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Introduction

(1) The EU Affairs and International Financial Instituts Directorate of the Council of Ministers has

requested a consultancy service for the Ministridfication and Science (MES) of the Republic of
Bulgaria on Designing a Student Loan Scheme —@artaof a Japanese PHRD Grant (TF05777) for
supporting the preparation of the second phase @angoing three-phase World Bank Social Sector
Institutional Development Policy Loan (SIR DPL 2s a result of the tendering process the Slovak
Governance Institute has been assigned to exdwmitutrent consultancy project.

(2) The objectives and scope of the consultancy prdjastbeen defined by the Terms of Reference
(ToR) reference number MES-4 as follows: ,the psmoof this assignment is to help design a student
loan scheme as a prerequisite for the realizatimhcandition for the improvement of the arranged by
the Higher Education Act model of shared finanaidpigher education and above all in the context
of the tendencies of popularization of higher etiocaand the provision of equal access to higher
education principle. The main purpose of the mdgl&d provide opportunity for every talented person
to acquire higher education in compliance with Hes/individual plans, abilities and ambitions
regardless of his/her family, social and econonétus which responds to the current needs of the
Bulgarian higher education system, with the ainincfeasing participation rates in higher education
in a financially sustainable way while ensuringtthigh quality secondary graduates are not predente
from accessing higher education because of finhogarestraints.”

(3) This report has been prepared by the team of theé iSG&ooperation with our Bulgarian
counterparts on the basis of the information ancudwnts which SGI team has been given prior,
during and after the first field research visitBalgaria which took place between 11%1Bebruary
2008. During the first visit of the SGI team, saladiscussions took place with different relevant
players, particularly with officials of the Ministrof Education and Science, Ministry of Finance,
rectors, and with the president of the Nationald8ti Council, and the Chair of the Parliamentary
Commission of Education. In this paper we elabobaged on the discussions and documents which
we had been given at that time.

(4) As one of the next steps of a complex and compraterongoing higher education reform
program, the government of the Republic of Bulgasiagoing to introduce a student loan scheme
which (i) would back up the already introduced a&bke-tuition fee system, (ii) will improve access
and equity by making higher education free at wiatpf use for every talented young Bulgarian who
wishes and is capable of participating in highgwaoation, irrespective of his/her family background
and ability to pay, (iii) will contribute to the ipnovement of quality of an already developed mass
higher education system by encouraging competiionong higher educational institutions and
presumably (iv) will improve in the long term thandncial sustainability of a high quality and
equitable modern mass higher education system

(5) In addition to the economic theory, other countriegperience, our own experience with
designing, implementing and running a student kyatem, the analysis and suggestions on the design
and implementation issues of the drafted Bulgastadent loan law are based on those documents and
the draft law which has been provided in relatigthwhis assignment, and on the recent discussions
with officials, politicians and professionals orhb# of the Bulgarian government.

(6) As it has become clear for us, during our visiBu@garian workgroup within the Ministry of
Education and Science had already elaborated & dasi proposal on ,Crediting Students and
Doctoral Degree Applicant$’and according to the announcement in early Marchthgy prime
minister, there is an already defined very tighteiable for implementing and introducing the algead

11t must be noted that long-term financial susthility was not explicitly stated in none of the dmeents
(except the Terms of Reference) which we had beemgnor in the discussions but it is implicitlgrived from
the other policy objectives and follows from thediplines of the Lisbon strategy, therefore we assthat it
logically has to be one of the main policy objeesiwf the reforms as it is obviously in any otherduntry.

2 The copy of the latest draft version of the Lawpmsal which has officially been sent to us by KHES
recently is attached to the paper.



designed Bulgarian student loan scheme — accotditige deadline there, the scheme must be in place
at the beginning of the next academic year, i.&aptember of the 2008/2009 academic year.

Summary of the main conclusions on the Bulgariaippsal

(7) Nowadays, Bulgaria seems to be in an especiallguieable situation in respect of launching an
income contingent scheme. Due to the forecast cgemee processes, the real income growth rate is
expected to be much higher than the real intesgst(being at present even negative) and therefore,
provided that this tendency will be stable in thufe - investing in human capital (i.e. graduates’
future income) would be a very clever state pobrd also an attractive business option from an
investor’'s point of view.

(8) Before going into the details, our conclusions loa proposed law on student loan in general are
as follows:

® we fully support the general higher education dibjjes and the main objectives of the law
(access, equity, quality, competition), which thegwsed student loan scheme aims to
promote;

(i) we agree, that if the proposed retail banks bagstgrs will be introduced with a fixed-term
loan repayment mechanism, then almost all of thenrdasign elements will be necessary
(precisely this is why we would not suggest toadtrice such a scheme);

(iii) we agree with (almost) all of the other design paaters of the law proposal, (e.g. we strongly
support the unrestricted universal access to lahmesfact that the loan will cover all of the
tuition fees, all of the regulation elements footprcting students as ,consumers”, the targeted
nature of some supports, the writing-offs for moshsith a second or more children) ;

(iv) we think that — except for those minor technicalgbems which this report will discuss later
on - the law proposal regulates the imaginary Iré@ank based, fixed-repayment (mortgage)
type student loan in quite a sophisticated way;

(V) we would strongly suggest to avoid the followingsiga elements of the scheme, if it is
possible, though we fully understand that underghesent circumstances it is difficult: (a)
general state guarantee behind each student’s(¢iace it makes the scheme public, and it
carries perverse incentives for collecting repayisieiib) general (untargeted) interest subsidy
(since it is very expensive and inequitable) (ggdi term repayment, (since it requires a state
guarantee, interest subsidy and causes many otbelems e.g. debt aversion, huge default
losses etc. because it is inadequate for studantrig). To the best of our knowledge, these
are exactly the killer type problems that will divish the importantce any single objective for
which the scheme is to be introduced and the dreshinder the successful implementation
the scheme.

(vi) We support the draft law proposal in its intenptotect individual students by determining an
interest rate they will be charged with, and algadbtermining the interest rate for the retail
banks purpose. However, it is difficult to undenstavhy and on what grounds an investor
who bears neither any risk (full state guarantae),any operational costs (according to the
law the government is going to pay all of thesetcdsr those banks who aweilling(!) to
participate), expects to receive an interest rdtietwis significantly higher than a riskless rate
(e.g. a treasury bond rate). According to the apseing theory, this is a clear arbitrage
situation for the investors (in this case generatethe state).

(9) It must be noted very strongly, that the above-meetd points do not represent our value
judgements, but are deeply rooted in the econoheory and in the practice and experiences of
existing student loan systems as it — presumalill be seen from the report.

On the project as a whole — implementation issuesdnatter

(10) As we have already witnessed some failed attengpiattoduce student loans schemes, as
well as have participated in implementing a sudaéssheme, we would like to send a final message



on the programme as a whole, particularly on th@ementation issues:

(i)

(ii)

(iif)

(iv)

(v)

Student loans are technically difficult; and they garticularly difficult if the idea is to
finance them by private resources.

Policy makers - particularly politicians - underesite the difficulty; it is the job of the civil
service to make it clear to the Ministers that sloelms are not an easy or quick fix.

The tasks involved in implementing student loansehalways and everywhere been
underestimated. It is easy to give out money tdesits - the hard part is to collect it. It is not
good enough to start distributing loans with thiemtion to fix the collection issue later -- the
structure of collection has important implicatidosthe design of the loan application, etc.

An implementation is two-fold, (a) BUILDING a loaystem and (b) RUNNING it. These are
different elements. Policy makers virtually neviéowa enough time for (a).

Thus, the first step has to be a schedule thatedistic. When serious design and
implementation was started in Hungary in 1999, gogernment had already decided in
principle to introduce an income contingent loarstegn but debates on the details and
implementation parameters of the loan continuedjfote some time. The process of reaching
an agreement on policy design and then buildingiiiel (the Hungarian Student Loans
administration) took 2 years - and it was possibledo it that fast only because (a) the
government at the highest level were behind therseh (b) there was a very committed
Hungarian team, and (c) they took very seriousty ddvice they received from foreign and
Hungarian experts on the implementation, (d) mogeothe team was well equipped and
about 50 external experts were also working onedifit aspects of the scheme in a
cooperative way as a team.



Part I.
Theoretical Background

(11) Before going into the details of student loan gysteor into any particular student loan
scheme, it is inevitable to go through some broduiiginer education policy issues. Introducing and
having a student loan scheme in place is not foown sake, since any student loan scheme (except
for some very tiny business like but from policyimgoof view irrelevant and insignificant mini-
systems) is (and should be) nothing else but aehigllucation policy instrument, and as such an
integral part of a well thought out and consisthigher education policy and funding strategy.
However, student loan schemes consist of such aum@nof technicalities and technical details, that
according to our former experiences - to go ineséhdetails prior to and without having clarifibé t
general higher education policy objectives andr@sons why we are talking on student loans at all
many student loans design discussions and exeteisdgo become a sort of intellectual adventuring
on a system for its own sake. According to a HuiagafBulgarian as well) proverb (saying): one has
to see first the forest and then the trees imigrder to avoid not seeing the forest by the trees

(12) Similarly, before going into the details of studelsan designing, it is also worth
understanding the underlying issues which are ddrftom economic theory in order to comprehend
the nature and the consequences of some key desiments of a student loan.

(13) Details of student loan design issues will be dised in the light of broader higher education
policy issues and objectives and in the light ef thlevant economic theory.

1.) Why higher education matters at all?

(14) These issues should be clarified in order to undedsthe relevance of the general higher
education policy objectives and the options intdclwha well designed student loans scheme as a
policy instrument should fit.

(15) The core characteristics of a well-designed studeans scheme can be determined

accordingly, and any particular student loan desigould be evaluated in the light of those broader
higher education policy objectives, which necessithe introduction of such a scheme, i.e. a studen
loan design should be evaluated in terms of howrtiqular scheme can achieve (or can promote the
achievement of) those higher education policy dbhjes for which it has initially been introduced.

1.1.) Strategic response to the challenges impbgdtie technological change,
demographic problems, and global competition

(16) It is widely recognised that higher education ameestment in human capital is crucial both
from the point of view of national economic perf@mece - mainly because of the nature of
technological and demographic changes- and frorpaoir of view of the life-prospect of individuals.

(17) Because of the nature of technological change laméhformation age, the demand for skilled
people has constantly been increasing, while thiks sieeded out-date more and more quickly. Thus,
in contrast with the situation, say, a few decaatys - nations need not only professionally educated
and skilled graduates, who are very well-trained ispecific but rather narrow field for life, bus@
graduates who are able to be re-educated andimedras technological or other changes necessitates
it. In this respect, at universities people notydahrn something at the highest possible level alzo
they learn to learn (almost) everything at the bBgilpossible level. This is one of the reasons tivhy
increased international competition (due to glatsdion) and the nature of technological changes
necessitates an increased participation in higllecation, since firms generally tend to employ
graduates in an increasing number and with inctkas®mme even for formerly non-skilled jobs (e.g.
personal assistant, secretary etc.). These a@rgienents explaining unemployment among graduates
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(as arguments against expansion of higher edugatioh many surveys show, that unemployment
among graduates is quite a temporary condition,thaedeality is that non-graduate work places are
jam-packed by graduates. Moreover, multinationahganies can benefit from the value added of a
targeted country seek where the concentrationgtfifiskilled persons (mainly graduates) is high.

(18) In EU countries the demographic change refers mainlthe fact that the average life
expectancy has been increasing, which in itsaioizd news, but on the other hand the proportion of
the younger generation has been decreasing, thdmgeto a situation where less and less active and
productive people have to generate the necessapytsufor financing the increasing spending for
pensions, health care etc. In this respect the sghtegic response shall be the increase of fabou
productivity by investing into human capital andoittechnology, instead of down-sizing the welfare
systems. Therefore, the ,negative” demographicdseare an argument for investing into human
capital and higher education, and not against it.

