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Student Loan schemes allow students, as well gmyaxs and alongside parents,
to shoulder a portion of the costs of higher edooatincluding either a portion of the
costs of instruction and other educationally-relatests (that is, through tuition and
other fees), as well as some or all of the costtadent living. We use the terstudent
loan to include any repayment obligation resulting fraracheme designed especially for
students—generally with governmental sponsorship some element of governmental
subsidization and/or assumption of risk—to defeghbr educational expenses and to
incur thereby a repayment obligation, whether dtiBgation is actually called a loan or
by some euphemism, and whether the obligation & figed schedule of payments or is
expressed as some percentage of the borroweriefatunings.

Student loan schemes vary enormously. They can wapurpose including
borrowing to cover the student borrower’s shareudion fees, or borrowing to cover all
or some of the cost of student living, or borrowiiog both purposes. Similar to the
variations in purpose, student loan schemes cay imanltimate financial impactwith
some schemes serving to benefit the universityher Higher educational system—as
when the loan adds to the university’s revenueasige Student loans can benefit mainly
the government—as when the new revenue from thetfed are covered by new loans
simply allow the government to decrease its shaiwent operating revenues, or when
the repayment stream is never capitalized at dllsbuply becomes a future additional
revenue stream for the government like any othemréustream of taxation. Or, Student
loans can accrue to the parent, as when an upfeenpaid mainly by parents is shifted
to a deferred fee paid mainly by the student. Aindlfiy, the impact of a new flow of
revenue from student loans can accrue to the stsidbemselves in greater living
expenditures.

Student loan schemes also vary in tia¢ure of the lenderincluding borrowing

from a bank, from the government, from a publicdstut loan agency, or from a
university (which presumably would immediately gk note to a bank or student loan
agency). Schemes also differ in thet of borrowing depending on whether the student
borrower literally receives a loan in cash and thaws college or university tuition fees
or the expenses of lodging or food—as opposed toelgnencurring a repayment
obligation simply by virtue of college or univessidttendance, with the deferred tuition
fee, or loan, never passing through his or her fiahdt still obligating the student to a
stream of future payments.
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The Need for Student Loans

The need for a governmentally-sponsored studemt $cheme follows from the
perspective and the policy of cost-sharing. Borrayyiat least in theory, can provide a
substantial amount of money in support of higharcation, essentially adding a ‘third
leg” to cost-sharing and supplementing revenue fparents and taxpayers. Thus, a
functioning student loan program can provide reeetw higher education that, in its
absence, would presumably not be there at all. /ABgy (or to the degree that)
borrowing does indeesupplementather tharsupplanthigher educational revenue from
taxpayers and parents, the additional revenue foomowing can make possible: (a)
enhanced institutional quality, (b) additional ceipaand thus additional participation
and accessibility, (c) more higher educational cbeifor students, and/or (d) a better
style of student living. Expressed another wagdiitional revenue from governments or
taxpayers is unlikely, either because a governneerdt its effective tax capacity or
because other public needs would take precederare ievaxes could be raised, and if
parental contributions are also at their likely maxms, then the other major possible
source of additional revenue for the general opmratof the university or for the costs of
student living would seem to be the deferred, ardwed, contributions of the students
themselves.

From the perspective of the student, the abilithaorow for at least some of the
costs of their higher education gives young pergtwsability to invest in their own
futures. While many or most students might prefeofathe money to come either from
parents or (preferably) from taxpayers, in lightloé demonstrable private benefits from
higher education that accrue to the student—inolydioth monetary (i.e. higher future
earnings) and non-monetary (e.g. higher statugsacto generally more interesting and
pleasant jobs, and more choices of occupationsesnand places to live)—such an
investment is perfectly reasonable. In fact, irhtigf the limits on both parental and
governmental contributions as well as on part-tengloyment possibilities, borrowing,
for some students, will be the difference betweavirilg and not having access to higher
education.

Borrowing is particularly necessary in the abserufe (or to supplement
insufficient) parental contributions. This lack sifficient parental contribution may be
the obvious consequence of low family income, ortleg parent’s disinclination to
provide further financial support, or of the stutierdisinclination to be financially
dependent on his or her parents—all of which remswa more compelling the older the
student and/or the more advanced the degree. ©glibence of any officially expected
parental contribution may, as in the Nordic cowsyibe the prevailing socio-political
norm by which the parental contribution is assurtedbe through the high taxes that
support university education without the suppleragon of tuition fees, but that requires
the costs of student living to be born by the stisiehemselves through borrowing. In
the case of alual tuition country such as Russia, borrowing also allowsirfotheory
ought to allow) students to attend a universityotrer higher educational institution
when they are capable of the academic work buhdidoass the admission examination
with a high enough score to earn a tuition free iadimn--and whose parents cannot
afford the tuition fee.



In other cases, borrowing is not so much the diffee between participating or
not participating in higher education, but ratheovides the student with additional
choices, such as living independently instead whdj at home and commuting, or
attending an expensive private college or universistead of a less expensive public
institution, or accepting more debt but working &whours or not at all, or living at a
somewhat higher standard than is often thoughtsotha appropriate life of student
poverty. In these examples, borrowing (and savamgl lending) are economic
expressions of time preferences for money. Thersavene who has more claims on
goods and services than he or she needs at thiemi@nd who, as (or through) a lender,
is wiling to rent these claims for a fee that wé wderest. The borrower, in turn, is one
who has a need in the preséot claims that he or she does not yet have, bui i8h
reasonably certain to have these claims (thahes,ntoney) in the future and so is thus
willing to return these claims with interest, which a payment for the use of this
borrowed money. In this way, the ability to borravakes possible the choice of a higher
standard of living for students confident of theuwentual higher incomes and who thus
would apply higher subjective discount rates torthdéure repayment obligations.

The Aimsof Student Lending

Student loan schemes can have several differerst &lowever, some of the aims
may be less than fully compatible or even conttadye—such as, for example, the aim
of simply putting money into the hands of studentich is always a politically popular
goal to profess, especially if the loans can betraped as much less costly to the
government’s budget than outright grants or stigefwchich may or may not in fact be
the case)—as opposed to the less politically pomdal ofincreasing revenue tbhigher
education by moving some expenses to studentsrrdthe to governments or even to
parents. The last-mentioned aim may in fact be vehaigher education system most
needs, particularly if, as in most countries, tlewenue needs of higher education
(including both the costs of instruction, the castt@dditional capacity, and the costs of
student maintenance) are increasing rapidly andalhynat rates considerably in excess
of the likely rates of increase of the governmehtgher education budget.

The principal aims of student loan scheme in amynty include the following:

1. To put money in the hands of financially needy students in a way that
expands participation. Such an aim requires a student loan scheme ghaith means-
tested (or need-based) and also generally availdblether words, loans are made
available to all or most students who have a reimgifinancial need after considering all
other sources of revenue, including parents. Isway, the loans would not be available
simply to provide a higher student living standand to allow students to become
financially independent of parents who would otheewvbe providing at least some
financial assistance. As the loan recipients, teoyld be mainly from low income and
rural families, whose parents would probably behblm&o contribute or even to co-sign
for a loan, such a loan program should anticipatgatively high rate of defautt.

! Defaults are high in virtually all loan schemesttaigegenerally availablethat is, which dmot
discriminate among potential borrowers by likelidaaf default—which discrimination would likely
discriminate against potential borrowers from lowecio-economic classes or from single parent famil
or from certain ethnic or linguistic minority grosiDefaults are also generally high in countriegljsas



2. To put money in the hands of all students. Student loan schemes that are generally
available to all students without regard to theomes of their parents can serve the aim
not only of making possible higher educational ipgration, but also of furthering
students’ financial independence from their parehiss is essentially the system in most
of Scandinavia, Australia, and the UK, where paesmte not officially expected to
contribute either to tuition fees or to the codtstadent living (although parents who are
affluent can, of course, nevertheless contributé either provide their children with
higher standards of living or lower student debtshoth). In Scandinavia, where there
are no tuition fees, student are expected to cthar living costs with student loans—
which costs are far greater than the public setiion fees in almost any country,
including the United States (which is known for Higuition fees in all sectors). In
Australia and the UK, aside from the need to borfowthe living costs (i.e. food and
lodging), students are also expected (or allowedowver the costs of the tuition fees by
borrowing, thus allowing financial independence niroparents—although at a
considerable costs to students in the form of auftht debt.

