins,cost of capital alone—that is, absent
country-specific adjustments for especially higtksi of default or especially high costs
of administration—is essentially a global cost. sTglobal cost of capital will be at its
lowest where there are economies of scale and ¢émiy along with little or no risk—
such as in the sale of United States Treasury nétescost of administration for student

® A typical provision would be to forgive some perge (e.g. 20%) of the principal amount owed for
each year that the student borrower, say, teaagh&saches in a remote village such that the efdaa is
converted to a grant after five years of the tagegtractice and/or targeted venue.



lending will also be high for reasons given in #Bpve. But the most significant and
volatile costs are the risks associated with ngayeent. This risk, in turn, is due to a
combination of factors, some of which are inhetergtudent lending, some to prevailing
lender practices that might be substantially impthvand some a function of country-
and culture-specific factors such as familiaritythaveredit, job and earnings prospects,
and attitudes toward cost-sharing and student iedeless in general.

Risk and Student L oans
The major factors associated with the risk of stiidending include:

» The absence of collateralThe fundamentatiskinessof student loans is due to
the fact that unlike home mortgages, auto loansl some other forms of
commercial debt, a student loan provides nothimghe lender to repossess in the
event of non-repayment. This is referred to in lthenan capital literature as the
capital market imperfectionf most forms of student lendirig.

 The absence of a general credit culturtn the highly industrialized countries,
credit has become a normal means of making majarhpges such as homes or
automobiles, as well running businesses, farms, aihdr small enterprises. In
such culturescredit histories maintained byredit agenciesplay a vital role in
making cost-effective credit available to good stskand conversely, in keeping
bad credit risks from borrowing and raising inténedes to everyone. Students
typically have no credit histories, but when theyee repayment as young adults,
they quickly learn the importance of maintainingg@d credit history, without
which automobile and home purchases and even aadis may be out of reach.
Student borrowers in countries lacking such a t@dture may be more prone to
default as they may perceive less of a need faoa gredit history.

» Students misunderstanding the nature of the repaymebligation: This may be
due in part to the immaturity of the student attihee of borrowing and/or to the
considerable length ah-schooltime between the original borrowing and the
supposed beginning of the repayment obligation.uktierstanding is also more
likely when the original loan never passes throtighstudent’s hands, as it does
in the case of an automobile loan or in most consrakcredit, but rather is
simply recorded as a future obligation upon a gsttidematriculation, as in
Australia, New Zealand, and the UK. Finally, thed&nts’ misunderstanding and
consequent proclivity towards default is almosttaiety more likely when the
lender (in most cases the government) purposehiiijiscates the fact of the
repayment obligation in order to portray the studénancing scheme as
somethingother than a tuition fee and a loatue to a fear of student and other
political opposition to any overt form of cost-simay.

" The pureequityform of income contingent student loans, in whackender stands to make a great deal of
money from students who become very wealthy and pladged a percentage of their future earnings in
order to receive the loan that enabled the higacation which in turn contributed to these earsjng an
exception because the lender actuallynsa share of the borrower’s future earnings. To ¢2087) this
form of lending continues to fascinate economistig ¢heoreticians, but has never been successfully
implemented in a widespread, generally-availablegmm of student loans.



» The extreme mobility of students for a period ofme after leaving the
university: Students typically move around in search of festployment, or
simply the lure of young wanderlust. For severargethey may not have what
they consider regular employment and typically did own a home or real
property. They may be traveling abroad, leavingorvarding addresses. In the
case of low-income countries, there may be few,jasel many students may
seek to emigrate, legally or illegallyGface periods during which time
repayments continue to be either subsidized orrggfeare common in student
loans programs and almost certainly contributdéoproblem of tracking.)

» The absence of regular employment sufficient to @ the initial repayment
obligations: This may be a factor in emerging or transitior@remies where the
university graduate labor market is very weak.uahscases, the student borrower
might well repay if he or she could, but in mangtances cannot because of the
absence of regular employment. This problem isangd part a function of the
health of the economy, the nature of the universigégrees, and the supply
(frequently the oversupply) of university graduat€Bhis cause of default is
especially serious in certain developing counttiest feature very high youth
unemployment together with—and partly a consequerieeuniversity degrees
having little connection to the needs of employers.