1.2.) Increased lifetime prospects for individualscreased lifetime earning
potential, better job prospects

(19) The average life-time earning of graduates is 180 higher than of non-graduates in EU
countries, but presumably this figure is even higheéhe new EU countries, for example in Hungary

it is 2359%. It must be noted that this increased averageolifpearning potential is a broad
estimation, including all graduates, i.e. thosedgedes about whom ,everybody knows” that their
income will be high (say: bankers, lawyers) andséhavhose income will be low (say: teachers).
However, it must also be noted, that precisely bseaf the nature of the technological changes and
information age (see above) it is not correct sua®e that just because somebody has got a degree in
pedagogy/medicine/natural sciences/engineeringporhehe will be necessarily a teacher/medical
doctor/natural scientist/engineer throughout hislifie’.

(20) In addition to the general increase in the lifeloegrning potential of graduates, not
surprisingly the level of unemployment is also eattow among graduates, since - among many other
factors - graduates have learned at university tmearn everything at the highest possible level,
which is a very important skill in the informati@ge, where flexibility at the labour market is very
important. Partly because of this set of flexibk@lls, employers tend to employ more and more
graduates. In this respect the increase in numbgradluates is also an important strategy in coping
strategically with unemployment probleins

(21) To sum it up, investing in human capital and inighler education is one of the most powerful
responses to the challenges of the modern welfate is the age of globalization and increasedajlob

competitiveness, rapid technological changes,gipiroportion of older people (the so-called ageing)
from the point of view of increasing competitivegaeshile maintaining the well-developed welfare

systems of EU countries.

% This differences in lifelong earning potentialsam countries, can presumably be explained (at frsasially)
by the existing inequalities among income groupthiwia country. That is why the EU average of 130% is
presumably due to the educational level, with thmdtrian 235% being the result of a degree butralsalt of
the present inequalities in Hungary, which in a wayne from the transition period. Therefore, it@srect to
assume that the former communist countries ar@ctosHungary in this respect, than to the EU ayera

* This is one of the reasons why universal accestuttent loans is necessary, i.e. it is not cot@érm views
on graduates’ lifelong earning capacity based pe tyf degree granted.

® We are aware of the fact that the unemploymeaetiganot (perceived to be) a problem right now indaria,
but the argument here is not on the present short-situation, but on the long-term strategiestlfits type of
problems.
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2.) Expansion to a mass higher education, whileravipg its quality
in a financially sustainable way

(22) The above-mentioned national, EU-level and indigldbenefits of higher education, its
strategic role in coping with the challenges ofbgliization, global competition, rising proportioh o
older generation due to increase in longevity, anstg the welfare systems and increasing the life
prospects of individuals in terms of higher lifegpimcome and lowered unemployment cannot be
realised in a small and rather elitist higher etiocasystem where only a small proportion of young
people can enrolled into universities.

(23) That is why during the last few decades all coestrvithin Europe have moved from a

relatively small and elite higher education systehmgracterised by low participation rate (5-10%) of
the relevant age group (say 18-25%), towards a migser education system, characterised by an
ever increasing participation rate (50-60%). Theady growth in student numbers, the widening
public expectations placed on universities have bastically been the result of a well thought out
national strategy (though there have always beaneseensible higher education development
strategies), but basically the result of the insi@ public pressure to increase the number of
university places and student numbers.

(24) Therefore it is not surprising that there has baerglmost all higher education systems in
Europe, a steady growth in student numbers, whdueaking levels have not been raised accordingly.
Not surprisingly, this age of ,underfunded expansibas caused significant decline in the quality of
higher education. In addition, quality is costhheveas public pressure and expectations for expansi
could be politically manageable by increasing thamgity of education (i.e. the number of students).
As a result almost all of the EU countries havdaite the need of a high quality and mass higher
education which would be strategically inevitalylenf the point of view of the competitiveness of the
EU region, from the point of view of maintainingetivell-developed welfare systems (pension, health
care, public education etc) of European countiiésile partly due to the ever increasing number of
students coupled with the ever declining fundind per capita expenditure on higher education, the
number of students has increased and the qualggwdation decreased accordingly.

(25) It must be noted that we do not want to suggestriyy means, that increasing spending for
higher education will be in itself solely aimingiatproving quality, but it seems quite certain that
long period of underfunding would systematicallglammine the quality of higher education.

(26) It has been argued by some people that the incieasgmber of students will automatically
lead to a decline in quality, since an increaseatigigation rate means that not only the 5-10%hef t
best young people will get into university but atsmther 35-50% from the cohort, who according to
the logic of the Gauss dissemination will be ledsrited, therefore will decrease the quality ohkig
education because they are not talented enougWiiite we understand the logic of this argument
against expansion, this cannot hold too much wadagh quality higher education does not mean
higher education which university professors wolikk to see, but the definition of quality
compromises —among many other factors—the abiitsespond to the needs of those for whom the
system exists, in this case meaning that the guafihigher education cannot be high enough if the
system is neither able to respond the strategid ée country — related to the above-mentioned
detailed national economic performance reasonstotite education needs of the individuals, which
indeed have become even more diversified than, Zayears ago in a small and elitist university
system. Therefore, the arguing in favour of incirgastudent number as causal factor for declining
quality sounds intellectually compelling at firstpwever turning back to a small and elitist higher
education system is not an alternative for copiith the challenges of changing the university syste
into a mass system, which is also high quality, ahdre quality implies also the ability to meet the
needs of those (the country and the individuals)Moom the system exists. In other words, this type
of ,Gauss-distribution curve” argumentation migbtusd good, but does not hold water and has no
(must not have) any policy consequences.

(27) To sum it up: the steady growth in student numipel the constant increase in participation
rate in all European higher education systems baes partly a spontaneous and inevitable process,
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but because funding has not been increased acgbydihe quality of higher education has declined
in every national higher education systémany European country there is no other altevediut to
develop and adopt measures for restoring (and ithproving) quality, and as one of the important
preconditions of restoring the efficient level ainfling. Again: funding itself will do nothing for
improving quality, but without an adequate levefuriding, quality improvement efforts shall fail.

(28) Logically, it must be noted at this point, thatlim field of higher education, not least because
the individual needs of the large number of stuslan¢ diversified, students (and their parentsjrare
general well-informed on their education needsafoleast are better informed than an ,,omnipotent
central planner”), the economic theory suggest$ ¢me of the main mechanisms for improving
quality in Higher Education is to introduce a cirtievel of competition among higher education
institutions for students.

(29) Other important preconditions of this competitianamg universities for attracting students
are - among other factors - (i) the principle thtte subsidy should follow students, (ii) thus th
number of financed student places at a given stodyse should be in relation with the choice of the
students, and (iii) universities should be fre¢hgi free, or free within wide enough pre-set g

to charge variable tuition fees, i.e. universit@®uld be allowed to set fees themselves, not the
government, and (iv) this variable tuition fee systdetermined by the universities should be
supported by an universally accessible and widétyrdable student loan scheme in order to make
higher education free at the point of use, thusiakting access and equity problems.

(30) The above-stated points would be the main elemeits viable higher education strategy
package. (We will discuss this later on in a mostailed way). Apart from this market type
competition, other quality measures are neededimm@mus and regular internal and external quality
assurance processes, regular information for stadenospective students and their parents on the
outcomes of each university degree course, in tafmsvel of unemployment, employment, earning
prospects among graduates per university and ggedeourse (in order to enable students to make
better informed decisions on which university tplggmt).

3.) Lisbon strategy — official manifestation of tfeory

The strategic importance of higher education has béen officially recognised within the EU. Insthi
respect the above-adduced arguments are no mdréh@metical arguments, but also become in a
way official recommendations by the EU for all Elember states. Many official papers and EU
reports deal with the Lisbon Strategy and with tékated strategic importance of higher education
development, higher education finances, accessyegupansion and improvement of quality. Since
this paper is not a detailed and comprehensiveysisabf the Lisbon Strategy, here we are not going
to go through all the elements of the Lisbon sgwteve shall only point out those parts of it which
have particular relevance for t he purpose of tesgnt project.

3.1.) Strategic importance of education

(31) The European Commission ,....recognises that thecieffcy and equity in European
education and training systems (thus higher edutptire critical factors to develop the EU longwer
potential for competitiveness as well as for socighesion. It is also stated that reforms must be
stepped up to ensure high quality education andinigasystems that are both efficient and equitable
These issues are central to the fulfilment of thkedbjectives in the Lisbon Partnership for Growth
and Jobs and the Open Method of Coordination feigbénclusion and Social Protectfoh

»Across Europe, in the context of public budget stosints and the challenges of globalisation,
demographic change and technological innovatiorgatgr emphasis is being placed on improving
efficiency in the education and training sector.isTis desirable, of course, but it is frequently

® European Council 23-24 March 2006, Presidency {Tsiuns par. 23
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assumed that efficiency and equity objectives antuatly exclusive. It is too often the case that
existing education and training systems reproduceven compound existing inequities.

However, the evidence shows that viewed in a widespective, equityand efficiencyare, in fact,
mutually reinforcing and this Communication focusespolicies where this is the case. It aims to
inform policy-makers about trends in other Membeités and the supporting research available at
EU level, to help their decision making in the anggrocess of system reform.”

»The EU is facing four interrelated socio-econongigallenges: globalisation, and the emergence of
newly industrialised and highly competitive couedti demography, in the form of Europe’s ageing
population and migration flows; rapid change in th&ture of the labour market; and the technology-
driven ICT revolution. Each of these has an impgacthe challenge of providing good education for
all. People with low qualifications are at an inaging risk of unemployment and social exclusion. In
2004, 75 million EU citizens were low-skilled (32¥the workforce) but by 2010 just 15% of the new
jobs will be for those with only basic schoofirig

.Education and training policies can have a sigo#nt positive impact on economic and social
outcomes, including sustainable development andéhlsoohesion, but inequities in education and
training also have huge hidden costs which arelgashown in public accounting systems. In the US,
the average gross cost over the lifetime of ongel8-old who has dropped out of high school is an
estimated 450,000 US dollars (350,000 euros). Hulsides income tax losses, increased demand for
health-care and public assistance, and the costdgbfer rates of crime and delinquency. In the UK i
1% more of the working population had A-levels eatthan no qualifications, the benefit to the UK
would be around GBP 665 million per year throughueed crime and increased earning poteniial.

Policies which reduce such costs can deliver bahitg and efficiency benefits. Member States can
maximise the real and long-term returns from thegiucation and training systems by considering
equity alongside efficiency when taking decisidmsus system reform.”

3.2.) Improving investments while widening partation

(32) Higher education is a key sector of the knowledgseld economy and society. It is the heart
of the ‘knowledge triangle’ of education, innovatioand research. As the Commission’s
Communication on the Modernisation of Universitieakes it clear, the EU higher education sector
faces numerous challenges and needs to be moderhigeis to become more competitive and
promote excellence. One challenge is to creatasified systems which allow equitable participation
for all, while remaining financially viable and plag their roles more efficiently. The Commission
has already proposed that the EU should aim, wehitecade, at devoting at least 2% of GDP to all

" Equity is viewed as the extent to which individuahn take advantage of education and traininterins of
opportunities, access, treatment and outcomes.tdbd@isystems ensure that the outcomes of educatidn
training are independent of the socio-economic femknd and other factors that lead to educational
disadvantage and that such treatment reflectsiohails’ specific learning needs. Inequity in redatito gender,
ethnic minority status, disability and regionalgdisties etc. is not the prime focus here, butlevant as far as

it contributes to the overall socio-economic disattage.

8 Efficiency involves the relationship between irpand outputs in a process. Systems are effidi¢ne iinputs
produce the maximum output. Relative efficiencyhiviteducation systems is usually measured throagts t
and examination results, while their efficiencyralation to the wider society and the economy issneed
through private and social rates of return.

® COM(2006) 481 final; Efficiency and Equity in Eyrean education and training system, (SEC(2006))1096
Brussels, 8.9.2006

19 coM(2006) 481 final; Efficiency and Equity in Eyrean education and training system, (SEC(2006))1.096
Brussels, 8.9.2006

1 coM(2006) 481 final; Efficiency and Equity in Eyrean education and training system, (SEC(2006))1.096
Brussels, 8.9.2006; p7-8
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the activities of a modernised higher educdfisector in order to build a knowledge-based society.

(33) There has been a steady growth in student numbedra avidening of the expectations placed
upon European universities, but funding levels hawe risen accordingly. At the same time, the
expansion of student numbers has not increasedyeagiiit has mostly favoured individuals from
higher socio-economic groups or those whose pagagtesded higher education.