Student loans that are made available for the pyirparpose of simply putting
money in the hands of all students necessarilyufeatarge amounts of lending
(sometimes extending even to the substitution foatwpreviously had been expected
parental contributions), frequently substantialssdization, and oftentimes less concern
for collections or for the present discounted valtithe stream of likely repayments. For
this reason, and given the very many substantiaely politically pressing needs for
whatever limited amounts of additional Romanian taxenue there might be, the
chances of the Romanian government being ableppostia comprehensive, generally-
available student loan scheme that would coverfittencial needs of both the current
numbers as well as the increased future numbeb®tbf governmentally-supported and
the fee-paying students (as well as private sts}erdnd leave enough taxpayer money
to pay f20r the desperately needed additional cépamd additional quality—seems
doubtful:

3. To implement a degree of cost-sharing by shifting some of the costs of
instruction and/or student maintenance from either the government or the family to the
student. For example, a student loan scheme can allow @ease in food and lodging
fees, thereby allowing a lowering of the governmaénsubsidization of student
maintenance and a shifting of these savings tordilgher educational needs such as
increased financial assistance, increased capaxityicreased quality—but maintaining
accessibility by allowing students, if necessany, borrow the funds to cover the
increased fees. Similarly, a student loan schema&qmermit an increase in some or all
of the tuition fees paid in the fee-paying trackgyaia, by allowing such increases to be
borrowed, thus maintaining accessibility. Finalllge universities could be allowed to

Romania) that are still developinggedit culturein which debts tend to be repaid because a gaestitcr
rating is important to virtually all citizens (evémyoung university graduates).

2 While we do not have the data to provide precisirates, it is almost a “given” in countries widhw
but increasing participation rates that the avestgdent within thearticipation margin—that is, the
students who in the future will be leaving secogdahool prepared for and desirous of higher edcat
but who are currently are not so completing—will be average, considerably more financially as asll
academicallyneedythan the students currently going on to highercatan.



begin charging fees for some of the most selectiigh-cost, and highly remunerative
advanced graduate programs, such as medicine duagmanagement training—again
maintaining accessibility, but allowing studentsctmtribute more to the programs with
such manifestly high private returns.

A student loan scheme that is linked to revenueplsapentation as well as
accessibility requires that loan recovery be mazadi that is, that the two principal
sources of losses—i.e. of interest subsidies arfidutle—be kept to a minimum. The
purposes of the enhanced revenue made possibleebgost-sharing, in turn, may be
expansion of capacity, enhancement of quality, isiom of more targeted (i.e. means
tested) financial assistance, a substitution foibi@sed governmental revenues, or any or
all of the foregoing.

4. To influence indtitutional or program selection: Eligibility for student loans
can be made contingent upon the recipient seledartain institutions (e.g. rural, or
newer, Or non-university institutions) or certaimgth need programs (e.g. teacher
education, nursing, or engineering). Thus, justoasis can be rationed or targeted by
financial need or by ethnic or linguistic minorgyatus or by region or rural schools in
order to expand certain kinds of participationgesforth, for example, in aim #1 above),
loans can also be rationed, or targeted, to achaher public purposes such as
manpower needs (e.g. for teachers or nurses) anagplanning needs (e.g. to induce
students to select colleges or universities in tenterritories), or to provide special
assistance to certain higher educational sectorg. (private or non-university
institutions).

Unlike targeting low income or rural youth for thmurpose of advancing
accessibility to any college or university, as im&1, the targeting of loans to certain
institutions or academic programs is meant to ntakeargeted institutions or programs
relatively more attractivehan those not so targeted. Thus, the aim is moplg to
remove a barrier or to make attendance possibtapkateer a student—probably already
destined for higher education of some kind—towaghgicular program, institution, or
region. And such steering by student loan eligiiltherefore, is likely to be effective
when the loans in the targeted programs or ingiitgtare substantially more subsidized,
or simply more available, than loans in the noge#ed programs or institutions.

5. To encourage academic progress and/or success by forgiving portions of
principal for years of academic success. This aim is less a loan scheme, or even a system
of rewards that depends on a loan scheme, thamaitsimple monetary reward wrapped
in the form ofrepayment forgivenesSuch a program is expensive and depends on an
assumption that desirable academic behaviors—famele, achieving a high level of
achievement or, less ambitiously, simply finishimg time—respondaost-effectivelyto
the prospect of a future reward in the form of paggment forgiveness (as opposed to
other methods of eliciting the desired behaviotclsa provision could be thought to be
cost-ireffective if—as is almost certainly the case—mamnyewen most of the student
borrowers who are academically able to avail théweseof this reward would finish

% ziderman (2002) differentiates the aim of revegaaeration from the aim of university expansiort, bu
otherwise presents essentially the same portrdyhegolicy aims of governmentally-sponsored stude
loans.



their academic program with distinction anyway,hwetr without any loan forgiveness. In
fact, as the most academically able and academicalponsible are likely to be
disproportionately from middle or upper middle skes, who have been taught such
behavior in their homes, the effect is much likesystem of merit awards or merit
selection in a supply constrained system: thdtkisly to reward those who do not need
the reward financially and do not need the rewardetave in the desired manner.

6. To influence post graduation practice or venue: Finally, a student loan can be
given for the aim of influencing the choice of thident as a graduate to practice a
certain profession and/or to practice in a certarget venue: for example, the practice of
medicine, nursing, or teaching in a rural distrithis is done by granting or even
requiring most students to complete with a certawvel of indebtedness, portions of
which can then be forgiven for each of several yedipractice in the target venue.

In the case of Romania, where one of the universigted problems is the exodus of
higher educated talent to other countries, the deigiveness could also be extended
simply to all students who returned to Romania vatistudent debt. As in schemes of
repayment forgiveness to elicit desired academicawier described above, what are
sometimes calledorkforce contingenbans assume that professionals will be motivaded
do what they would likely not otherwise do (i.eadk or practice medicine in a remote
village for little salary) because of the prospafatlebt forgiveness. Furthermore, the public
policy assumption is that student debt forgiveressore cost-effective (or more politically
feasible) than alternatives such as higher saldnissyear bonuses, subsidized housing and
transportation, and other incentives that mighgegrpublic resources to the same end.
Research on these questions is inconclusive, andvexdd discourage the Romanian
government implementing a massive program of wodeaontingent loans without some
well-analyzed pilot programs. Nevertheless, susth@me is, at least in theory, an attractive
way to combine the aims of revenue generation, ma&ep planning, expansion of
participation, and rural development. And a pilobgram—for example, of medical or
nursing loan repayment forgiveness for practicedme rural provinces—would be easily
implemented and, if designed with minimal subsitiirg affordable to the government.

The Need for Government Participation in Student Borrowing

The case for student borrowing, as made above, motems itself make the case
for governmental participatiom this lending. That is, if student loans weremnore than
the bringing together of student borrowers, whohwvis invest in their higher education,
and lenders, who have the savings to lend, ornb fog the price of interest, it is not
immediately clear why the governmental participatithat is, beyond the normal
regulations and consumer protections applied bygovents to borrowing and lending
generally) should be needed. Particularly in a miadconomy, banks and other private
financial institutions, on behalf of savers, lemat purposes of business expansion,
working capital, or the purchase of homes or autales, covering their cost of money,
administration and all other expenses, as welllawances for defaults, with thaterest
rate spreador the difference between the interest paid tesaand the interest charged
to borrowers. In fact, there are in many countmesly examples of strictly private—that
is, neither governmentally subsidized nor guaraiteleans to students. But these will
generally be limited to students in elite colleges universities or in advanced
professional programs such as medicine or law, hichivthe likelihood of high future



earnings and the imperative of building a good itnegbutation lower the risk of default,

and in which the desirability of attracting suchudsnts as future bank customers
combine to allow credit to be extended to such esttgl at favorable terms without

governmental subsidization or guarantees.