» Other country-specific factors:Other factors could include such factors as
extreme political instability or unusually high ntality such as can be anticipated
in countries with a high incidence of HIV-AIDS.

Bearing the Risk of Student Lending

The key to securing private capital—which is alse key to tapping other-than-
tax-revenue for student lending—is to cover theoaimally high risk of generally-
available student lending in ways other than thhoag extremely high rate of interest
charged to all student borrowers. The minimal nslolved in student lending that et
generally available-that is, limited to students of known high abiliby to students with
credit-worthy parents who are willing to co-sigrethote, or only to students in elite
advanced professional programs such as medicired\wnced management —can be
handled by the lender alone through a smmadirest premiumlike that which is charged
to other kinds of lending, whether for autos, honeesonsumer credit generally.

However, the risk of non-repayment for student fodrat are made available to
the general student without these tests of credibweess is too great to be handled
simply through an interest premium paid by all barers. Thusgenerally available
student loan programs need alternative ways of lmndisk. These then become the
keys to tapping the primary capital market for tbans, which in turn is an important
factor in the long-term viability of any cost-shagi scheme dependent on the students
bearing a portion of the costs of their higher edion.

Some alternative sources for handling the risk ehegally available student
lending (that is, other than by interest premiurharged by the originating lender)
include:
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1. The government as direct lendelf the lender is the government itself or is alpub
agency—as in many countries, or as in the US Digugtlent Loan Program—then
the government’s (or the public agency’s) loan vecy will be absent those notes
defaulted, and the government implicitly will beall the risk and will need a
continual infusion of new capital to replenish theses from the defaulted loans (in
addition to whatever else the government-as-lemdight lose by any insufficient
spread between the interest on its student loagsrantd the interest rate on its own
government bonds)

2. The government as implicit lenderin the student loan schemes of Australia,
Scotland, England, and Wales, the government ftmelsiniversities from direct tax
appropriations, a portion of which it notes for leastudent as aeferred feeand
which the government then attempts to collect (wpyment of interest) from
students after they have graduated or otherwideHefr universities. That most of
thesedeferred tuition fee loan schemtake the form of an obligation to repay a
portion of the borrower's earnings or income rattiean an obligation to repay a
fixed amount per month may have important consecgpgerwith regard to the
manageability of the repayments and the politicateatability of the obligation.
However, with regard to the ability to sell the ightions to the private capital
market, potential purchasers may be reluctant tchase bundles of the relatively
unfamiliar income contingent repayment obligati@xsept at a very high discount,
thus requiring either the even higher effectivessdy of the discount or requiring the
government to hold the notes and thus to continugetthe major or even exclusive
provider of capital from available tax resoures.

3. The government as guarantor of private lendingiternatively, the government can
rely on banks or other private lenders to provittexineeded capital and agree to buy
those notes that the private lenders claim to beollectible (with contractual
provisions requiring the private lender first toeeise some level of diligence in its
attempts to collect). This, of course, is the daninmethod in the United States for
the Stafford Federally Insured Student Loan prognamaer which most student loan
origination is done through private banks. (Theagamental guarantee also makes it
possible for the private banks to sell the highseajuaranteed notes to secondary
lenders in the larger private capital market, tepenishing their capital.)

4. The government as guarantor of last resorfhe government, or a funded public
guarantor, could serve as a guarantor of last tesecoming obligated to repay or
write off the loan as uncollectible only after themary guarantors (such as parents
as co-signatories) had been exhausted or had jpaid some contracted limit, or
been relieved of the obligation by some kind of nsetest. In theory, this could
overcome one of the objections to the requiremémacental co-signatories in that
low income parents could immediately call upon glogernment as the guarantor in
the event of their child’s default.