(34) A common assumption has been that a “free” systielhigher education (one funded entirely
by the state) is, of itself, equitable. In factistassumption has not been born out by realitgesthe
main determining factor in participation is the iseeconomic background. The bulk of evidence
shows that there are usually significant privateme to those who participate in higher education,
and that these are not entirely offset by progvestix systems. This can have a reverse redigtibut
effect. This regressive effect is particularly @uthere school systems exacerbate the effectseof th
socio-economic background on educational attainmkenirder to bring about a more equitable
balance between the costs funded by individualssaiety and the benefits accrued by each, (The
average private rate of return from higher educasaclose to 9% across ten OECD countries.) and to
contribute to providing universities with the extuamding they need, many countries are turningnéo t
main direct beneficiaries of higher education, sfedents, to invest in their own future by paying
tuition fees (e.g. BE, ES, IE, NL, AT, PT, UK, LBG, RO). Evidence also suggests that the market
effects of tuition fees may improve the quality teiching and management in universities, and
reinforce student motivation.

(35) Clearly, the development of tuition fees without@mpanying financial support for poorer
students risks aggravating inequity in access tghdr education. The most disadvantaged are
frequently the most risk and debt-averse, and ane rikely to bulk at spending time studying, rathe
than earning, when private returns after graduaiennot assured. This is particularly relevantnehe
the level of tuition fees is based on estimatedriurates of return, with an implicit assumptioatth
the economy will continue to reward graduates atstime level as now. By guaranteeing bank loans
and offering income-contingent loans, scholarshgmel means-tested grants, governments can
encourage access by less wealthy students. Suemestave already been introduced in a number of
European countries (e.g. BE, ES, FR, IE, IT, LV, INL, AT, PT, UK, LI). These are too recent to
have been fully studied, but evidence from Austraiind the U.S. shows that tuition fees
complemented by targeted financial support increasgent numbers without having a negative effect
on equity.

(36) As aresult of inequities earlier in the educatigole, pupils from disadvantaged backgrounds
often do not achieve the level of qualificationgaed to access higher education. Even those that do
are often reluctant to consider going on to uniters

(37) Policies to reinforce efficiency and equity of soheystems are vital, along with actions to
change cultural perceptions of higher educationthi® end, information about the opportunities and
advantages afforded by higher education shouldatgeted at school pupils, through school visits,
mentoring programmes and lifelong guidance, andGially, at families when children are relatively
young.

(38) Universities should be encouraged to develop congm&ve outreach and access policies,
which could include the introduction of bridgingpgrammes and earmarked places.

(39) Free access to higher education does not necgsgaarantee equity. To strengthen both
efficiency and equity Member States should creppapriate conditions and incentives to generate
higher investment from public and private sour@esluding, where appropriate, through tuition fees
combined with accompanying financial measures fier disadvantaged. Specific actions at school
level are also needed. Higher education institstishould offer a more differentiated range of
provision and incentives to meet increasingly dieesocial and economic needs.

2com (2006) 208 final; Delivering on the modernisatiagenda for universities: education, research and
innovation; Brussels, 10.5.2006 (See also, COM§230 & COM (2005) 152)
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3.3.) Reducing the funding gap and make fundingkwore effectively?

(40) ,Given the important role of universities in Eurggeresearch, the EU goal of investing 3%
of GDP in R&D by 2010 implies higher investmentuimiversity-based researth As already put
forward in its Annual Progress Report on the LisI8irategy’, the Commission proposes that the EU
should also aim, within a decade, to devote attl@ds of GDP (including both public and private
funding) to a modernised higher education sect&CO studies, for example, show that money spent
on obtaining university qualifications pays retuittigher than real interest rate$.

(41) In the meantime, the 2002 EU average of direct mdipere in universities was 1.1%
compared to the US level of 2.6%. Less than halthef educational expenditures in the US are
financed by public sources (direct expenditure)erghs it is valid for more than 75% in the majority
of the EU Member States (and close to 100% in stm) these taken into consideration mean that
in order to achieve the above-stated funding tafgetopean countries have to find ways for bringing
in considerable private (non-public, non-budgetaglirces into higher education finance in a way
which does not harm access and equity.

(42) ,Student support schemes today tend to be insefffido ensure equal access and chances of
success for students from the least privileged dgracinds. This applies equally to free access, which
does not necessarily guarantee social equity. MerSbetes should therefore critically examine their
current mix of student fees and support schemahenight of their actual efficiency and equity.
Excellence in teaching and research cannot be aeklidgf socio-economic origin is a barrier to
access or to research careers”.

3.4.) Universities on expansion, quality, acceskfanding

(43) The European University Association, in its docutrtitied “Lisbon Declaration - Europe’s
Universities Beyond 2010: Diversity with a Commairpose,*stated the following:

»As recorded in the Lisbon Declaration, the Europednion is committedo strengthen its higher
education systems as a key instrument for successhe knowledge economyHigher education
enrollments are expanding rapidlyBudget financing in most countries has not bdae & keep up
with the growth of higher education enrollmerrinking per-student budget support has eroded
the quality of higher educationin many countries, and threatens to do so in ah&hese pressures
have motivated a globaffort to diversify financing of higher educationi order to accommodate
growing enrollments without sacrificing quality The global trend towardhcreasing reliance on
student fee financingis part of this broader effort to diversify theusces of higher education

financing®

3 COM (2006) 208 final; Delivering on the Modernisat Agenda for Universities: Education, Researctl an
Innovation; Brussels, 10.5.2006, p. 7

14 See “More Research and Innovation — Investingsimwth and Employment: A Common
Approach”,COM(2005) 488 of 12 October 2005.

15 COM (2006) 30 final of 25/01/06
18 The Economics of Knowledge: Why Education is KeyEurope’s Success, (Andreas Schleicher, 2006)
http://www.lisboncouncil.net/files/download/Polidgrief_Economics_of Knowledge FINAL.pdf

" Data source: EUROSTAT.

18 European University Association, “Lisbon Declavat- Europe’s Universities Beyond 2010: Diversitith a
Common Purpose,” 200%vww.eua.be

1 D. Bruce Johnstone and Pamela N. Marcucci, “Wuaide Trends in Higher Education Financing: Cost-
Sharing, Student Loans, and the Support of AcademResearch, UNESCO, 2007.
portal.unesco.org/education/en/files/53752/1184Z4¥8Johnstone.pdf/Johnstone.pdf
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4.) Conclusions from theoretical and official argants - main policy
objectives related to higher education

(44) The theoretical considerations and the official woents of the EU on the challenges the
European higher education systems must face, dsawdhe main conclusions for setting the key
policy objectives point towards the same directidnghis section we shall summarize those, in orde
to set up the context and the package of poliaeshich any student loan scheme —once there is a
decision to design and implement one—should bénfifThese broader policy objectives, and the
strategic policy package that is emerging out shill also assist us in defining (and understag)din
what are (and should be) the main characterisfiegswell designed student loan scheme in order to
make the student loan scheme able to support theeveenent of those higher education policy
objectives, for which it is going to be introducddhe achievement and/or support of the achievement
of these higher education policy objectives crelatejustification case for introducing a studeraro
scheme, since these are the reasons for the vestemoce of such schemes. If these objectives dre no
achieved or promoted well enough, the student Isaheme will be introduced for its own sake, but
taking into consideration its potentially largeesiand its cost/expenditure consequences it caly easi
happen, that a not properly positioned, designetligplemented student loan scheme not only will
not achieve any single policy objectives, but mighen hinder the achievement of these objectives
(harm access and equity, instead of bringing imaegburces for funding universities and improve
equity it will consume and/or crowd out existingbfia sources etc.) Basically this is at stake ig an
attempt for introducing a student loan scheme,thigdis why it is inevitably important to understiin
why the introduction of a student loan scheme tallyi important, why it is going to be introduced,
what the objectives are, what it must promote ahdtvthe core characteristics of such a scheme are
which are necessary for achieving any of the oalggolicy objectives which are the only justificati

for introducing such a scheme.

4.1.) Main conclusion and challenges related tbiérigeducation policy

4.1.1.) All European higher education systems hagecommon major problem: after
decades of underfunded, the expansion per capitpeaditure has decreased, which has
also undermined the quality of higher education

(45) All European higher education systems have a commajor problem: after decades of
underfunded expansion, a mass higher educatioemyisas emerged, the per capita expenditure has
decreased and the chronic underfunding has undedntiie quality of the higher education system.

(46) In the meantime shrinking the size of the higheucadion system, i.e. the decreased
participation rate, is not an option, since it gtels the most important EU level strategic objestin
relation with competitiveness, economic performansecial cohesion and access, equity and
efficiency. Therefore, the only one direction aahle is to move from a lower quality and mass highe
education system to a high quality mass higher a&thre system.

4.1.2.) Long term financial sustainability and leief public spending does matter in all
countries — Bulgaria cannot be an exemption

(47) Public funding, public expenditures and long-ternaicial sustainability do matters in every
EU country — Bulgaria is not an exemption and sticudt be an exemption even if Bulgaria has
currently a surplus in the state bud§ePublic money, public expenditure, long-term ficiah and

2 |n some of our discussions in Bulgaria we werd,tthat budget constraints and level of public exiitere do
not matter, and thus the Eurostat classificatiabf@m and the aspects of classifying the studemt &theme as
non-public (private) according to the EUROSTAT eri& are not such an important aspect, since Bialdead
budget surplus in the fiscal year 2007, therefpublic expenditure and classification problem shall be seen
as a problem. This saying is adressed here, ahdeviiddressed in some other part of this repmtest must

17



fiscal sustainability must matter for each countnghin the EU, at least because of the Maastricht
treaty. Moreover, the fact that a country in oneaoother year has experienced a budget surplus
should not be assumed as a constant conditionefidrer all of the welfare systems should be planned
in a way which ensures their long-term financiadtainability and minimizes the related tax burdens
on taxpayers. Last but not least, this is one @ftlain problems in even the richest EU membersstate
due to the fact that the financial sustainabilityhe affected welfare system must be maintainegtén
long run and even in periods of (periodic) econoragessions.

(48) If those costs are not explicitly covered by tha&pteer, e.g. the cost of education in
proportion with the significant private benefit daving a degree is private (that is not public
expenditure), this will contribute to the goal @&fchal discipline and help meet overall public spegd
targets in accordance with the Maastricht critefiais is another reason why public spending must
matter for every EU country, even for those whoehawudget surplus in a given fiscal year.

4.1.3.) To increase spending on higher education2® of GDP according to the Lisbon
Strategy, a mechanism for bringing in private so@x is needed which does not jeopardize
access and equity

(49) Clearly, something must be done by all EU memletestin order to bring in private sources
into higher education funding and thus fulfil thgjectives of the Lisbon strategy without jeopandigi
access and equity. Because the decrease in lepel ghpita public funding (as a result of the @ase

in participation rate) has been a longer-term mscenderfunding is a chronic problem in each
system - the fundamental reason for it being that hot possible to raise significantly the lewél
public funding due to the competing funding neeflotbher welfare sectors (e.g. pension system,
health care, primary education, social care, logmgntcare). It is not possible either to bring in
considerable private sources into the majorityhefse welfare systems (for fundamental economic
reasons) without seriously harming access and \edliterefore, it cannot be assumed that the 2%
target of the GDP related expenditure level seinughe Lisbon Strategy will be achieved by any of
the EU member states by almost doubling its pubtipenditure level on higher education. A solution
should be found to bring in private money (non-pyldff-budget) into the finance of the additional
funding needs of higher education. Again: if tleghe main problem of most EU countries, we can
hardly believe that Bulgaria could be an exemptjost, because of its budget surplus in the fiseary

of 2007.