However, generally-available lending to students—that is, without tests or
conditions of credit-worthiness as described abawe without requirements of credit
worthy co-signatories or other collateral—is anotimatter altogether. In the absence of
credit worthy co-signatories or other guarantong, ttisk of default on student loans is
considerable—probably high enough to force the esttid interest rate to entirely
unacceptable levels in the absence of governmentalention, either in the form of a
governmental guarantee or an interest rate suppletoethe lender (both of which, of
course, imply costs to the government). What mékesisk of default especially great in
lending to students is the absence of collateil ¢hn be recovered in the event of non-
payment. Unlike a business loan in which machir@rinventory can be repossessed in
event of default, the only collateral stemming framinvestment in higher education is
in the form of knowledge and learned behaviors taainot be so easily repossessed in
order to recover on a defaulted loan. Further exiregy the likelihood of default, and
raising the costs of collection even in the absaiaefault, the typical student borrower
usually cannot begin repayment until the end ofdnitier studies and the beginning of
gainful employment, often leaving a long periodtiaie between the origination of the
loan and the beginning of repayment—in any eveamig lenough for the student to have
forgotten the debt or to have moved residence threur times, possibly to another
country, leaving little trace of his or her whereats.

Such a risk, then, on generally-available studemiding, calls either for a
governmental guarantee or for a substantial upefiayment (or a discount on the
purchase of student loan obligations), thus engbdirstudent loan program to tap the
private capital markets of banks, pension funds @theér major sources of savings. Or,
the inherent risk of student lending calls for tp@vernment itself to be the lender,
effectively originating the student loans eithesnfr current tax revenue (like any other
governmental expenditure) or from revenue borrowsan the national and or
international capital markets and added to all ogfszzernmental borrowing, to be repaid
from future tax revenues.

Of course, there are limits on the borrowing cagyaaf any government,
especially a government whose ability to tax antidlomaintain the value of its currency
may be suspect in the views of domestic and intenmal capital markets—as in most
developing and many transitional countries. Buséheery limitations may apply as well
to the worth of the governmental guarantee: a gowent that might not be able to repay
its debts to domestic bondholders or internatideradiers may be as unlikely to be able to
cover the defaulted debts it has guaranteed. Ih sases (again, applying mainly to
developing as well as to some transitional cousitweéh limited taxing capabilities), the
need to cover the risks of generally-available stiidending can be at least lessened
through judicious use of co-signatory requirementsh the government as a primary
guarantor only for families with insufficient col&aal, and then as a secondary guarantor
for families who are able to co-sign the loan aedrba part of the risk. However, in the
end, generally available student loans are inhgreisky, and governments will always



Table 1

Agents and Functions of Governmentally-Sponsored,
Generally-Available Student Lending

Agents of
Student Lending

Functions of
Student Lending
v

Governments &
Ministries

Public Agencies

Banks & Other
Capital
Sources

Universities &
Colleges

Parents or Other
Co-Signatories

Collection &
Servicing Agents

Setting Terms e.g
eligibility, rates,
& rpmnt. periods|

Government must
set terms of loans

Originating loans

Can originate, by
not ideal for
purpose

tCan originate if
can tap private
capital sources

Can originate if
risk is born by
other agents

Can originate &
risk some (not all)
default risk

Bearing Risk of
Default

Must bear risk via
guarantee or up-
front pmnt.

Will bear risk only
for credit- worthy
borrower

Can bear some
risk for credit-
worthy borrower

Can bear some or|
all risk if credit
worthy

Subsidizing Loans

Only significant
source (if any) of
subsidy

Providing Capital| From public Can be conduit for Purchase loans or
budget or public | capital via securitize agency
borrowing securitization paper
Servicing & Can service , but | Can service if Can service , but
Collecting generally sufficiently Can service generally Can service
inefficient efficient inefficient




be required to at least share in the risk of aestutban program that is widely available
to all or most students in need.

At the same time, the need for government to besubstantial portion of risk
does not in itself mean the need for the governraksat to heavily subsidize the loans—
or to collect the repayments, or even to origirthgeloans. If the government decides to
subsidize student borrowing—for example, by cowgtime interest payments during the
in-school years and perhaps for a period of timeragards while the student (hopefully
having graduated) is seeking employment, or bygihgran interest rate that is less than
the cost of money to the government for the entfee of the loan—it is making an
effective policy decision that the cost of the sdies, which can be very considerable, is
worth the expense in terms of the greater and®mtbre equitable higher educational
participation that the borrowing can generate. listrbe kept in mind, however, that a
high level of subsidization of student borrowing—@¥his already expensive to service,
and which carries the additional expense of abagreome level of default in the best of
circumstances—can be extremely expensive. In Eadderman and Albrecht (1995, and
Shen and Ziderman (2007) describe scenarios inhathie combination of high defaults,
high levels of subsidy, and high expenses of seryiand collecting yields student loan
programs that bring an effectiveegativereturn: in other words, the governments would
have saved money by giving the money out in noyaple grants in the first place.

To summarize: the need for government in the prowi®f generally available
student loan schemes (or for that matter, the meedny of the possible agents in such
student lending) is best seen in an alignment efpibssibleagentsin student lending—
that is, governments (by which are to be includexdegnmentally created public
agencies), banks, other sources of private capital, universities and other institutions
of higher education—with the necess&uypctionsof student lending. The functions of
student lending are shown in Table 1 with the appate agents of student lending. As
can be seen, the functions that absolutely reqavernment are the setting of the terms,
the absorption of some or all of the risk, and ghavision of subsidies (if any are to be
provided). Governments can also provide any or eeof the capital—bt do not have
to. In the case of developing countries, where geémgnaernmental credit is limited, the
provision of capital (that is, being the lendenedily impacts the operating budget and
thus has an opportunity costs not unlike any ogoeernmental expenditure. However,
by the government covering the risk, which it mdet or at least share in, the capital
itself—that is, the amounts to be lent—can be mtediby banks or by any holder of
savings.

Governments or public agencies also can originageldans—but again do not
have tg as the loans can be originated by the collegdsuarversities themselves, as in
the US direct loan program, provided the risk isaabed by the government (thus
enabling the loans to tap the private capital majkand provided that any subsidies are
also provided by government. Similarly, governmenmtdanks (or even universities) can
collect the loans-but again do not have t@s this is a function that can be assumed by
private debt collectors or by any agency with tkpegience and the necessary computing
and skip-tracing capabilities

In short, and particularly important in the case dadveloping countries
contemplating new student loan schemes, governnrantt set forth the rules of the



game (e.qg. eligibility, rates, terms, and maximunoants to be borrowed), must pay for
any subsidization, and must at least share suldtgnin guaranteeing the loans (or
covering defaults). Only banks and other agencigdbelarger capital market, however,
are appropriate in the long run for the provisidrcapital. Either government agencies or
the colleges and universities themselves can atgithe loans (and then sell the notes to
the providers of capital). Finally, any entity witlollecting experience can service the
loans, generally under contract to the holdersiefdbligations themselves. But it is often
well for governments to not attempt to do all of thrigination, provision of capital, or
servicing of the loans.

Forms of Student L oans

Student loans may take one of two basic forms, m#imy variations of each and
with “hybrids” of the two also possible. Althoughet most important feature of student
loan schemes is the degree of cost recovery, tine & the loan—especially whether the
repayment obligation is fixed or is based on therdwer's income—has come to
dominate the political discourse about student karemes.

The Fixed-Schedule, or Conventional Mortgage-Type, Loan

The fixed-schedule, or conventional mortgage-typen obligation carries:

» a rate of interest expressed as an annual pereeofathe amount borrowed,
which may be fixed or variable (e.g. linked to t@vernment’s borrowing rate
or the prime commercial rate), which—after any ibs, usually from the
government—must cover the cost of money plus tistscof administration, or
collections, and sometimes an amount to cover eses®f defaults (which may
also be covered by subsidies or through co-sigeeorSometimes, there will
be an up-front fee or discount attached to the-efmm example, borrowing and
paying interest on $1000 but getting only $850—altyua hidden boost in the
rate of interest.