& This will change at least in the more developedntges with greater experience with student lo@ms
deferred obligationsof the income contingent variety and the abitiypredict with greater precision an
appropriate discounted present value of the lifetrepayments from a bundle of such obligationgadn,
the United Kingdom announced in March 2007thatilt gell £6 billion of student loans to the private
sector.
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5. A secondary lenderA secondary lender can purchase student loan fassets) in
large enough bundles, with some knowledge of thireaof the borrowers and
therefore of the nature of the collective credi$&s, at a sufficient discount—that is,
a risk premium paid mainly by the primary governtaérdender rather than the
student borrowers—to cover the inevitable lossé® ifitial lender (in most cases a
public lender) therefore becomes a major subsidifehe student loans, with the
subsidy going not to a simple interest rate subsrdgven to a simple guarantee, but
rather to an up-front payment to pass the riskiofthe new private holders of the
notes. This is the model where the government mespublic entity is the lender but
which sells the notesvithout a guaranteefo a bank or other private lender/collector
at a substantial discount (i.e. a “risk premiumifldhus needs a constant infusion of
new public money.

6. Securitization: This form of tapping the primary capital market shudent lending is
similar to the aforementioned sale of the actuabent loan notes at a discount
sufficient to cover the anticipated losses fromadéf In securitization however, the
originator of the loans (either a public agencydrank) sells the student loans to an
intermediary purchaser (frequently a special forintroist, or Special Purpose
Vehiclg that then issues its own asset-based securidresafe in the private capital
market, collateralized by the student loan notesow holds. The value of the
equity—from which new loans can be made—dependthervalue of the notes as
assets, which in turn continues to depends ondpayment flows (a function of the
interest rates on the notes in repayment) and @adlgregate likelihood of defaults (a
function of collection capabilities and the preseme absence of guarantors or co-
signatories). The private capital market, then, esakn estimate of the likely losses
on the student loan notes in order to calculatevdlge of the equity of the of the
public lender—which estimation, of course, is vemyilar to that used to calculate
the appropriate discount for a direct purchaséefriotes themselves. The advantage
of such securitization is that the risk is esséigtimanaged by the large numbers of
revenue producing notes and by the ability of therket to impose discipline of
whichever entity is charged with collection andveeng (Kendell and Fishman
1996).

7. A co-signatory or co-signatoriesThe most direct and prevalent guarantor of studen
loans in much of the world is the requirement ofihg a co-signatory: usually a
parent or an extended family that has sufficiesetsto be cost-effectively seized in
the event the student borrower defaults. The limoma of course, is that the
requirement of co-signatories with no backup cerakitive guarantor does not meet a
strict test ofgeneral availabilityas many students simply do not have parents or
relatives with sufficient assets to serve as aacéiffe guarantor (or there would be
such a political firestorm in the event of widesareseizure of family assets to collect
student loans that it would be politically infedsib Therefore, we can look to several
variants on the theme of a co-signatory as guarafte example:

7.1. A “soft” co-signatory: In theory, a “soft” co-signatory contract could tewn
that would obligate the parents not to a full repapt of the defaulted loan,
(with the threat of losing their assets) but rathersteering the lender or
collection authorities to the borrower who is inears. In addition to the addition
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7.2

7.3.

7.4.

7.5.

of some potentially usefydarental moral suasigrsuch a provision might at least
recover some payments that would not otherwiseebevered due to the loss of
the borrower’s current whereabouts.

A means-tested co-signatory requiremei@imilar to, but going a step beyond
the soft co-signatory requirement described above, a mested so-signatory
requirement would require a “hard” co- signatoryligdtion only from more
affluent parents and allow less affluent parent®owould prove financial
hardship, either free altogether from the co-signabbligation or simply move
to the government as the guarantor.

Employer as cosignatoryAn employer could also serve as a cosignatorychvhi
would obligate the borrowing student to a perio@&miployment after graduation
in return for a prospective employer guaranteeing loban. Again, such an
arrangement would likely help mainly the more ctwdithy students who could
find a potential employer willing to assume thisligition in return for an
agreement to join the particular firm or businessid-avould thus fall short of
student loans that were genuingbnerally availableKirshstein et. Al. 2004).

Fellow borrower[s] as cosignatories on conventionsfudent loans:Student
borrowers might, at least in theory, hde#ow borrower[s] as co-signatories. In
this untested model (similar to the soft parentaisignatory model described
above), the fellow borrower or borrowers would lmes@natories not because
they will necessarily be in a position to assunmee dkfaulted obligation or have
property that can be confiscated or wages thatbeaattached in event of a the
default, but because they are likely to know whéee defaulting borrower may
be. These special cosignatories would be liablspifar as they could, to assist
in the tracking of the defaulting fellow borrowédthough there will be little or
no direct recovery from the cosignatories themselgeich a provision (as yet
untested) might at least help to surmount one soofcstudent default risk,
which is the extreme mobility of student borrowensthe immediate post-
graduation years (as well as possibly providing esquarsonal pressure on their
fellow students to repay).