4.1.4) Four main objectives should be achieved:cess, quality, mass system and
increasing expenditure to 2% of GDP

(50) Significant increase in the level of GDP relateghanditures for higher education (almost
doubling it), improving quality, widening particif\an rates, and ensuring access and equity foryever
talented young person irrespective of his/her aardmis’ income

(51) If equal access and equity (and mass higher edujatrould not be objectives with crucial
importance both for efficiency reasons (no talergedson should be wasted just because of his/her
inability to pay) and for equity reasons (everyetdaéd person should have equal opportunities to
access and participate in higher education irrés@eof his/her ability to pay), the remaining
problems could be solved by introducing a mas#otuitee system for generating significant income
for the system, out of which quality could be imprd. But access and equity do matter, whereas
tuition fees themselves (in case they reach aoieffii level) do harm access since a tuition feéesys

in itself makes higher education not free at thitpof use, so participation will depend on a secio
economic gradient - the ability of the studentsgarents) to pay. In addition, it is well knownath
there is also a socio-economic gradient in thellemel quality of information on the real value of
having a degree. In principle, families with lowsscio-economic status (especially if there is no
degree in the family) are more reluctant and ndlingi to pay for higher education, than people in

be addressed, because we do not know any countheiworld, where public money and public expeneéitu
would not matter.
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higher socio-economic groups. This is why middkessl participation rate is disproportionately large
among student, and this is why it is emphasiseduhtargeted, general subsidization (excessive stat
subsidies, price subsidies e.g. for dormitoriesargeted interest subsidies and/or state guaramtee
student loans etc.) of higher education and stgdsmegressive, because it redistributes fronptioe
towards the rich.

4.1.5.) A well-designed student loan scheme mayesthe problems but only if it has some
core characteristics

(52) Here is the point where student loans come inty. gfaa student can get a loan, which is
accessible, and not threatening due to its repatymethod (e.g. debt aversion can be minimised) and
large enough to cover all fees and some of thadivdosts, such a loan scheme can make higher
education free at the point of use and thus tuitéms will not harm access. But such a loan scheme
must have some core characteristics (see belovg.lddic behind this is that not tuition fee itself
harms access and equity, but such a tuition feemsybharms equity because it should be paid by the
student (or parents) at the point of use of higfurcation.

4.1.6.) Money in itself will not improve qualitpther measures are also needed

(53) More expenditure on higher education in itself witit improve quality. Other measures are
needed for improving quality: increase in compatitamong higher education institutions by, for
example, introducing a flexible and variable tuitifee system in which universities are free in
determining fees, systems of internal and extegnality assurance practices, provision of inforarati
on the outcomes of the universities (e.g. on furd@ning and employment prospects of graduates),
state subsidies which take into account the chofcstudents and outcomes and quality of the
universities etc. As student representatives haldeus: they are against tuition fees, because dbey
not see how the fact that they pay some fee walldeince quality of education. In our views theg ar
right, this is another formulation of the formegaments and the fact that money in itself will do
nothing to quality (but without an efficient levelf funding, there is no chance to improve
significantly the quality of higher education).

4.1.7.) Additional targeted assistance is needed youngs with lower socio-economic
background who underestimate the real value of aycee and are more debt averse

(54) A loan in itself cannot solve the access and equibplems, since people from lower socio-
economic groups tend to underestimate the reaéwafla degree, and are more debt averse. Therefore,
additional targeted assistance is needed for ypeogle from poorer background, e.g. targeted grants
and scholarships even at earlier life stages likbe secondary school level. Moreover, people from
lower socio-economic background are not only paoofinancial respect. In their case, as we have
mentioned earlier, information “poverty” also egist The latter deters them systematically from
participation in higher education. (They might Betn think about applying to a university and they
might be more reluctant to take out student loatabse of the debt aversion, which might be due to
the lack of information on the loan and the redligaf education).

4.2.) What is needed is a strategy, which imprea@sess, equity, and quality
and brings in enough resources for higher educatiaorder to meet the aims
of the Lisbon Strategy

(55) The strategic policy package - which we have beempting for a long time - for mobilizing
an efficient level of additional money has theduling pillars:

4.2.1.) Deferred (and variable) tuition fee

(56) Deferred tuition fee, (it is deferred because it ba financed by a student loan, thus higher
education is free at the point of use, becauseribt the student but the graduate who pays theute
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of his/her increased earning capacity as a restisther degree and higher education).

4.2.2.) A student loan which is accessible and affable for all students, should not deter
disproportionately young people from lower socioeeomic background

(57) A student loan should be accessible for all stugleat just in legal terms, but in a sense that it
does not deter disproportionately young people flawer socio-economic background (e.g. because
of the threatening repayment method and obligatierike any fixed-term repayment based on a
commercial bank type loan) and should be large gmao cover tuition fees and a significant paraof
reasonably estimated living cost — thus, makindhéigeducation free at the point of use for every
student irrespective of his parental background.

4.2.3.) Targeted subsidies and assistance for thod® are in need — addressing both
pecuniary and information poverty

4.2.4.) Universities are free (within sensible, widnough limits) to set variable fees

(58) Universities are free (within certain sensible avide enough limits) to set fees, which are
variable in terms of different courses and diffénemversities within the same courses are alloteed
set different fees (introducing market forces aohgetition)

(59) Broad enough and sensible limits in setting feearmen one hand that in order to protect
individual students from excessive tuition feesnight be useful to set a ceiling for the maximum
amount of the fees, especially at the beginninguch a liberalization period. On the other hand, th
ceiling should be broad enough, otherwise the systdll turn to a flat fee system, which will do

nothing for improving quality, mainly because thare no efficient incentives in such a system for
competing for students and mainly because the funtliing can come back through the back-door, if
for example the level of former public funding isifly decreased by a level roughly equal to the leve
of income from tuition fees. In this way there islanger that the level of funding of the univeesti

remains the same (i.e. there will not be any extomey for quality improvement), whereas students
have to pay for something which was formerly frecheaper, without any positive consequences.

(60) According to our understanding right now in Bulgathe state determines the number of
student per each educational field in a given usitig the level of state subsidy for each field dime
ceilings of respective tuition fees. We have realishat this is a rather sophisticated processtwhic
takes into account many considerations and whigblles many stakeholders (e.g. labour market
representatives) and that this is basically a Wégigee system. However, we suggest granting greate
freedom to universities in setting their own feethwhe ceiling defined by the higher education law
order to bring in some level of competition andrmoimr quality improvement.

4.2.5.) State interventions for improving qualityge through quality assurance systems, and
by linking finance to the choice of students, quagliindicators and outcome indicators of
the universities

(61) In other words, fostering competition by allocatisigite subsidies should result in at least
partial competition and should put greater emphasighe outcome indicators, thus, showing the
actual results, quality and real value of a givearse at a given university (as opposed to thetinpu
indicators, which reflect such factors as say nunalbéeachers, student/staff ratio etc.)

4.2.6.) Fostering competition for improving quality what we do mean and we do not mean
by this

(62) In the part that follows, we are not going intotfier details on those two issues. Logically,
these points should be at least mentioned, in daderdicate why it is generally agreed that ifrext
resources (by tuition fees and loans) are brougbtthe scheme, quality can be improved, provided
the state allows and fosters a level of competitionl takes other adequate measures to improve
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quality.

(63) At this point we have to stress on a few more irtgrdrpoints showing what we mean and
what not when mentioning competition:

(i) Firstly competition does not mean in this terma totally free and unregulated nail-and-
teeth law of the jungle type competition, nor doe# mean privatization. What we are talking
about is a regulated competition which, however, gives much more freedom and autgnto
universities as they have in a totally centralizgdnning system, in which all of the important
decisions on (i) the number of students, (ii) om lével of state subsidy by each educational feld
(i) on the level of tuition fee, are made by amrapotent, all-knowing central planner. What we are
talking in relation with this issue is to find thight balance, or a sort of optimal ,half-way” bet@n a
totally unregulated law of the jungle type competitand between no competition where everything
i.e. both the volume (nhumber of students) and tieelevel of state subsidy and fee) and thus the
total income of a university, is decided on cenlegkl by an all-knowing central planner. If thisthe
situation nothing significant and relevant will pgm with the improvement of quality, since
universities do not have to respond to the reatlme# the students, instead they have to be very
responsive to the needs of the all-knowing cemttainer (since everything depends on the grace and
goodwill of a central planner). In such a systenrerextra money will not help in improving quality
in terms of increased responsiveness to the neebtlexgectations of the country, of the economy and
the individuals.

(i) Secondly, it can be argued that students (paitularly from poorer background) are
not well-informed, which is true, but in a mass higher education system, which has ttelible
and responsive to the needs of the economy arektmdividuals and which necessarily must become
diversified (in terms of having many types of ca#)sthe final outcome of the allocation process
which is based on the not-perfectly-informed studeils seems to be better than that of the final
outcome of an allocation decision by an assumed alghty, all-knowing central planner — since
such does not exist in the reality.

(i) Thirdly, we are not talking about letting every single allocation decision to the
market competition through student choicegsince fashion among students can result in pnoble
What we mean is a regulated competitioni.e. the competion, student choice, universitfe=edom
in setting fees and in determining the number oflesht should be increased, whereas the almighty
and all-knowing assumption of the central planm&usd be decreased.

4.2.7.) Providing information on the outcomes, pot&l level of earning and employment
opportunities by universities and degree programmesorder to improve information on
making informed choices by students

(64) Finally, (in contrast with many health care relaidecisions) there is usually no rush in
making a decision on selecting a university andagmamme. Information can be easily and cheaply
improved by publishing regularly data and inforraation such facts, as for example, earning and
employment prospects of graduates from differenivarsities, with different qualifications and
degrees. This is something which would be worthwayy from the point of view of quality
improvement as well as for assisting in diminishimigrmation poverty.

5.) Why tuition fees and loans?

5.1.) Why tuition fees

(65) We think that by summarizing the lessons and cammhs on higher education policy
objectives and strategy, both on theoretical basis as well as on the basis of the Lisbon strategy
related official EU papers, it has been proven thatnecessary increase of higher education funding
level to the 2% of the GDP according to the Lisl®tnategy is not possible entirely from public
sources, since in this case public spending onehnigtucation should almost double, which does not
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seem to be a realistic option. Especially, if caleet into consideration those other welfare sys{ass
pension, health care, primary and secondary edugegocial care etc.), they also need public fieanc
and have similar serious financial problems. Moegpin most of these sectors user charges would
either turn to be impossible to pay or would causgor problems in terms of equity and in terms of
efficiency (because of the fundamental market fagduand information problem in health care,
pension, unemployment insurance, primary education

5.1.1.) Social and private benefits of higher edtioa: a case for sharing the cost of higher
education — the benefit principle

(66) On the other hand, higher education is differenifrmany other welfare sectors. Higher
education brings about significant social beneéits it has been discussed earlier (technological
change, demographic change, decrease in unemplgymerease in national competitiveness etc.).
Moreover, a graduates’ lifelong income is highkeréfore they pay more taxes. These are the reasons
why it is justified to maintain significant levelf @ublic funding in financing higher education.
However, higher education, apart from the fact thé also a sort of consumption good (it causes
utility for its own sake as well), brings about rsfgcant private benefit in terms of higher lifelpn
earning and income opportunities (on average thigbiout 150-170% in OECD countries, but for
example it is estimated as 235% in Hungary — abawe already discussed it earlier) and much lower
unemployment, which in the end of the day to a mbelter labour market position for the
individuals. This is why the benefit principle —tbee who benefits should be the one to pay- comes
into play in the tuition fee debates and this igniths reasonable and justifiable if the indivitkisavho
benefit from education contribute somehow to thet o education at least in relation with the piéva
benefit.

5.1.2.) Relying entirely on tax funding is inequitée

(67) It is well-known that for many already discussedisans (information and pecuniary
problems) the participation of middle class studésitdisproportionately larger than the one of peop
from lower socio-economic groups. This means tblgirg entirely on tax funding is regressive, since
it redistributes significant resources from the stasff to the better-off people. This equity prable
also justifies that those who benefits from higkducation should also contribute to the costs of
higher education, at least in proportion with thiggte benefit of having a degree.

5.1.3.) Serious access problems occur if studerasento pay for higher education when
student’s-ability-to-pay principle is violated?