* a repayment period, or the amount of time the legrohas to repay, or
amortize, the loan, and

* repayment terms, such as whether the paymentsoabe tin equal monthly
installments, or installments that begin small amdtease over time, or some
other arrangement that yields a stream of paymsuifgcient to amortize the
loan at the contractual rate of interest.

The Income Contingent loan

The second common form of student loan is the irc@ontingent (or income-
related, or contingent repayment) Idanhis type of loan carries a contractual obligation
to repay:

* some percentage of future earnings or income, géypemtil the loan is repaid
at a contractual rate of interest. This percenihodme may be set as a flat rate
on all income or earnings, or may be progressiv& (iigher percentages at
higher levels of income), or may achieve a meastipFogressivity by applying
a flat rate only to income over some threshold llesiech as a minimum wage,

* The literature on income contingent loans is esitan See e.g. Barr (2001), Chapman (2006a, 2006b),
Johnstone (1972, 20044, 2004a), Palacios (200d)Jaher (2005a).
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or even more progressively, the median income fegirming college or
university graduates. (The latter, then would ndiynaequire a higher
percentage of income after this threshold levebiider to return a sufficient
amount to amortize all debts.)

 the contractual rate of interest, which, as inftked schedule obligation, must
(after any subsidies, again usually from the gowemt) cover the cost of
money plus the costs of administration, or coltets, sometimes an amount to
cover the costs of defaults (which may also be mVédy subsidies or through
co-signatories), and in some versions the shastfetim other borrowers whose
incomes are never sufficient to repay their loans.

* A maximum number of repayment years after which ltdve earner is to be
released from any further obligation regardlesshef amount or the effective
rate of interest (or discounted present value)hlaatbeen repaid.

* A limit for the high earner, which is generally whthe borrower has repaid his
or her debt at the contractual rate of interestmtualizedincome contingent
loan plan, in which the shortfalls from the low mais must be recovered from
the interest premiums paid by high earners, wiuree high earners to continue
paying. There has been to date only one such opeahtplan—theYale Plan
for Tuition Postponemernh the early 1970s—but such a plan had a maximum
for the very high earner beyond which no furtheymants were to be required
[Johnstone 1972]).

In a fixed schedule, or conventional loan, the yepents, the interest rate, and the
repayment period are all fixed in the repaymentgalbion, or loan note. What varies—
mainly according to the income of the borrower Judang periods of low or no income,
as in unemployment—is the burden of the paymentsohtrast, in an income contingent
loan, what is fixed is the monthly or annual repayptburden (at least as far as burden is
a function of earnings). What varies—again as &tion mainly of the level in income,
or earnings—ighe repayment perioffor those who eventually repay their loans if)ful
and,the ultimate cost of the lodfor some low earning borrowers). The, Australisiew
Zealand, South African, English, Welsh, and forménke Scottish student loan programs,
as well as several new loan schemes in Africa siscthose in Ethiopia, Rwanda, and
some schemes in other countries all feature incooméingent repayments. In addition,
the US has an income contingent repayment optidmmits Direct Loan Program.

As in conventional student loan programs, an inceoringent loan program is
likely to subsidize all of the borrowers to the degythat even those who repay “in full”’
will generally have repaid at a somewhat subsidiré—that is, at a rate that is
generally set below the prevailing market rate rieliest (or even below the rate of
interest charged to the best and most credit-wdsthyowers, or even to the government
itself). For most income contingent borrowers, thespayingincome contingenthas
opposed toconventionally merely affects the shape and length of each iddali
repayment period, rather than the ultimate amoumtpfesent value) to be repaid.
However, all income contingent loans have a prowigor forgiving the remaining debts
of some of the lowest earning borrowers who reachesmaximum repayment period or
some maximum age with a debt still outstanding. pitesent value of this so-calléalv
lifetime income subsidfpr any particular lifetime earnings profile deperon the terms
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of the income contingent loan contract. For exampde any given set of assumed
borrower lifetime earnings profiles, a high perceftincome required for repayment
together with a long repayment period will minimiflee number and amounts of
remaining debts to be forgiven and reduce the dylist to be recovered (usually from
the government). In contrast, a low percent of meaand a short maximum repayment
period will (again, for any given set of assumedrdaer lifetime earnings profiles)
increase the number of borrowers who are likelyegach the end of their maximum
repayment period with substantial debts to be f@mi—and of course increase the cost
to the lender (presumably the governntent.

The source of the special subsidies that reliegditetime low earner from some
of his or her debts in most cases is the governmsegif, which will ultimately forgive
the remaining debts of thekav earnersin the same way that it might elect to make up
the shortfalls from borrowers who simply default,neight provide other kinds of grants
or subsidies to students on the basis of theirflowily incomes at the time they were in
the university, Expressed another way, the government in sucmemrrie contingent
loan program is electing tsubsidize ultimatelyhose who turn out to have low lifetime
earnings, just as it may, in a conventional neesktagrant program, be electing to
subsidize currentlghose whose parents had low incomes at the timsttident was in
the university. Those who advocate governmentalhsglized income contingent loans
frequently claim that it makes greater sense todearce tax dollars to subsidize those
whose higher education, for whatever reason, hapaid off monetarily, than to provide
a stream of repayment subsidies to students mbeeeiguse their parents were poor when
they were students and had to borrow--but who ratey earn good incomes.

A variant on the income contingent loan is graduate taxwhereby the student
(sometimes only the graduated student), in retarrgbvernment subsidization of higher
education in the form of low or no tuition (and pidy of an additional student
maintenance grant), becomes obligated tcnaame surtaxgenerally for the rest of his
or her earning lifetime. A true graduate tax ig jieat: an income surtax on university
graduates, without the keeping of individual boreowaccounts or “balances owed”
(Woodhall 1989Y. However, one purpose of a graduate tax—like anyegomentally-

® The US income contingent loan program, for exarfpltures such high percent-of-income repayments
and such a lengthy repayment period that only &g lowest lifetime earners are likely to be forgivany
debt; the merely moderately low earners will simpéy for a very long time (US General Accounting
Office, 2001).

® In theory, the source of subsidy might also behilgg-earners who, in a so-calleditualizedplan, would
finish their repayments having repaid at a premiata of interest, thus effectively subsidizing tHeiv-
earning borrowing colleagues and providing the lpeogram with an average break-even interest nage o
all of the loans. The principal conceptual flavttirs concept—perhaps explaining why there are b su
generally available mutualized plans in operatiois-that students who reasonably anticipate higtitife
incomes will decline to participate, at least ity aoluntary scheme, thus depriving the plan of its
necessary source of subsidies to protect the lonees

" A true graduate tax in this form has never begriémented, due in part to the weakness of the
correlation between lifetime earnings and the daast of the higher education received, as wethas
seeming impossibility of capitalizing or securitigithis form of obligation. The Ethiopian Gradu@sx
implemented in 2006, then, is not a graduate tai iUt is merely another example of a deferrétibtu
fee that is to be collected income contingenther@lerster (2005) continues to be the foremost premto
of the graduate tax.
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sponsored student loan plan--is to shift a portibthe costs of higher education from the
government or taxpayers to students, albeit todie pnly after the student has finished
(presumably graduated) and is earning an incompp(sedly higher because of the
higher educational experience). The financial ssgcef the graduate tax would be
measured by the discounted present value of thesarst of future income surtax

payments—ijust as the financial success of a govemntisponsored income contingent
student loan program, would be measured by theepteiscounted value of repayments
that are based on a percentage of yearly incomes e mathematics and the practical
effect on participating students of the graduate @aad the income contingent loan—
assuming similar terms—are practically indistingaisle.