Fellow borrowers as cosignatories in mutualized ome contingent student
loans: In a so-callednutualizedincome contingent student loan schemach
borrower joins a cohort of borrowers (e.g. all loé tboorrowers who finish their
schooling and enter into repayment status the sgmag), all of whom are
obligated to repay some percentage of their incaneearnings until the
collective debt of the entire cohort is repaid. iHegarners contribute more to the
amortization of the collective indebtedness, and Earners contribute much
less; and the debt is repaid as a collective, aualized, obligation. Although
there would be a legally enforceable obligationgpay the amount due even if
this amount were very low, such a provision is itebly ambiguous about
whether the low payments—which prolong the discbagthe cohort obligation
and add considerably to the repayment burdens efhtgh earners—are the
consequences of low paying jobs, failure to remm@tnings, unemployment,
voluntary withdrawal from the workforce, or behavibat would more nearly
coincide withdefaulton a conventional fixed schedule repayment obbgatAt
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the same time, the prospect adlverse selectiorfthat is, the likelihood that
potential higher earners would void participatievhile potential low earners
would overpatrticipate) and the general uncertaoftyhe scheme make capital
market participation unlikely.

8. The Higher Educational Institution: Another potential guarantor is the higher
institution itself. The problem, however, is thatbfic institutions simply retain the
risk on the taxpayer, and few if any private ingidns have the resources to
responsibly even consider the massive contingaility that large scale student
loan guarantees would entail. This was tried inn@hibut the institutions simply
refused to lend unless there were sufficient pateguarantors to reduce the
institution’s risk to nothing (in which case therpase of the lending—to those who
really needed the money—was essentially lost).

However, several Latin American loan programs (pubédnd private) are
experimenting with involving the higher educatiostitution in a guarantee role. In
Chile, under the newest government student loagrpro (he Crédito de la Ley
20.027 para Financiamento de Estudios de Educaidperior) the higher education
institution (whether public or private) must guaemnthe student loan during the in-
school and grace periods, while in Mexico, under $lociedad de Formento a la
Educaciéon Superio(SOFES) program, private universities must takerdlie loan
after nine months of default.

9. International Finance Corporation (IFC) as partner in student loan risk
assumption:A number of new innovative risk sharing initiativase underway that
would allow the private sector to provide studeoan capital without a full
governmental guarantee (and generally without gowent subsidization), many of
them involving the International Finance Corpomat{t-C), the private sector arm of
the World Bank (Perkinson 2006). Several examptesgaven below. All of them
involve selective institutions (some of them prejaand hence do not meet strictly
the criterion ofgeneral availability Furthermore, these loan programs rely on a
development agency (The IFC) whose support canaotebed upon indefinitely.
Nevertheless, these loan plans are available oaed basis to all students within
these select institutions, and the plans thus geogkamples of programs that seem to
successfully tap the private capital market by dtisg risk, via partnerships, for a
potentially significant number of students.

9.1. The Samponara Foundation in Indonesia©One of the most innovative is the
risk sharing facility that was set up in Indonesw&olving the Sampoerna
Foundation, Bank Internasional Indonesia (BIl) #mel IFC that extends loans to
needy students in selected state and private giiles: The Sampoerna
Foundation provided funds to cover the set up casts the first losses on the
portfolio of loans, while the Bll and the IFC agdeto jointly guarantee the

® This was the method of the first strictly privateerational income contingent loan plan in theye@éls,

the Yale [University] Plan for Tuition Postponementhich was abandoned by the university due to a
combination of factors including adverse selectithe difficulty of competing with the governmentall
guaranteed and subsidized student loan prograngstheninability to access private capital. For 8 fu
description of the Yale Plan and other early incametingent loan experiments see Johnstone (1972).
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9.2.