(68) However, serious access problems can arise if stsid@ve to pay for higher education. This
violates their ability-to-pay principle, since sauds usually have no income, and their dependemce o
parental income causes access and equity probtamnsainy reasons: (i) poorer families might not be
able to pay tuition fees, especially when havingarthan one bright young child (ii) understanding
the real value of having a degree differs in acancg with the socio-economic status, thus poorer
families are less willing to pay for their childferhigher education, (iii) moreover studies on stuid
poverty in the UKRtindicate that the parents of many students belgpigally to the middle-class and
are well-off, whereas their student children angidslly poor. That is the case for even the richer
parents who do not finance efficiently the tuitiohtheir children. Therefore, a tuition fee in ifse
harms seriously access and causes equity problems.

5.1.4.) A universally accessible, well-designedg@aenough student loan scheme can bring
together the ability-to-pay principle with the beftteprinciple

(69) A well-designed student loan scheme, which is usaléy accessible (not only in legal terms,
but also in fact), large enough to cover fees arghaonable living costs could solve the probleoh an

L Nicholas Barr: The Welfare state as Piggy Bankio@tkUniversity Press, 2001
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can bring together the ability-to-pay principle lwithe benefit principle, since it enables higher
education to be free for every student at the pafinise (as a result, eliminating the access pnaple
Thus, out of the increased lifelong-earning/incognaduates can pay in turn the significant private
benefit obtained by the degree. In this way notets, but graduates pay tuition fees through the
repayment of the loan. This also means that thdsehave never been students and/or whose children
will never get into university will pay out of thefaxes for the social benefit of higher educatiou,

do not have to pay for the significant private bired the graduates. These are the equity argusnent
for introducing tuition fees, provided that theseim place a properly designed student loan scheme
which in effect and in fact makes higher educafree at the point of use for every student and,thus
eliminates the access problem of tuition fee.

(70)  Actually the income contingent repayment mechanisrthe repayment mechanism which
perfectly matches together the ability-to-pay pipte with the benefit principle (see later sectjons
and provides an automatic built-in protection meitra for each individual against the risk of not
being able to repay. Additionally, by doing thisetincome contingent repayment makes unnecessary
many second best solutions which a commercial fyp-term repayment loan necessitates, but
which are administratively very demanding, verytgoand result is huge default losses and high
unnecessary expenses (e.g. untargeted, generakirgebsidy)

(71) To sum it up: if the access problem is solved aigtidr education is free at the point of use,
there is no reason not to introduce variable tmifees in order to bring in private money. But iish

be noted that the main objective of tuition feesuith not be to get money from the students, bgeto
additional and private resources for funding higigucation and for improving its quality. In thght

of this, it is vital that the student loan schem#ich is supposed to eliminate the serious access
problem which arises when higher education is rex fit the point of usshould not be publicin
terms of EUROSTAT classification criteria.

(72) It must be emphasised, that if the student loarersehis badly designed and therefore
consumes huge amount of public money, (e.g. thrayegteral interest subsidies, or generous state
guarantee), it will either be classified as pubtige to the bad design and lack of transfer ofraskyto
banks or to students, or because more than 50%eafunning cost of the scheme is financed by the
state, the problems for which the fee and the kxdmeme solution was introduced will not be solved.
In fact they will cause even more serious problem®verburdening the existing public funding for
education. Therefore, no additional resourceshélbrought into the funding of higher educatiord an
finally the whole scheme will be accounted as mldind will be financed from general taxation and
as such it will be regressive, inequitable and aisfficient. The other option is that for obvioifiscal
reasons the student loan system will be rationediraoously and finally it will not be universally
accessible and will be shrunk for obvious fiscalsans. In this case, the tuition fee system willsea
the above mentioned serious ability-to-pay and sceroblems for all students, and
disproportionately larger problems for youngstemf lower socio-economic groups. This is again
inequitable since talented young people could bduded who can be seen as inefficient from a
national economic point of view, thus, violatingjthle main objectives of the Lisbon Strategy ad.wel

(73) Thisis why it is not indifferent how a studentthoscheme is designed and implemented.

(74) It must be noted, that if at least those costs lwklic not necessarily need to be born by the
taxpayer are covered by the students themselvgsthe cost of education in proportion with the
significant private benefit by having a degree f(ilsanot public expenditure), this will contribute

the goal of fiscal discipline and help meet therallgoublic spending targets in accordance with the
Maastricht criteria. This is another reason why lthes| of public expenditure must matter for every
EU country, even for those who have budget suripliasgiven fiscal year.

5.2.) Why student loans at all — possible sourégsivate money?

(75) Before discussing the core characteristics andkthe design elements of a student loan
scheme it is worth taking into account the possiwerces of private money for funding higher
education institutions in order to understand whstuadent loan is basically the only sensible option
for bringing in enough private money into the sgstnd from the point of view of access, equity and
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quality improvement.

(76) The former section has discussed the inevitabiioslship between a tuition fee system and
student loans for solving the equity problems whackole tuition fee system can bring about. In this
section we are seeking for answer to the questidns a student loan is necessary and why other
private sources cannot come into consideratiorceSmany myths and false expectations are attached
to other possible sources of private money it istivéo go through all of these potential sources of
funding and analyse briefly their nature and tpessible role and size.

(77) As we have seen both macroeconomics feasibilitydistdbutional equity suggest that a large
system of higher education (especially if qualilgprovement and high quality is an inevitable
requirement (which is the case)) requires publicifug to be supplemented to a significant scalmfro
private resources. Private funding can (theoréyiacaily) be derived from the following six poteritia
source¥:

(a) family resources;

(b) student’s earnings while a student;

(c) employers;

(d) entrepreneurial activities of universities;

(e) gifts (e.g. charitable foundations, bequests inppes wills, donations by rich persons or
rich firms etc.)

() student’s future earnings, i.e. loans

5.2.1.) Family resources — extensive reliance orsineither desirable, nor equitable, harms
access and is inefficient

(78) Family resources are not themselves bad, but doingpto improve the access of students
from poor background. Moreover, as it has alreaglgnbnoted earlier, even students from better-off
background (with rich parents) might be in poveitiierefore, the point is not that it is a probldm i
parents support their children’s university studilest excessive reliance on parental support does
cause serious equity and access problems. Addiormarental contribution (or support by the
spouse) may be conditioned in some cases, e.qutpdar the spouse) support their student if she/he
applies for a ,sensible” and ,good” course at adyaniversity. Since the talent and the real inteoés

a gifted young person might be quite different fradmat some parents would think (e.g. the young
person is going to be an actor, but according soféiiher accountancy is more sensible), external
reliance on parental (or spouse) contribution camneresult in efficiency problems in terms of
unnecessary waste of talent. In addition, if themeo extensive reliance on parental (Spouse) stfpo
can emancipate in a way a talented young persoon (svactually entitled to elect and to be elected,
but would depend heavily on parents support). Thxnsive reliance on family resources is neither
desirable, nor equitable, harms access and idrafficient. In conclusion, family resources are no
feasible and desirable option for mobilizing enoymgivate funding. It must be noted that a system,
where tuition fee is not supported by an accessshlglent loafi, would rely mostly on family
resources with the resulting problems.

% This section draws heavily on the former workspadfessor Nicholas Barr, particularly on: ,The W
State as Piggy Bank; Chapter 11”; Oxford UniveRtgss, 2001; and on the results of our joint teamk\n the
period of time of designing and implementing thengarian student loans scheme in 1999-2001.

21t must be stressed again, that an ,accessibtiestuoan” does not only mean a legally establisheidersal
entitlement, but does mean the fact that the learot only accessible in theory, but in fact mastient dare to
take out the loan and the majority of studentsnatedeterred from taking out the loan by some efdbnditions
for repayment (e.g. typically by the fixed term cuoercial loan type repayment obligation with theated
sanctions)
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5.2.2.) Student earning while a student — excessieéance on it may undermine the
objectives of education: working activities competgh study time and leisure activities

(79) Student earnings are generally small. The USA wathtradition of student earning
opportunities, with flexible labour markets andmwitigh wages is an outlier in this respect. Thenmai
objective of attending university is to be a studesudying, passing exams and getting a degree.
Earning activities are in competition with the etfeeness of learning and the quality of student
experience (which is an important part from thenpaf view of becoming an intellectual), since
earning activities compete with study time anduegs Similarly to family resources, here the prable

is not if a student works something and earns somaey. Problems arise in case of excessive
reliance on this type of funding source. Thereftine,increase funding level for higher educatiag.(e
according to the Lisbon strategy) cannot be baseduch funding source, since it undermines the
main objectives of higher education.

5.2.3.) Employer contributions - contrary to populbeliefs they are likely to be small

(80) Employer contributions: contrary to popular beliefmtributions by employers are likely to be
small. This is an entirely predictable systematiobem, due to the changing labour market
conditions. In former times a job like a marriagaswor life. It was therefore rational for an enya@p

to invest in the skills of his workers, since henbelf, as employer would also benefit from this
investment. Today, in contrast, labour is mobilleug, it remains the interest of employers as a &vhol
to want training and education to take place, Imat individual employer would rather let other
employers pay for training and then lure away vattbetter offer the already trained person. In
economic terms: this is an externality and in cquasece individual employers will systematically
invest less in the training of their employees. rEfare, at system level higher education finance
cannot rely on this type of funding source — simég an illusion.

5.2.4.) Entrepreneurial activities by universities contrary to popular beliefs these
frequently yield little or no net revenue

(81) Entrepreneurial activities by universities: agadmttary to popular beliefs these activities very
frequently yield little or no net revenue. Moreaviiiey are in competition with the ,core businest”
universities (teaching, research and innovationyesithese activities need a very different range of
skills from those of carrying out the academic saska university. They also risk diverting thersea
institutional and academic capacities from the maativities (teaching, research) of the ,core
business” to lower priority activities. This carsué in a declining quality of the core activitiaad
little or no net revenue for the institution. Aga@ven the fact that US institutions are good at type

of entrepreneurship, it should not be assumed traatsplanted US institutions approach will
necessarily flourish in a different European cuwtuand economic contexts. Thus, entrepreneurial
activities by universities cannot be regarded sigjaificant source of funding, and it might turrt ol

be mainly undesirable if these activities statbéq,overdeveloped”.

5.2.5.) Gifts - might be useful potential source thte margin, but should not be relied on
excessively

(82) Gifts (e.g. charitable funds, donations by rich gdecor firms, bequest etc.): this might be a
useful potential source of some funding, similadyparental contribution, but should not be reled
excessively. While gifts may be of relevance tarals number of some top universities (with a rather
limited amount of money), gifts are rather irreleivto the generality of universities and virtudtigve

no relevance to other (smaller) tertiary educatimtitutions or higher schools. In Europe gifts are
rarely more than a marginal contribution. In thespect USA is again an outlier, which has a
traditional culture of giving. To it sum up, gitannot be relied on as significant funding source.
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5.2.6.) Student’s future earning, i.e. loans: thely instrument with the potential to bring
in resources on a large scale into higher educationan equitable way

(83) As parental contributions, student's earning whée student, employer contributions,
entrepreneurial activities by universities andgydre ruled out as major (and significant) source o
private funds (and non-public money source), wdeftevith students’ future earning through student
loans being the only tool with the potential tolgiand bring in resources on a large scale intbdrig
education, in an equitable way. In this term aaitidoan is a mechanism — provided that it is prigpe
designed - which enables individuals to redistebsttme of their future income to the present. is th
way this is a reversed pension scheme and a tygkemhple for the Piggy Bank functféof a modern
Welfare State, which offers mechanism for individsudents to redistribute some resources
themselves from his/her later lifecycle when hefglilealready have increased life-time earnings at
least partly due to the higher education and tiyeedeobtained.

(84) However, the design of loans is critical, and calyell-designed student loan scheme can do
it. In the next section we shall go through theecoharacteristics of a well-designed student loan
scheme. Then, we will discuss how repayments shemudidshould not be organised and the underlying
economic theory. In the end, we will cover someepimportant aspects of loan design.

Part Il.
Student Loan Design

1.) Core Characteristics of Well-designhed Studeyaris

(85) Well-designed student loan schemes do have coreadbastics, which are not only
applicable for a particular national loan schemesdiso to any other well-designed loan scheme.
These characteristics are:

) loans have to be large enough and universally aties

(i) repayment mechanism must be efficient, equitablestmot deter access to loans (should
handle debt aversion) and capable of being impléeden

(iii) the interest rate must be rational (no untargdtkeshket interest subsidy);

(iv) the scheme has to have the capacity to bring ivagarisources, i.e. according to the
EUROSTAT classification rules it should be claggifias non-public (private) and thus
off-budget.