The Hybrid Fixed Schedule-l ncome Contingent Loan

Finally, a student loan program can combine featwfethe conventional fixed
schedule and the income contingent obligationsniy raumber of what might be called
hybrid fixed schedule-income contingent loan plafisese would feature an underlying,
or default, obligation with a fixed schedule of pants that would be due unless the
monthly or annual repayments exceeded some maxipercentage of monthly or
annual earnings—in which event the obligation wowlot exceed that maximum
percentage. Amounts owed on the original fixed dalke of repayments would be
deferred and become due only at such a time agah@ngs or income rose and the
repayment obligation could once again be made witihe maximum percent of income
limit. In such a scheme, most borrowers would symelpay according to the original
fixed schedule (which might be graduated upwardsra¥me to correspond with
anticipated earnings growth, but still on a fixedhedule of repayments). Some
borrowers, particularly those experiencing a yaaparhaps two or three of low income
due to unemployment, would paycome contingentlgluring these years, but return to
the fixed schedule of repayment obligations whesytfegained their employment and
their earnings. These borrowers would have beentgplathe convenience of automatic
deferment of payments—similar to a refinancing—otta subsidy, as such. However, a
few borrowers who combined prolonged periods ofnypleyment or a low paying job
with high initial indebtedness might never get backthe fixed schedule. They would
continue to repay their student loans on an incoamingent basis, reaching the end of
the original underlying repayment period with reniag indebtedness—which at some
point would be forgiven as though the entire staidean obligation had been income
contingent from the beginning.

The advantage of such a hybrid version, as four@anada and the Netherlands,
and even in the United States under the provisiboweng borrowers to change
repayment programs (Usher 2005a), is that mosbh@ms in most years would repay on
an administratively simpler fixed schedule, notuiegg income verification, and the
lender (presumably the government) could count 8ova of repayments—which could
still be collected at the point of wage or salaayments by the employer if this is what
government policy established. At the same timerdveers would have the assurance
that their repayments, by definition, would nevectime hopelessly burdensome and that

8 Usher (2005a) calls these plawstincome contingent loans.
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they would be ultimately be forgiven some measdrtheir initial student indebtedness
in the event that their higher education never diyshonetarily.

Elementsto Be Considered in Any Student L oan Program

Any of the forms of student loan programs describbdve need to answer the
following seven questions—and in so doing can lilg &nd unambiguously described.

1. Eligibility: who is eligible to borrow? Are loans generallyagable to all
students who want them? Or—as is common in devadppountries where student loans
as yet have little or no real asset value and titiles access to private capital—is the
volume of new lending limited to the combination afrrent repayments and current
appropriations, which is probably far below thedé&& new lending, requiring stringent
rationing, either of the number of new loans or alkerage amounts of the loans? And if
the number of loans is to be rationed, might trensobe made available, for example,
only to students in the public sector, or onlytiadents in the so-called tuition free track?
If the possible volume of loans permits, might ilility for governmentally -sponsored
student loans be one of this ways that governmant support—and even indirectly
subsidize—a private sector of higher educations@cial importance in any of these
rationing schemes are the criteriafiolancial need(usually determined according to the
financial means of the parents) academic meri{which may refer either to academic
promise or actual performance).

2. Source of Capital: Where does the money come from? The capital Her t
student loans may come from individual or instdnal savers, made available to the
student borrower via a bank or other form of crawstitution that in turn sells its notes to
savers. Or, the money to be lent may come frongtwernment—in which case it may
be obtained: (a) from savers, via governmental;débtffrom taxes, levied either directly
upon the general citizenry or indirectly on busghaed passed on to the general citizenry
through higher prices of the products or serviaes(c) through the printing of money
and the confiscation of purchasing power from tbeagal citizenry through the resulting
inflation. Clearly, the aim of any student loan escte must be for student loans to be
treated as assetthe value of which depends on the present didedumalue of the
reasonably anticipated payments (that is, lessuttefan other sources of non repayment,
such as mortality).and is actually set by the mar&tudent loans that have market of
near-market rates of interest and that are guadntan be sold or securitized, thus
tapping private savings rather than governmentatapiation for the new lending.

3. Origination and lender: Who or what is the lenderhe source of capital, as
seen above, need not be the entity that actuadlyudses the student loan: that is, from
which the student actually receives the money aitldl which the student borrower (and
any required co-signatories) make a legally enfaote contract. The originator may be a
governmental agency, a quasi-governmental “puldiparation,” a private bank, or the
higher educational institution itself. In some ag$e.g. Germany or South Africa), the
loan is that ultimately repayable part of a largem given to the student as study
assistancéthe other part being a grant, or bursary). Fansogiven to students at public
institutions and which are limited to no more thiaa tuition due, no cash need actually
change hands: the “loan” (as in Australia) becowmlesatever portion of the governmental
allocation to the university that the student isb&ar (i.e. the tuition) and which the
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student, with his or her parents, must choose reithdefer and repay as a loan or to pay
directly “up front.”

4. Ultimate Risk: Who bears the ultimate risk: that is, who or wloges in the
event of default? With a private commercial lodre tisk is usually born by the lender,
who reduces this risk by the requirement of cotidteor assets that must be forfeited in
the event of default (as well as good lender pcas)i However, the default risks on
generally available student lending, as noted apbare very high due to the absence of
collateral, frequent periods of unemployment, higiobility, and lack of already
established credit. For this reason, a truly mar&es on generally available student loans
(that is, loans available to most or all studeatler than just to low risk students such as
medical or MBA students) would almost certainly &aw carry a prohibitively high rate
of interest. Therefore, most student loan prograass most or all of the risk on to the
government and or family co-signatories. This rékd the resulting cost of student
lending may be largely hidden, as when the govemirserves as the lender and simply
fails to collect on all of the repayments that doe. Or the risk may be in the form of a
guarantee to a private or quasi-private lenderckican collect from the government in
event of default, leaving the government with tie¢adlted note and the task of finding,
and trying to collect from, the defaulting borrowar simply absorbing the loss as any
other government expenditure. Or the risk may lsresh as with parental or other co-
signatories or with the higher educational insigtatitself in addition to the state. At any
rate, controlling risk must be a central part of atudent loan plan, whether the goal is to
access private capital or simply to maintain credgovernmental accounts.

5. Loan Amounts and Limits. How much can be borrowed (or deferred)—each
year and in the aggregate? To significantly enhacessibility (and not merely provide
a better standard of student living, or reduce d@neount that might otherwise be
contributed by the parents), the maximum loan shdel sufficient to cover at least the
minimum expenses associated with university pgaibon, less any reasonably expected
means-tested contribution from parents and lessaamgunt deemed appropriate (and
possible) for the student to earn and save duhagtademic terms or between academic
years. At the same time, the resulting aggregale ldeels—together with the interest
rates and repayment periods that together gendratenonthly repayment amounts—
must be in some kind of accord with the prevaileayning of the graduates so that
repayment is possible without great hardship (&nd tikely default).

6. Amount and Form of Subsidization: What is to be the amount and the form of
subsidization—or conversely, how much of the fulsts of the loans are to be repaid by
the borrower? The costs of lending are three:H&)cobst of money to the lender—which
will always be some rate of interest in excesshefprevailing rate of inflation for there
to be any realeturn to the saver and/or lender; (2) the costdetdults; and (3) the costs
of administration, or servicing and collecting tleans. The key question in student
lending is how much of this total cost is to bedpftr by the student borrower through
payment of interest and how much by some sourcesutisidy—generally by the
government, or taxpayer? As mentioned above (#4)ewrthe treatment of riska
generally available student loan program must cowach if not all of the costs of
default through some combination of governmental eo-signatory guarantees rather
than through the interest charged to all of thedwers. But the cost of money and the
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costs of administering student loans—which arecamparison to most business or
consumer lending, small and expensive to servicg ewilect—must be recovered
through the interest charged to the student an{Lgeally) governmental subsidy.

A few loan programs, such as the repayable portbrthe German Study
Assistance, or BAfo& charge no interest at all, which amounts to ay viarge
governmental subsidy to all student borrowers. Bthaes in Kenya and Ghana, charge a
flat rate of a few percentage points regardlesshef interest rates prevailing in the
market, which may still amount to a very large sdypsn an inflationary climate where
the money eventually returned will have lost mdsitovalue by virtue of the inflation.
Some student loan schemes, such as those in Swadetnalia, and the UK, will claim
that they do not charge “interest,” as such, butetgeadjust upwards the amount owed
according to the prevailing rate of inflation sa thorrower repays in real terms only
what he or she borrowed. This is still an interas¢—albeit what is frequently called a
zero real or inflation-adjusted, rate of interest—which dfinition is still moderately
subsidized, as money always has some real valuk,irdarest rates will always be
something in excess of the prevailing rate of tidla A still lesser degree of
subsidization might be a rate of interest chargeth@a government’'s borrowing rate,
which is generally the lowest nominally unsubsidizieterest because of the large
denominations (and thus lower cost per dollar beed) and because of the presumed
security of government notes. Finally, an essdgtiaisubsidized student loan might be
one that charged a rate of interest equivalenth& rate charged on consumer debt
generally.