9.3.

losses that are in excess of the specified firss lthreshold. In this way,
Sampoerna’s contribution of US$2.75 million is lgpieveraged by 7 times to
permit the loan portfolio to reach $20 million ovitle next four years and to
extend loans to 20,000 students. Loans range beth@enillion (US$1,083) and
100 million Rupiah ($10,830) for 6 to 36 monthstwan interest rate of 12.9
percent, which is significantly lower than the pi#wg consumer loan rate. The
first loans were made available in January 2007.

Finem in Mexico: The IFC is also working with Finem, a specializexh-bank
private financial institution in Mexico, that it ®8 (18 percent) with a private
Mexican company (82 percent). The IFC has investetlD-year senior loan
facility of up to $15 million to be used in grargistudent loans originating at the
university level to lower and middle-income studerithe project aims to show
investors and financial institutions that educatifomancing can be a good
business. Under this program, Finem has a resena that covers the risks up
to 5 percent of the loans and the universities egoebuy back loans that are
more than 90 days overdue.

Sociedad de Formento a la Education Superior (SORE$he Finem initiative
was modeled in part on the experience of the Sadiede Formento a la
Education Superior (SOFES), a government-sponssitgtent loan program that
was founded by a group of 40 private selective ensities supported by a loan
from the World Bank. Risk is shared among co-signies (when availablé&),
and universities (that have to take over the loamfSOFES after 9 months of
default). The loans carry a 2 percent real interag¢ and monthly interest
payments must be made during the in-school yeagpaynent of the capital
begins six months after graduation and must be noada monthly basis for a
time period not exceeding two times the periodmywhich the student received
the loans (Canton and Blom 2004).

Bearing the Risk: Layering the Guarantors

The examples above illustrate the need in manysdadayer the bearers of risk
and to involve multiple actors (students, paregts/ernment, the private sector, and
higher
secondary guarantors and an effective means testpanents, with the government
and/or some kind of foundation assuming the riskstadents whose parents are unable
to reasonably perform this function. In so far laes e€xtreme riskiness of student loans is
due to uncertainty (as in uncertainty over theigbidf the lender, especially a new
government lender, to perform responsibly, as waslluncertainty stemming from the
absence of experience about borrower behavior aoumtry attempting to inaugurate
cost-sharing and student loans for the first tinge)levelopment agency such as the
World Bank might appropriately join as a subordashtor back up, guarantor for a
limited
the uncertainty and allow the government or a Iqgmatate foundation, or a group of
institutions to assume the role of guarantor, instmiastances with parents, extended

education institutions). The most obvidust guarantors—provided there are

number of years, or limited number of baves cohorts, in order to get beyond

19 students with co-signatories are eligible forrada loan than students without a guarantee inrdode
balance SOFES’ equity and efficiency (i.e. operptirviable business) goals.
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families, or employers as the first guarantors.a@ethe World Bank’s International
Finance Corporation has begun, on a limited s¢alplay this role, and it would be well
for additional development agencies to look to ptheamples, especially for the purpose
of lessening the extreme risk that is so inevitabldeveloping countries beginning (or
re-beginning a student loan program.

This paper began with a reminder of the imperadiveost-sharing, especially in
developing countries experiencing the threefoldsguees of: (1) the already high and
very rapidly increasing costs of higher educati®); the limitations on government’s
ability to tax; and (3) the long queue of sociadliyd politically compelling competing
needs for government funding. Particularly in tbe-income and most of the so-called
transitional countries, measures that can allowsthdent to bear a portion of the costs of
their higher education—that is, student loans (byatever name or euphemism they are
called)—are almost essential.

For student loans to be financially sustainableethmeust not only be a high rate
of loan recovery, but the ability to tap the prevatapital market. Both of these
requirements rest on two requirements: first, lesgethe risk of default, and second,
having some guarantor or set of guarantors to t@aaining risk of default in order to
access private capital sources and relieve thergment’s operating budgets from the
necessity of providing the capital as well as whatesubsidies are deemed to be
necessary. We have outlined here a number of sodhed can participate in this risk
bearing in order to expand private capital partitign and to therefore expand the
volume of student lending. As with the design artimimistration of student loan
programs themselves, the process of expanding dpéat sources is a program in
process. It is our hope that this paper can befliedis nations, universities, foundations,
and international development agencies continuiatking to expand higher educational
participation.
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