2.) Loans have to be large enough and universatigssible

(86) In order to make higher education free at the poinise, thus providing equitable access for

24 According to professor Nicholas Barr (in his babk Welfare State as Piggy Bank), the modern welisate
has basically two different function. One of thesthe traditional redistributive function (i.e. tlse-called
»Robin Hood” function in which the state redistriba from the rich to the less off, by using prognes taxation
and needs based entitlements — e.g.: social inseyrdrealth care etc.). The other function is thggPiBank
function. In this case the welfare state offers Ima@ésms for the individuals for redistribution ovbe life cycle
and/or insurance against some risks. The pensiatersyis a mechanism which enables individuals to
redistribute some resources from the present tiea period of their life cycle. In this way, a déut loan (if
well-designed) is a mechanism which enables awiithgial to redistribute from his later lifecycle tioe present.

(in this term a student loan is like a ,reversedgien scheme”).
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students, a student loan should ideally cover edisfand (almost) all of the living cdStsvhich
calculation should be based on reasonable estinsatibhe absence of sufficiently large loans
disproportionately affects students from lower semionomic groups. Small loans make students rely
on parental contribution or on earnings while stisleor on other (much more expensive forms) of
borrowings (like short-term personal consumptigoetgommercial bank loans, credit card overdraft
etc.).

(87) The loan scheme itself should be large enoughring@f the number of borrowers, i.e. all of
those students who need it should have accese tectteme. In other words, the loan scheme should
not contain any overt or hidden element which wdbleat needy students to take it out. Otherwise
many students who would take out a loan, but fonesoeasons are deterred from taking it out should
find other source of finance, e.g. parental cootrdns, earnings while student and the above
discussed access and equity problems would apgear. & his would result in a failure to achieve the
original objectives of the whole loan scheme. Ohéhe main deterring factors being a loan scheme
with a fixed term and commercial bank type repaynfienvill be discussed in the next sections).

(88) Universal accessibility means, that the schemeoigationed, neither in overt, nor in subtle
hidden ways (the following criteria refer to thenghation of those different rationing techniques
which are used for reasons of state budget contdraiue to heavy subsidies, like conditionality,
constraining eligibility and/or use, or tricks fdeterring students):

(i) All students should be eligible(rightly this is the case with the Bulgarian ladesign), i.e.
the loan is not rationed by making the eligibilitgnditional (e.g. only students from low income
families, or only students with good marks etc. eligible). It must be noted, that it is rationiattiere
is a sensible age limit in eligibility (e.g. 35 ysaas in the Bulgarian proposal) otherwise some
borrowers predictably would not be able to repayltan.

(i) The loan for covering living costs should be sed freely by the student for whatever
purpose, without any attempt to control or constran its use(e.g. there is no prescription that the
loan can be used only for buying textbooks, rentirftat, eating in this or that student canteen).etc
This is important from the point of view of the girial objectives of the scheme (improving access,
equity), and it is also important for making thearoas a ,product” user friendly and attractive (one
important condition for achieving the large enosgte of the scheme).

(iif) Most of those who need, would actually takehe loan out, since there is no such
element in the scheme which effectively would detghem from borrowing. This is the most
important success factor besides the official agall universal eligibility. According to internatial
experiences at least 30-60% per cent of the staaemtld borrow if the scheme is not badly designed,
or badly managed. The key for achieving high endaminowing rate is to eliminate all those elements
from the scheme which would deter needy studeots fioorrowing (by causing unnecessarily debt
aversion, by a fixed term repayment, or by makhmg $cheme difficult to understand or difficult and
or burdensome to apply for it etc.).

(89) Moreover, this unconstrained arrangement is vemoitant for the technical implementation
and logistic point of view: any attempt to ratigreteligibility, or use the loan to constrain theteyn
would cause tremendous administrative burden asts ¢o the scheme.

(90) In order to avoid the rationing of the loan fortethudgetary reasons in the long-run, hidden
or overt state subsidies should be eliminatede&tabsidies (interest subsidies, high default eaxtd,
generous state-guarantee) will result in huge batgdurdens in a very short period of time, which
will necessitate putting a budget cup on the schémerder to avoid an open-ended budget and a
fiscal black hole). A budget cup will necessitateasures to ration the loan (either constraining the
eligibility, and/or its maximum amount, and/or @se). And rationing will result in tremendous
administrative burdens and costs on the schemes, Thtioning will also make the loan unattractive:
the loan will either be too small, or will be tonattractive and the access problems due to snaaiklo

% The term ,living cost” refers to all indirect ceswhich can burden the student when student: cbst o
accomodation (renting a flat), meals, textbooks etc
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and/or small number of borrowers will appear agaiand the scheme will not achieve its original
objectives (i.e. the reasons for its existence} -er@e of the reasons for introducing the scheme has
been to improve access to higher education to eadepted Bulgarian young person. Clearly: if only
say 5000 students would take out the loan, thensetveould not achieve any of its objectives.

(91) There are rationing techniques which are necedsarthe functioning of the scheme, and
therefore should be applied, e.g. a sensible agje(bay 35 years) or limiting the number of lodinat

a given individual could take out (e.g. the loaravailable only for one pathway of BSc-MSc-PhD,
but people who are doing at the same time 2 degpaeses are eligible only for one loan, or people
who are going for a second MSc are not eligiblevioled they already took out a loan formerly and
have not repaid it yet. According to our understagdhe Bulgarian draft law -rightly- regulatesshi
issue).

3.) Risk adjusted interest rate - no untargetezhk#t interest subsidy

(92) It is desirable if students pay an interest ratet@ir loans whose basis is the interest rate,
which is basically related to the government’s afsborrowing. More precisely it is the cost of the
money, which is lent to the students. This alsomadhat the loan is not subsidised in any hidden or
overt way, i.e. the students are the ones who lpayvhole price of the money to be borrowed. We
have used the term ,rational interest rate” instefacharket interest rate, because by the term nharke
interest rate people usually mean the relativegh hinterest rates of commercial rate for individual
borrowing (i.e. credit card rate, short term peeddoans, loans for cars, TV etc.). The level oflsu
Lrational interest rate” roughly equals the goveemincost of borrowing, if the funding of the stutlen
loan scheme is well-thought out and well-organissidce here the funding is organised entirely on
the market (capital market), this low interest rigten fact a market interest rate, but much lotian

it would be in case of an individual commercial béwan.

(93) The majority of the student loan schemes incorgoseat interest subsidy whose aim is to
prevent excessive debt, thus promoting access.grhthe aim should be appreciated, in fact general
interest subsidies, as most of price subsidies€pistortion), cause inefficiency and inequitygh
not achieving the general aim, but its opposite.

(94) If the interest rate is lower than the cost of baing for the purpose of funding the student
loan scheme, then there is in fact an interestidybsvhich requires a tax payer subsidy by the
(scarce) state budget. Such an interest subsidgesamajor problems, since it is inefficient,
inequitable and very expensive in public expenditterms. Hidden interest subsidy means that the
scheme does not contain ,officially” an interesbsdy, but since the real cost of the money is not
wholly paid by the students via their interest ra@emebody else (the taxpayers through the state
budget) should pay for the difference.

(95) There are some schemes where there is no intettesar all. Most schemes (e.g. Australia,
UK, and New Zealand) have a ,zero real interes’rate. the interest rate is tied to inflationdahus
the nominal interest rate equals the inflation one.

(96) There are other types of interest rates, wherexXample retail banks lend money to students,
with higher interest rate as it would be if the ding of the scheme would be organised by the
government. A commercial type individual loan raseally contains a risk premium biased upwards
by the presence of potential adverse selectionalex banks’ commercial interest rates and the
related costs would be too high (even if the gonemnt agrees with the banks on a ceiling, as
compared with the government costs of borrowirtgg, dtate would subsidise the interest rate in order
to keep it reasonably low for the students. Thaeeedor doing this can be different, e.g. for kagpi
the scheme attractive enough, affordable and fotepting individuals from too high interest rate
(which could lead to unwanted risks of non-repayineith its bad consequences for the individuals).
In this case the difference between the subsidistedest rate for the students (usually equal & th
government cost of borrowing) and the real interas¢ what the retail banks charge are higher
(minimum 2,5-3,5%) than the difference, say, betw#d®ge government cost of borrowing and the
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inflation rate (maximum 1,5-2%).

(97) Therefore, all those costs and other consequehagsfor example, the UK and New Zealand
schemes and governments have experienced witlestteubsidies, are even worse in cases when a
government intends to subsidise commercial bamkerést rate and related costs, since in this case
the interest rate difference is significantly higlfmin 3-3,5% - max 1,5-2%). This small difference
means a 1,5-2 times higher interest subsidy!!!

(98) In the next section we will present some well-grbenh facts on what an interest subsidy
means in terms of public expenditure and in terimssses for the UK and the New Zealand student
loan systems. Moreover, the New Zealand experigacalso a powerful example that even a
seemingly very small ,adjustment” in interest ra@n result in extremely large losses and public
expenditure increases. This is why it is absolutzlycial to avoid any unjustifiable increase in the
market interest rate, and to avoid any untargetestest subsidization.

3.1. Interest subsidy is expensive for the tax-paye

(99) The UK loan scheme charges students a zero resksttrate, i.e. the nominal interest rate is
equal to the rate of inflation. In order to undanst the example below, it should be known, thahén
UK scheme the Student Loan Company lends at fosegnment money, then periodically sells the
debts to capital market players in order to brimgrivate sourcés

(100) Simulation work (Barr and Falkingham, 1993; 1996jsing LIFEMOD, a micro simulation
model developed at the London School of Econofhisaggests that under those sort of arrangements
if the government lends 100, about 50 would be icepBhe missing 50 breaks down broadly as
follows:

» 20 is not repaid because of fraud, early deathraiggation (none of them very large), and
mainly because some graduates have low earningsoanever repay their loan in full.

« 30 was not repaid because of the interest subsié&y

(101) As a separate piece of evidence, the UK governmastsold tranchés of student debts to
private buyers. The terms of the deal have not Imeade public, but it is believed that the debt has
been sold for about 50 per cent of its face valle government’s internal estimation breaks down
the missing 50 per cent into about 15 per centuseraf low income, early death, etc., and 35 pet ce
because of the interest subsidy. The evidence ®rtabt of the interest subsidy is compelling. The
government did not use LIFEMOD,; thus the ,markattethe official estimation and the simulation
estimation have reinforced one another

% This practice of debt sales has many difficulilescase of other countries. For example, it turoetl in
Hungary during the time of implementing the Hungarstudent loan scheme, that for the same fundainent
constitutional reasons it is legally not possildesell debts in tranches. Moreover, in case of & seheme,
where there is no experience and factual informatia such issues like default rate, repayment mlisei,
effectiveness of the collection etc., it is not gibke to sell debts this way, or do it but only whuge losses.
Additionally, if the government lends money andrtladter a few years tries to sell debts, the extomey will
come into the system few years later, whereas higthecation needs extra money now. For these, @anatltier
reasons the funding of the Hungarian system waanizgd in a quite different way, namely: studeanl®onds
are issued by the Student Loan Company (not bythie) firstly at the capital market, and then thisney is
lent to students.

%" Barr, Nicholas and Jane Falkingham (1993)ying for LearningLondon School of Economics,

2 gensitivity Testd.ondon School of Economics, Welfare State PrognapDiscussion Paper WSP/94.

# Barr, Nicholas, and Falkingham, Jane (1988payment Rates for Student Loans: Some

Sensitivity Testd.ondon School of Economics, Welfare State PrognagrDiscussion Paper

% Nicholas Barr: The Welfare State as Piggy Bank18hp 204; Oxford university Press, 2001
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(102) According to estimatichif the interest subsidy would be removed from tHé ¢theme the
fiscal cost of loans would be reduced since the lesuld be decreased from about 50% to 15-20%.
The present value of the annual savings —givepithgent huge size of the UK system- is estimated as
GBP 700 million (annually), which is a sustainaloleg-run annual resource.

(103) Thus in the UK, about one-third of student lendimaot repaid just because of the zero real
interest rate subsidy, in other words the intesesiisidy converted nearly one-third of total lending
into a grant.