The inevitable political pressure for high subsadi@an—in addition to the
recognition that higher rates of interest causéhdrigdebt loads and almost certainly
contribute to higher default rates—will press fogher subsidization and lower student
interest rates On the other hand, high governmentadidies carry extensive opportunity
costs—that is, forgone alternative governmentakeggures, which might, for example,
be more loans at lesser amounts of subsidy, or rgoaets, or additional operating
revenue either to improve university quality or ®&xpand capacity (and thus
participation)'® In addition, high subsidies require rationinghich in turn needs to be
primarily on the basis of family financial needarder to prevent subsidized loans from
simply displacing parental contributions and furteabsidizing the upper middle class.
But rationing by forms of means-testing itself addsth administrative costs and
opportunities for unfairness and corruption. A oeeble compromise is probably
minimal subsidizationan interest rate high enough to assure some eegcaand to
discourage unnecessary borrowing (and thus to nmeirtihe need for extensive family
income verification—which would probably be futd@yway in many countries), but still
subsidized enough to be politically palatable amd dontrol excessive student
indebtedness.

° Bundesaushildungsférderungsgesetz-ederal Law for the Promotion of Education.

19 see Johnstone (2006a, 2006b) for an elaboratitiedheoretical trade offs between a dollar volurhe
general subsidiegsuch as to allow free or very low tuition fees &l students), the same dollar volume of
targeted subsidie§.e., grants whether means tested or rationsdne other way), and finally, the same
dollar volume ofeffective subsidigsnbedded within subsidized student loans.
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Finally, a loan program must resolve how it wilsblurse the subsidies. Loan
subsidies can, for example, be granted at the bewjrby subsidizing all interest during
the period in school and during a substantial greexeod afterwards. Or, the subsidies
can provide fewer “front end” years of total intgreforgiveness, but charge a
considerably less than market rate of interestnduthe actual years of repayment.
Income contingent loans can feature a substantiasidy to all borrowers—as in the
Swedish and the proposed UK plans, which featurerareal rate of interest—or they
can charge closer to a market rates to the studemtswill repay, but provide more
substantial low-earnings protection to those whano&a None of these policy options is
necessarily correct. But the differences are sigait. And a student loan program
cannot provide all forms of subsidization at genertevels and still be part of an overall
policy of cost-sharing.

7. The Nature, Shape and Duration of the Repayment Obligation: Finally, some
essentially technical questions must be resolvgdrdéng the shape and the duration of
the repayment obligation. A repayment period israef precisely in a conventional fixed
schedule, or mortgage-type, loan; it is only imghlie an income contingent loan by the
combination of percent-of-earnings required to éygard, the average level of aggregate
indebtedness, and the earnings profiles of theolaars. With subsidized loans—as most
student loans are—the value of the subsidy to treolver (and likewise, the cost to the
government lender) increases as the repaymentdpgrameases, giving reason to limit
the repayment periods. At the same time, the shtiréerepayment period, all, else being
equal, the higher the individual payments and itkediér the payments are to be a burden
—and to be defaulted. As in the resolution of the rof interest to the student borrower
and the degree of subsidization borne by the gowem, as discussed above, the
resolution will need to be a compromise betweerisd\competing objectives, including
maximum cost recovery, the generation of maximunditamhal higher educational
participation, the minimization of defaults, andximaum political acceptability.

Less politically charged and more technical mattergng to do with the form of
repayments must also be resolved. For example, ectional, fixed schedule loans
generally feature equal, or level, installmentswidweer, the fixed schedule of repayments
can also be graduated upward over time to correspetter with the likely increases in
income or earnings—that is, made to approximateineome contingent repayment
schedule. The terms of the loan must also stipwldtether the payments are to be paid
directly to the lender by the borrower or whethieeyt are to be (or can be at the
discretion of the borrower or his/her employer) o#ed from the borrower’s pay by the
employer and paid directly to the government, simtb the withholding of taxes or
pension contributions.

An income contingent obligation must stipulate geEcentage of income that is
required for repayment as well as how “income”asdée defined: e.g., last year’'s actual
or the current year’s estimated income, or earnordg or earnings plus taxable assets,
and similar questions. Some income contingent abbgs have an income threshold that
must be exceeded before the effectsretax takes effect, such that only income in
excess of this amount is subject to the repaymatet income contingent obligations
must also stipulate how long this percentage afnme is to be paid: e.g. until the loan is
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fully repaid at some rate of interest, or until giéainment of some age, or until some
maximum number of years has passed since the begiohrepayments.

The Applicability of Income Contingent L oans

An increasingly important question in the constiuctof national student
financial assistance and student loan policiehésapplicability of income contingent
loans which seem to be increasingly capturing the faswnaof policy makers and
politicians. As provided in Australia, New Zealarmohd South Africa, and as adopted in
the constituent countries of the United Kingdonth@ligh abandoned by Scotland in
2008), and as recommended in much of the highecatidual policy literature, income
contingent loans (sometimes mistakenly referre@stgraduate taxes, as explained earlier
in this chapter) have certain theoretical as welpactical advantages. However, some of
these commonly touted advantages are not in theesseproperties of income
contingency, per sebut of features that can as easily be built ewaventional fixed
schedule loan forms (e.g. collections by employatrsthe time or wage or salary
payments). For analysts contemplating new govertehestudent loan programs, it is
well to keep in mind four qualifications, or cavgato the all-too-common presumption
of the superiority of the income contingent loamid*

First, an income contingent loan is still a loand & spite of presentations to the
contrary it is noper seany "cheaper"— for most student borrowetBan a conventional
loan merely because the repayment obligation isesged as a percentage of income or
earnings. For most student borrowers, the “cheajrmes'expensiveness” of a loan—not
to be confused with the manageability of its repagte—is measured by its “true”
simple annual interest rate (or alternatively, by tdiscounted present value of the
reasonably anticipated repayment stream). On thneerohand, “manageability” is
measured by the ease of the repayments. Managgatain always be enhanced by
reducing the individual repayments (for a convemidoan) or by lowering the percent
of income to be repaid (for an income contingerdanje—in either case, however,
extending the repayment period and the total dotlaat will ultimately be repaid, but not
in itself affecting the true cost of the loan (that is, thecounted present value of the
eventual repayment stream).

Second, an income contingent loan ought not toie&ed as a substitute for a
tuition fee, but rather as simply another wayleferring the feelike deferring any other
necessary expense of higher educational attendanterrowing. If a student incurs a
payment obligation for attending an institutionhigher education that can be paid in the
future—income contingently or otherwise—then fok @lactical purposes there is an
effective tuition fee. In some cases, as in the W8, assumed that parents (or perhaps
students) pay the tuition “up front,” but may taket either a parent or a student loan to
do so—which, in the case of a US Direct Studentl.oaay be converted at the initiation
of the repayment process to an income contingg@atyraent schedule. In other countries,
the “loan” passes directly from the lender (gerigile government) to the university (or
into the university’s budget appropriation) withceder passing through the student’s

1 Johnstone has criticized not the income contingemayment obligation, but theversellingof income
contingency and the attribution to income contirgyeof strengths that can be built into fixed scHedu
loans as well. See Johnstone (2006a, 2006c, 2Q084b).
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hands, and perhaps never even being perceivedligtine combination of tuition fees
and student loans that such a policy really praséntstill other cases—Australia being a
good example—the student and the parents are ¢fienhoice of accepting the income
contingent loan, which goes directly to the uniitgrand is repaid by the student, or
paying “up front,” which likely to be paid by theagents but at a considerable discount.
However, a cost-sharing obligation that is totatlythe form of an income contingent
loan and that is presented (or allowed to be peedgias in lieu of tuition (without a
strong incentive to pay “up-front) discourages andy all but preclude a parental
contribution to the costs of instruction, thus efifeely shifting the higher educational
cost burden only to the student (Johnstone 2004b).