(104) It must be noted that the costs of non-repaymemtfrer reasons (i.e. the remaining 20 out of
the missing 50 above) should be paid by somebddotithe students pay for this cost the taxpayer
(through) the state budget should pay for it. lis term the interest rate would be not only the
difference between the rate that the student shpaydfor and the government cost of borrowing, but
the other costs of non-repayment as well (whichatao be built into the interest rate).

(105) The cost of interest subsidiésNew Zealand. The government of New Zealand whiels
elected in December 1999 acted early on severitéd ofianifesto commitments. These included three
changes (in 2000) to the previous student loamgements:

- Students pay a zero real interest rate during #taglent days, and a market rate, as defined
above, only when they leave university (under thmevipus arrangements, interest was
charged from the moment the student took out tar)loThat is the interest subsidy is applied
only for the study period — which seems to be & genall, insignificant change.

- The threshold for targeted interest subsidies (a el rate in place of the market rate) has
been increased for part-time students (previolmhthreshold was fairly low).

- The ‘market’ interest rate has been froZeat least for many years to come (it is in faoba-
declared, hidden interest subsidy).

(106) Prior to these changes, the interest rate was Iixeahe government cost of borrowing, i.e. it
an extra 1% was charged, built into the interesg, ravhich partly covered the losses of non-
repayments (according to official estimation it eced about half of the losses of the portfolio)afTh
time, prior to these changes the government of Mealand estimated that for every 100 it lent, 90
would be repaid. The missing 10% was mainly thealtes low-earnings of some students. As a result
of the three changes above, it now estimates dragviery 100 it lends, only 75 will be repaid. The
change is so expensive precisely because the gutmsistudents while they are still at university
applies to all students. The effect of these segimismall changes is the increase of non-repayment
from 10 per cent to 25 per cent.

(107) The government of New Zealand estimated that theetichanges would add about NZ$350
million to the higher education budget which prenly stood at NZ$1.8 billion, i.e. the changes
absorb close to one-fifth of the higher educatiadet, using the resources for subsidies which
disproportionately benefit the middle class.

(108) Beside the illustration of the devastating effeofs interest subsidies, New Zealand's
experience also shows, that even seemingly ,snhdjlisements” (particularly if they affects the

interest rate) can be very expensive for the tgpepand the state budget. According to our
information the present New Zealand governmenbissitlering to remove this interest subsidy in a
way — but once an interest subsidy was establigtsed ,right” it cannot be removed easily in a
political aspect.

1 House of Commons Education and Skills Committessia 2001-02 (24 April. 2002): Funding Higher
Education: Policies for Access and Equity, 24 A@002; London

32 Nicholas Barr: The Welfare State as Piggy Bank18hp 211-212; Oxford university Press, 2001

# This ,frozen” ,market interest subsidy” is a typlexample for hidden interest subsidy. In thisecd® term
.hidden” refers to the fact that it has not beeolaed.
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3.2. Interest subsidy is highly inefficient

(109) Interest rate subsidy creates incentives to boe®much as possible — even if a given student
does need to borrow, put the money into the banlkuy government or other bonds which have
higher interest rate than the student loan onet(age), to profit from the interest rate differenand
repay as slowly as possible.

(110) A blanket interest subsidy has also a negativeceffa quality by lowering the amount of
funds available to higher education institutiong dol the fact that the costs of interest rate eeailye
absorb a significant part of the higher educatioddget. The unseen costs of the ongoing interest
subsidy take up funding which otherwise would gah® universities. (Usually it is politically easie

to decrease the funding of universities, than meave some quite significant student subsidies).

(111) Interest subsidies are expensive, therefore radiombe different rationing techniques will
necessitate the introduction of administrativelyrywvedemanding and costly procedures and
mechanisms, like e.g. income testing. The ratiominigy result in a tiny but administratively very
costly scheme, which cannot achieve any of itsimaigobjectives (access, efficiency, quality, biimgy

in enough private sources). It is an absolutelysekss and inefficient situation if there is a loan
system in place which has large enough adminigeatbsts, consumes public money, but the scheme
in itself is useless since it cannot achieve anysafriginal objectives.

3.3. Interest subsidy is highly inequitable

(112) A general interest subsidy is untargeted. It beémefiostly those who borrow most. As it has

been discussed earlier, one of the equity problientégher education systems is that middle class
participation is disproportionately larger than tparticipation of youngsters from lower socio-

economic groups. Therefore, a general income sylisidutomatically regressive, it benefits middle

class mostly, thus redistributing (huge amount ohay) towards the well-off.

(113) Instead of spreading interest subsidy thinly acedisstudents, a more equitable approach is to
charge a rational ,market” interest rate, and te e savings in form of targeted subsidies fos¢ho
students whose access is most fragile (e.g. chilfitan lower socio-economic groups who without
support would not even think of going to a univigisiand those whose subsequent earnings are
steadily low, therefore could get into a real tdeubeing not able to repay the loan. In a latteeca
system of targeted interest subsidies and targidbt forgiveness can be designed, with very clear
and transparent conditions for targeted assistgraeelater).

(114) General, untargeted interest subsidies impede anuh laccess: loans are expensive due to
subsidies, therefore inevitably rationed (as satha Ministry of Finance/Treasury realises theehug
costs of subsidy — which sometimes are overlookdtleadesigning and introducing phase of such a
scheme). And because loans are rationed they witbb small (either in terms of the amount of the
loan, or in the number of borrowers or both). Akas been mentioned earlier, if loans are smalanot
single objectives of the scheme will be achieved.

3.4. A positive real interest rate releases ressufar higher education

(115) Untargeted, general interest subsidies do not eelaay desirable objective for which student
loans as an instrument have originally been intcedu Interest subsidies are expensive for the tax-
payer (state budget), inefficient, regressive (edistribute towards the better-off) and thus nfa

(116) A positive real interest rate (i.e. no interestsdy) on the other hand, releases resources for
higher education. This improves quality and allathwes government and higher education institutions
to undertake targeted active measures for promaoupss. A positive real interest rate makes it
possible to extend the loan. For example, if lofamsliving cost are not large enough they can be
increased.
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4.) Repayment mechanism must be efficient, equatablist not deter
access to loan and must be capable of being impletie— The
Income Contingent Repayment

4.1. Two ways of organising loan repayments

(117) There are two different ways of organising repayimeh student loans: conventional,
mortgage style (fixed term) repayment or incometiogient repayment. The way the repayment is
organised has fundamental influence on the stuldent scheme, as it will be shown in the detailed
discussion below. It seems to be worth to defirieflgrthe two different types of repayment and
clarify some definitions and the used terminology.

Conventional, mortgage style repayment

(118) Mortgage type loans have repayments organised dikery well-known, conventional
commercial bank loan. This is why almost everywhiar¢he world when people start thinking on
designing student loans the first (and unfortuiyatedny times the final) idea is organising repaymen
as it is organised in any other commercial banhk.loa

(119) One needs to explain why this model is called ,gage-type” and not, say, ,car-leasing
type”? The reason for using this term lies in thregevity of the repayment period, since theredy, s

a 15-25-year long repayment period of a mortgaga (6or buying a house) which is the same for the
repayment period of a student loan. An efficieatnidakes into consideration the lifetime of theeass
being financed by the loan — thus there are 3-6-gaa loans, 1-3-year washing-machine/plasma
television loans, whereas there are 15-25-yearsslé@ buying a house (or flat). A longer repayment
period makes it possible for an individual to take larger loans and/or to afford smaller monthly
repayments. In case of a student loan, the as#gg fieanced by the loan is the student’s higher
education, knowledge, degree (brain) and the isecdife-long earning and employment prospect.
Thus, the longevity of the asset to be financethleystudent loan is the whole life of the stud&his

is why a student loan is compared with the longatemortgage loans, and not with the long-term car
loans. Additionally, this is why it is not a probieif the repayment period of a student loan is
relatively long, even up to 25-30 years.

(120) In the following discussion, the term mortgage tigemn will be used for a student loan which
has repayments organised as in a conventional cocrahbank type long-term loan. In this type of
loans, the student borrows a given amount of maheing his study period, and then repays it after
finishing his study period and facing a, let sayB&L/per month for the next 10 years. The monthly
repayment (the amount of money to be repaid pertmas determined by the size of the loan (the
total amount of money borrowed), the duration @& kban (the longevity of the repayment period —
usually is predetermined) and the interest ratee frtonthly repayment is fixed (apart from some
periodic adjustments due to changes in the intea¢stor due to some early repayments). This is why
mortgage type loans are also referred to quiteueetly as ,fixed-term repayment loans”.

(121) Since the interest rate, duration and size of dam Ilfully determines the fixed amount of
repayment, what is left not determined in a moréggge loan is the fraction of the graduate’s ineom
(the % of the monthly income absorbed by the mgnthppayment). In case of low income beginners,
or in case of low earners this is a large %, winilease of high earners this is a low %. In otherds

the repayment is totally independent of the borroatual/current income and current ability to pay.
Therefore, the less able to pay the borrower & hilgher the burden becomes (as the higher fraction
of his current income will has to be allocatedrgwayment)

Income contingent loan repayment

(122) In case of income contingent student loans, thayment (the amount of money the borrower
should pay per month) is calculated as X% of thedveer's subsequent earnings until the time she/he
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fully repays her/his loan.

(123) Thus, in contrast with mortgage type loans, thetioa of the borrower’s current income that
the repayment absorbs is fixed. In this way, theayeent automatically matches the borrower’'s
current ability to pay (income) by having a fixagbayment rate (say 6% of his/her current inconfie). |
borrower’s income is low (say 150EUR/month), theoant to be repaid is low (6% of 150

EUR/month = 9EUR/month). If income is high (say B@UJR/month) the amount to be repaid is high
(6% of 3000EUR/month = 180 EUR/month) and if cutrércome is zero, than 6% of ZERO =

ZERO*.

(124) In income contingency the size of the loan is knoamd so is the interest rate (or in case of a
variable interest rate the method for determintrig known); the current amount of outstanding debt
is predetermined, as well as the rate of repayr(¥ of borrowers income), thus the amount of
monthly repayment and duration of the repaymenbgdes left unidentified.

(125) Ideally the repayments are collected alongsideofire contingent) income tax, or (income
contingent) national insurance contribution, byngsihe payroll deduction mechanism by employers,
in order to base the repayment on the person &tuant (that is not last years’) income. However,
as the Hungarian experience has shown, it candenised separately and effectivlyThere is no
tax collection mechanism in Hungary; nevertheldss tefault rate is surprisingly low.) This
experience also indicates, that income continggpatyment can be organised very effectively without
using the tax collection mechanism.

4.2. Capital market imperfections in investing innan capital — lack of
information on the future of individuals

4.1.1. Nor the student, neither the bank has infoatron on the future of a particular
student

(126) The fundamental information problem in investindnimman capital is that neither the student,
nor the bank has information mainly on the futura particular student.

(127) Neither the bank, nor the student know

0] whether a particular student will not fail his examand whether he/she will be able to
finish his/her studies and get a degree (whicheimegal and in statistical terms will result
in an large-average 150-250% higher lifetime easitess unemployment etc. — which is
the asset which moves the student loans)

(i) whether a particular student will get a good jolihwkigh income (or with what income)

(iii) whether he/she will reamain in this (presently umkn presumed good job) or will get a
better job, or will be unemployed etc.

(iv) Moreover, as it was discussed earlier youngstetls poorer backgound (especially if
parents have no degree) systematically tend torastimate the value of education and

3 These are examples illustrating the behaviourririr@ome contingency type of loan. However, there a
examples that in order to strengthen the repayiif@nt and in order to decrease default and lossemvers
have to repay say 6% of the official minimal wagere if she/he has officially no income (and is ea. on
maternity leave, in military service, and unemphbye

% Originally the Hungarian tax office was supposedollect repayment alongside income taxes. Evertak
laws were modified accordingly. However, after sqgmétical changes the Hungarian tax authority lfinaould
manage getting itself out of repayment collectiand therefore the student loan company had to @gan
independently the collection mechanism, which hras¢d to be —to many peoples’ surprise- very efffectThis
example shows that hostility or reluctance by ti@ome tax authority is not an impediment from tloip of
view of successfully organising income contingeptayments.
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are generally less informed on higher educati@n,an the ,nature of the product and the
asset”.