Third, some of the attractiveness attributed tme contingency—specifically,
the presumed convenience to the borrower and tlesupred greater certainty of
repayment (and thus of lower defaults) to the lend® the government—comes
primarily from the government’s willingness to ferthe same policies and procedures of
mandatory, employer-collected income tax and pensioinsurance withholding on to
the cause of collecting student indebtedness. lstrbachinery, including the power to
mandate employers to collect such sums at the pbiwmaige and salary payments as well
as the government’s power to verify compliance pmaish transgressors, could in theory
be applied as well to the collection of conventidieans. This observation in of itself
does not deny the theoretical attractiveness ddethpgrovisions, nor deny certain other
theoretical attractions of income contingency. Butthe government can compel
employers to collect income contingent loans ordgede taxes, it can also compel
employers to collect any payment owed by citizehs, effective collection of which is
deemed to be of overriding public importance: Ideaks, for example, or child support,
or the cost of automobile insurance, conceivablpkeaing the primary purpose of tax
collection, which is to make possible necessaryliputxpenditures Furthermore, an
obvious corollary to this presumed advantage, afrsg®, is that a government that has
difficulty collecting taxes and pension contributgofrom its citizens—which difficulty
surely describes most developing and many tramsiticountries—such countries can
hardly be expected to be able to collect paymentsam income contingent loan or
graduate tax obligation.

Finally, an income contingent loan presents magnglications not found with
conventional “mortgage-type” loans. Most of thesesea from the need to stipulate
precisely, and to be able then to verify, the ineaifmat is effectively to be “taxed” in
order to arrive at the proper repayment amount.tiplel sources of income, highly
variable income, income that tends to not get iteyloall, and income that can be easily
shifted between a borrower and a non- borrower neerabthe family all constitute great
problems for the viability of an income contingdoan scheme. Highly industrialized
countries with extensive reporting and monitorirfgvatually all income and with a
culture of voluntary income tax compliance may b&edo overcome these problems, as
Sweden and Australia seem to have done. For othentges, including most of the
developing and many of the transitional countnelsere sources of income of earnings
are frequently multiple, highly variable, and oft@émreported, the problem of establishing
the repayment obligation may be enormous and Viytuavites misrepresentation of
income and almost certain repayment shortfalls.
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In summary, then income contingent loans such asethmodeled after the

Australian Higher Education Contribution Scheme @8 would seem to work well

when:

A government, by downplaying (or not mentioning at) the politically
treacherous concept of tuition fees, is able toagetlement of cost sharing that it
would likely be politically unable get were it todwcate openly even the
relatively modest tuition fees that such plans gahereflect.

A government in stressing mainly the income corgimigoan obligation of the
student, is willing to forego the potential of marp front tuition—and thus to
minimize the role of parents (even affluent onespa important current partner
in sharing the costs of higher education.

A state does not need even the students' defesvetiuenow, but is able to tax or
borrow sufficiently to keep the universities oper dhe students fed and housed,
and to accept payment only in the future—in esseeceming the lender

The majority of student borrowers (or students vislescome obligated to future
income contingent payments) will have a single eygl, which will pay them a
periodic and relatively regular salary, and which dlso sufficiently large,
sophisticated, and legally compliant that it carcbented upon to take out of the
borrower's paycheck the correct amount, year inyaaad out.

Conversely, income contingent loans would seenetless applicable when:

The need is for non-governmental revenog, making the parental contribution
to tuition (even with a great deal of discountinig¢ primary source of needed
revenue supplementation.

The scarcity of governmental revenue precludes morent from being the sole
lender (which places a premium on student loang tleve some—albeit

discounted—value in the private capital market).

Many graduates (borrowers) are likely to hold npidtishort-term jobs or to be
employed in the informal economic sector, wher@ms are most unreliable—or
are likely to be emigrating.

There is no tradition of voluntary, reliable sedporting of income, and state
systems for monitoring and verifying income for tharpose of income tax

withholding and/or pension or social security cimitions are non-existent or
unreliable.

Examples of Current Student L oan Programs

Drawing on, and providing examples of, the aforetiomed principles, some

current student loan programs are briefly describeldw. Additional examples can be
found on the Project Website.

Australia: Australia introduced its Higher Education Contribat Scheme

(HECS) in 1989 as a tuition fee that could be defefor all Commonwealth-supported
students and repaid as an income contingent laa@005, HECS was folded into the
Australian Higher Education Loan Programme (HELEBommonwealth-supported
students are entitled to the HECS-HELP loan schevh&h covers the full amount of

12 |nternational Comparative Higher Education Finaaond Accessibility Website,
<http://www.gse.buffalo.edu/org/IntHigherEdFinarc@Accessed April 2008]
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the tuition fee within three bands as establishgdhle university up to limits set by the
government. The upper limits in 2006-7 have be¢matsA$4996 [$3540 using 2006 ppp
estimate] for Band #1 (humanities, social and bealsciences, languages and visual
and performing arts); A$7118 [$5,050] for Band #hdineering, science, computer
science, and business/economics); and $A8333 [@pféd Band #3 (medicine and law).
Up to 20 percent of the tuition due is discount@dpfaying “up front.” The interest rate,
as in Sweden and the UK, mirrors the rate of irdtat-that is azero realrate of interest.
Repayments are income contingent on annual incainege A$ 38,148 [$27,055]. Rates
range from 3 percent to a maximum of 8 percent mmual incomes in excess of A$
64,999 [$46,100]. Repayments due are collectechasc@me surtax by the employer or
are paid along with estimated or year-end taxes d@bere is no forgiveness after a
certain age or passage of years since the borrowanf place. According to the
definitions above, HECS is not a true graduateasvindividual accounts and balances
owed are maintained on each borrower. Howeverstaméint of the national tax system
gives HECS the appearance of a graduate tax andeassoth a low administrative cost
of servicing as well as a very low default ratehéile is also a loan scheme, labeled FEE
HELP and described in Chapman and Ryan [2002JndorCommonwealth supported—
that is, non-HECS eligible—students collected ie ttame way and with zero real
interest, but without the in-school and grace pknerest subsidies.)

China: China’s loan programs have undergone many madifins since their
experimental beginnings in 6 cities in 1999. Thev&@oment Subsidized Student Loan
Scheme (GSSLS) as modified in 2004 provides stuliemts in amounts up to Y6000
[$109] a year to needy students (officially acknedged to be 20 percent of the
enrollment). Interest rates are paid by the govemtnduring the in-school years.
Borrowers pay one-half of the commercial intereste rafter graduation, which is
deferred (but not forgiven) for up to two year'sage period. Repayment periods are 6
years, which is an increase over the prior 4-yepayment period that required far too
high monthly payments. The loans are disburseddstigpating banks, and the risk is
shared by the university, the government, and ek bCo-signatories are not required
for the GSSLS. There is also a non-subsidized stuttean program, the General-
Commercial Student Loan Scheme (GCSLS), availaiietiildren of the more affluent
families, requiring a parental co-signatory (Shed ki, 2003).

Japan: The newly created independent administrativeitutgin, Japan Student
Services Organization (JASSO), administers thentbcaevised student loan system.
The system is made up of two types of student toduwesfirst class scholarship loan that
is interest free and awarded based on merit and, raee the second class scholarship
that is interest free during in-school years (emia maximum of 3 percent interest after
school has been completed) and awarded based naremneed. When applying for the
loan, students can choose between the personahrguasystem and the institutional
system, whereby the Japan Educational ExchangeSeamites (JEES) cosigns the loan
and the student pays monthly default insuranceimgnigom ¥1,000 to ¥ 7,000 [$8-56
using 2006 ppp estimate]. The loans themselveserémogn ¥ 45,000 to 51,000 [$363-
411] per month based on residency (living at homendependently) in the first class
scholarship program and from ¥ 30,000 to 100,0@a1$$806] per month also based on
residency in the second-class scholarship progtasm repayment is on a fixed monthly
schedule of payments and must be paid within 20rsyedoans are collected
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automatically from the student’s bank or postaloaet, the information for which the
student must supply when applying for the loan &aip2006; Johnstone, 2006d).

The Netherlands: Student loans are provided in the Netherlands terctuition
and maintenance. Part of the loan, including acb@fdwance that is not "means-tested,"”
plus another means-tested component, can be cedvéot a grant if satisfactory
academic progress is maintained. Interest on timeaireler varies annually at the
government's borrowing rate plus about 1 percentcdoer administrative costs.
Repayments are fixed after a two-year "grace pegriedth an income contingent
payment feature for those whose incomes are lovpajgaents remaining for those
repaying on an income contingent basis are forgafter 15 years.

South Africa: Student loans are given by the governmentally-spad National
Student financial Aid Scheme (NSFAS). Loan amoumaisge between R2000 ($770
using 2005 ppp estimate) and R32,500 [$12,500]aacheed-based. The interest rate is
a relatively high inflation-plus-two percentage msi with no in-school interest subsidy.
For some universities, however, fully 40 percenttoé amount borrowed can be
converted to a grant if all subjects are passeth this “forgiveness” prorated for only
some subjects passed. Repayment is income contjrigEmnning with 3 percent on the
first R26,300 [$10,000] of income, progressivelyliad) an additional 1 percent for each
annual income increment of R6000 [$2,310] until aximum of 8 percent of income
must be paid for student debt retirement at an a@nincome of R59,300 [$22,810] and
above. The national tax and pension contributistiesys are not used for collection, but
the government has authorized the tax agency wmrtréprrower incomes to NSFAS for
purposes of income verification (Jackson 2002).

Sweden: Sweden (along with other Nordic countries) hasetelbn student loan
programs since the 1960s to cover student livingtscand to free parents from the
obligations of paying for these costs. (The uniiwgrss tuition-free; that is, the
government covers all instructional costs.) Swedsthdent loans are generally-
available—that is, available to all who wish to avail themss of the opportunity, with
no “risk rating” or co-signatory requirement, andnohished only according to the
students own income and/or assets. Repayment dittidy loan is made in the form of
annuities (calculated annually based on a formhdé includes the student’s outstanding
debt, the interest rate and an annual escalatar)oagins not less than 6 months after
final receipt of study assistance (Usher 2005). feximum repayment period is 25
years or until aged 60. A variable interest ratbicl is set annually at the government’s
borrowing rate minus a 30 percent subsidy, is camped starting from the first
payment. Since 2001, all borrowers must pay at &asercent of their income towards
loan repayment and the annual amount of payment¢ases each year by 2 percent. The
system also permits income-contingent repayment.

United Kingdom: The UK student loan program began in 1989-90 amalls
conventional (i.e. mortgage type), strictly “top”upan program as the government
began to freeze, then lower, its once generous sAested maintenance grants. The
private sector never embraced the program, howewet,in 1998-99, a much expanded
program was announced by the government to refit@ctormer maintenance grants and
to accommodate the inauguration of means-testédrui
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As devolution began in the late 1990s, the corestiticountries of the United
Kingdom—England, Scotland, Wales, and Northernalidl—began to shape their own
higher education policies, including tuition feesldinancial assistance, which includes
both the provision of student loans for maintenaasewell as the policy, begun in
Scotland in 1999 and later extended to Englandg®/and Northern Ireland, of shifting
from up-front fees (mainly paid by parents) to defd fees—or loans—paid mainly by
students )Woodhall and Richards, 2006).

Scotland The devolution began in Scotland, which was pteaito elect its own
parliament in May of 1999 (their first Scottish f@ment in some 300 vyears).
Throughout the 2B century, Scotland had had a distinctive highercation system
within the United Kingdom, but devolution made dsgible to disassociate itself from
the unpopular tuition fees that the center-left ggoment of Prime Minister Blair had
inaugurated in the UK. One of the first acts of tieav Parliament was to establish the
Independent Committee of Inquiry into Student FoeiThe Cubie Committee), which
recommended an abolition of up-front tuition feekjch fees were then paid directly to
the Scottish universities by the Student Awardsryefor Scotland, with the graduates
obligated to repay a flat rate 2000 [$3185] after graduation to the Scottish Geaelu
endowment. Repayment was based on income, withugtasl obligated to repay 9
percent of their income4 over the then-threshold@D00 [$15,924] until the debt was
repaid at aero realrate of interest (i.e. mirroring the prevailinge@f inflation) or until
reaching the age of 65. There were many additief@hents and complications to the
scheme. But the essence, according to an analysRidhards (2002), was that the
former UK means-tested up-front tuition fee wadaepd with a new non means-tested
deferred fee (i.e., a loan), with the almost catjaiunforeseen and unintended
consequences of actually making the wealthier pgarenstudents (whichever paid the
former up-front tuition fee) better-off and the peostudents worse off (as they were
now obligated to the deferred fee which was no éongeans tested (albeit might be
reduced if their own future incomes were low). Addial complications were also
introduced over eligibility to the newly up-frontition free Scottish universities, which
extended the same financing terms to EU studerttadiuo students from elsewhere in
the UK. However, the unintended consequences amer @nomalies have since been
solved as Scotland, effective in 2008, has elineidats deferred tuition fee, reverting to
free tuition and removing cost-sharing of instractl costs altogether (although
retaining grants and loans for the considerabléigosts of student maintenance).

England, Wales, and Northern IrelanBngland, Wales, and Northern Ireland,
facing the same unpopularity of tuition fees asen@ced in Scotland, and essentially
followed the Scottish (and Australian) model of lgppy a deferred tuition fee. Students
(or their parents) may pay their tuition fees upnfror may apply to the Student Loans
Company (via their Local Authority or online thrdu&tudent Finance Direct, a service
delivery partnership between the Student Loans Gmyplocal authorities and the
Department for Innovation, Universities and Skill§he Student Loans Company pays
the student fees directly to the college on thelesttis behalf. The loans accrue interest
(2.4 percent in 2006), which is linked to the ratenflation in line with the Retail Prices
Index. The loan becomes due for repayment whesttidents have left higher education
and are earning more than £15,000 ($23,000 usir@s 3tpp estimate) per year.
Borrowers must pay 9 percent of their income ear yhat is over £15,000.
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Student loans are also available for maintenarntceleits who are eligible for the
mean-tested maintenance grant may also receiveirgtemance loan of up to £3,200
($4,910) per year, while students not eligible fioe maintenance grant (their annual
family incomes exceeds £37,500 [$57,515]) may receai student maintenance loan of
up to £4,400 ($6,750) per year if they are livimgag from home outside London and
£6,170 ($9,460) if they are living away from home.ondon.

The means-tested maintenance loans currently @a@yl percent interest rate
reflecting current inflation rates and, like thdedeed fees, are repayable once the student
has left university and starts earning more thab @10 per year. Repayments (linked to
earnings) are done through deductions made thrabghPAYE tax system by the
employer. Loan balances for both tuition fee andnteaance loans are written off after
25 years from commencement of repayment.

The United States: Loans and parental contributions are bedrocks efwiry
extensive reliance in the United States on costisipaThe United States provides
mainly conventional, fixed-schedule loans, avagatd all students with some financial
need (including some students from upper-middleonme families attending very
expensive private colleges and universities) aimmatly subsidized rates of interest. The
federal government guarantees all student loanspayd all interest during the “in-
school” years and for a grace period for those wiithncial need. Also available are
unsubsidized loans that do not require the dematistr of financial need and that carry
only the implicit (but not insubstantial) subsidf/tbe governmental guarantee and the
benefit of an interest rate near the governmerdfsdwing rate.

Much of the capital and loan origination is pro\ddey the private banking sector,
which in turn sells much of its student loan pditfdo private secondary markets. The
federal government through participating colleged aniversities can lend to students
directly via the Direct Loan Program, in turn eitlselling the notes in the private capital
market or tapping the federal government’s gendrairowing capacity. Student
borrowers in the Direct Loan Program can elect épay according to an income
contingent repayment schedule, but as yet relgtitelv have elected this repayment
option (which isnot collected by employers along with income tax withiling and
insurance / pension contributions, and which festumainly a kind of “assured
refinancing” that stretches out the repayment periwith very little ultimate low-
earnings protection.
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