4.1.2. There is no security — neither the qualifican nor the brain of the student can be
sold

(128) In case of a loan for house/car, the house/caraces security for the loan, i.e. even when
borrower has no money for repayment, the housaaar still be taken over by the bank or the
borrower can sell it and repay the outstanding si€bitus, neither the bank, nor the borrower has to
face a substantial risk of not being able to rdpagase of conventional loans for house/car, sbhath

of them can do something with the security (howsg/dvVioreover, the borrower might be able to
disappear, but cannot take with him the house. &fber, these type of conventional loans are
relatively low risk operations, and because thesbkfmar etc. acts as a security the bank can lend
money for them in good terms (e.g. with low, olesst rationally calculated risk premium (interest
rate)).

(129) This is why the financial market provides from kfseithout any substantial state intervention
(except from regulatory framework, consumer prabectsome control etc.) many different loan
products in good terms for house, cars, television

(130) In contrast, the security in case of investingumlan capital would be the university degree or
more precisely the brain of the borrower. Howewameone who has borrowed to get a university
degree but then has high repayment and low earnidges not have the option to sell that
gualification (or his/her brain). Therefore, besidiee fundamental information problems on the fitur
prospect of a particular student, there cannot heoper security for student loans. It would be
possible to find a guarantor, or to offer pareht®ise as a security, but this solution would fynkdhd

to access problems. Since rich persons are gogdrgoas and can offer security, but poor people not
necessarily are in a position to offer proper seguhose who could get the loans in best termldou
not need them and those who would need them catidyet it. Therefore, a student loan scheme
cannot be based on this ,second best” solution.

4.1.3. Demand side: student borrowing is inefficignlow

(131) Demand side problem. For all these reasons, bamgpwo finance university studies and
getting a qualification exposes the borrower (tgpican 18-25 years old student, without a job and
degree) to a very substantial risk and uncertaitya result, borrowing to finance being a stucert
getting a university qualification (i.e. investmémthuman capital) will be inefficiently low (mudass
than would be necessary from an efficiency pointiefv) in the market.

4.1.4. Supply side: lending for student is ineficitly low

(132) Supply side problem. There is no security. Addiibn a lender would have to face the
uncertainty about the risk of student loan applisanwhether the student will get a degree, witlae
job, will have enough earning etc. (see above).réfbee, a lender would charge a risk premium,
which due to the uncertainty (lack of information ceal risk) will tend to be higher rather than
efficient. If a lender would be well informed, thisk premium could be efficient (similar to travel
insurance when skiing). But since lenders are rakiwformed about the risk of a student, they need
incentives when deciding what type of studentdess risky, then find a way to lend only for theson
who bear less risks (i.e. cream skimming). One amlwiway to cherry pick the students who bear
fewer risks is to lend only to those whose pardiaige a house as security, or to lend only to those
who are studying at a prestigious university. Hinahe end result of the lending process will be
inefficiently low.

(233) In conclusion: Students do not demand and banksotloffer student loans without massive
state intervention.
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4.3. Mortgage type (fixed term) repayments — acages, disadvantages

4.3.1. Advantage — costs of the loan is transparenthe student

(134) Basically this seems to be the ofilpdvantage of a mortgage type loan, besides the/ man
disadvantage is bears innate.

4.3.2. Generally inefficient — based on a busin@ssdel with physical collateral

(135) Mortgage type repayment is inefficient in genesaice it is based on a business model which
assumes physical collateral as security (e.g. haaseetc.). Since higher educational qualificatjon
student’s brain) is not similar to owning a caradnouse, there is no security for the lender. dfoee
and for the above discussed detailed informatiablems, a lender would charge an inefficiently
large risk premium. This also leads to inefficigrgimall amount of borrowing and inefficiently small
number of loans.

4.3.3. Inefficiently high risk premium necessitataaterest subsidy — tendency for high
default rates

(136) Because of the inefficiently high risk premium (bgta not well-informed lender) there is a
tendency for high default rates (as the OECD noted)

(137) Moreover a high-risk premium would increase theeri@st rate. This almost inevitably
necessitates the incorporation of an interest dylsith the aim to prevent individuals from excessi
debt and thus to promote access.

4.3.4. Mortgage type repayment harms access andtgqu

(138) Mortgage type repayment is inequitable in many w&yst because the monthly repayment
bears no relation to a person’s earnings (abititpdy). Second people from poorer backgrounds are
less informed on the benefits of education ancefloee are less prepared to face the risk of bomgwi
moreover they are more debt averse and tend tolitew®r no well-established credit record, seyth

will tend to borrow less. On the other hand, beeanistheir not well-established credit record and
poorer background they are the less tempting fuddes, when lenders are cherry-picking.

(139) As a result a mortgage type repayment deters thepaople that student loans are intended
for and does nothing to encourage their partiojpeith university education.

4.3.5. Mortgage type repayment necessitates an nmeo treshold which makes
administration more demanding than it has initialllgeen planned

(140) If repayment is fixed it has no relation to a patsancome and his/her current ability to pay.
Since the student loan is an unsecured loan, amd th no security to take away or sell when aqrers
is temporarily not able to pay or in cases whenrépayment would absorb a large proportion of a
borrower’s income, a mechanism is needed to pratedtiduals with low or no earning (which very

% Another — mainly speculative and theoretical -attage of a mortgage type loan needs to be mediiareit
has an income effect which works in favour of labsupply and in contrast with income contingenaréhis no
substitution effect which works in an opposite diien. Therefore, it might - in theory - discouragerk effort
less than income contingent loans. This effect I8 anentioned as a moral hazard problem of income
contingency. The moral hazard problem in case ajrime contingency would be that graduates would wesk
hard in order to repay less. However, this probleould be serious if the majority of the borrowershwtheir
qualification would behave like this. In order tké serious the moral hazard problem we have tarassthat
the majority of the graduates would seek for tipeinsion age the worst paid job, just because ttmydiseek
the happiness and satisfaction of non-repaying fihiéir income contingent loan. Because we strohgljeve
that this is an extremely unrealistic and rathemegal assumption, we do not think that this théca#y well
formulated argument on moral hazard would holdnazh water.
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often is only a short, temporary situation), otheevmany borrower would have to face the
unavoidable risk of non-repayment. In case of siutteans, it is predictable, that the majority loé t
newly graduates will presumably start with a lowdme, which income during the lifetime carrier
will increase. Thus, the majority of those gradeathould cope with this excessive risk of not being
able to repay, unless there is a mechanism whielidyarotect individuals from this type of avoidable
and excessive risk (note: there is no security there is no escape route). Moreover, the repaymen
period is long. During this period many graduaterdaeers may have temporarily problems with the
ability to repay.

(141) It must be noted that default can occur for thréter@nt reasons: (i) not willing to repay
(fraudulence etc.), (ii) not being able to repayperarily and (iii) completely not being able tpag
(early death, permanent inability to work due toats, injury etc.). The true default rate in thbase

of being completely unable to repay (point iii)faudulently unwilling to repay (point i) is gendya
low in most advanced countries’ systems. The problevith mortgage type schemes are that they
tend to convert into defaulters those who only teragly are not able to repay — many times for very
justifiable and acceptable reasons. This type td#uleis referred here as ,avoidable default”.

(142) If there is no sensible mechanism in place forequing individuals who are temporarily not
able to repay, all these people can be converteddiefaulters, which leads to a large and avoidable
default loss increase. In this respect not onlyividdals should be protected from this type of
avoidable excess risk but also the scheme its&fat¢ guarantee is not a solution, since this exces
risk and avoidable default would mean that guamrpart from other serious problems- would be
called in an unnecessary, and avoidable excesstigpiathus the system could collapse at the
beginning).

(143) This mechanism is inevitably necessary in mortggpe schemes, for equity reasons, for

reasons of protecting both individuals and the seh&om excessive risk and large avoidable default
losses and also necessary for political reasonerdier to ensure that the scheme is politically

sustainable. Therefore (almost) all mortgage typdent loan systems apply an income threshold, i.e.
if a person’s income is under a certain limit he/should not repay the debt. The income threshold
solves the problem of excessive risk of non-repaynand avoidable default, but (as usually all

second best solutions do) creates many other sepmblems and huge administrative burden and
cost to such schemes.

(144) It should be noted that some income contingentreekealso apply such income threshold

(e.g. UK). (As we will see it is unnecessary sim@me contingency automatically protect low earner

individuals from not being able to repay, sinceaygpent in an IC scheme is X% of current income,

that is always connected with the ability to palhe reasons for using income threshold in income
contingent schemes are partly historical and palitin a sense. In the UK the original scheme was a
mortgage type one which necessitated an incomshbi@, thus that income threshold as ,a protection
mechanism” was inherited by the new income contihggcheme (weakening unnecessarily the

repayment flow) and cannot politically be removed®it is in place.

The situation in other income contingent schemas asway similar: because ,everybody knows” that
the income threshold exists to protect individuialseed (a common sense from the old conventional
mortgage type loans), some IC schemes also appty(though income contingency in itself is a
perfect protection mechanism by defining repaymesta person’s current ability to pay). Some
schemes which contain income contingent elemergs k) use income contingency in order to get
some money back from low earners when they arerutigethreshold, i.e. for strengthening the
repayment flow. The point here is: the income thobgs is unavoidable, inevitable in a mortgage type
scheme, but absolutely unnecessary in income amritnschemes and the fact that many existing IC
schemes apply income threshold does not contrédgctonclusion, since the reasons for applying an
income threshold in IC schemes have mostly polijtitiatorical and similar roots.

(145) In the next sections we briefly discuss the mawbfams related to income threshold (which
are again inevitable in mortgage type systems).
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4.3.6. Income threshold necessitates a permaneiiitglio test individuals actual income

(146) In the light of the former section the explanatisrsimple: not only the newly graduates have
low income for a while causing temporary inability pay, but also older graduates do. Lifetime
earning capacity of graduates is in general mughdri (150-235%) than that of non-graduates, since
income of graduates is continuously increasing @ftaduation in general. In other words in terms of
the particular borrowers their income may changbath directions temporarily even if in general it
increases. In terms of income threshold this ,sdstib” change in individual income level meanst tha
during the loan repayment period people can b@mnigtonce (e.g. when starting as junior experts) bu
many times under the income threshold, thus manyobers can in a way somehow ,oscillate”
around the income threshold — particularly durimg first, say, 10-15 years after graduation.

(147) Therefore, in order to protect individuals and ftheme but also keep repayment collection
effective in terms of avoiding fraudulence (evempaan say that, sorry, my income is now low)
mortgage type schemes cannot avoid the obligatidmatve a permanent capacity to test individuals’
current income. Mortgage type scheme at first haume able to check whether the income of a person
is really low, but even harder is to recognise vgumckly when a person income has become again
higher than the income threshold.

(148) The point here is that mortgage type schemes -gigdvihat they want to be effective- have to
have basically the same capacity to test indivisliatome as an income contingent scheme should.
In other words: one of the arguments for mortgage toan is that its collection is easier even in
countries where grey economy and hidden incomdaage and the tax system is weak, since banks
will solve the problems of collection. But the baelws is that if the scheme wants to be effective, t
same capacity for testing individual income is mekdn an income contingent scheme. Not
surprisingly the default loss can be even 90% as¢hdeveloping countries, where the reasoning for a
mortgage type scheme was the large share of gmyety and weak tax system. The World Bank
calculated that Kenya's loan system was so distdhat it would have been cheaper to give money as
a grant or gift to students because so little valiected and administrative costs were so High

(149) As an additional piece of evidence: Mortgage typpayments imply more queries from
borrowers about default. In the UK'’s original magg type loan over 200 people dealt with queries
about default; the new income contingent schemeddays larger than the old) has 15 people dealing
with default related queri&s This means that mortgage type schemes need rgtasnlarge
administrative capacity for income testing as amime contingent system, but even much higher (and
still less effective). To stress this point oncerendn the UK the same Student Loan Company, the
same management, the same staff etc. run botloltiemortgage type scheme and the ,new” income
contingent scheme (obviously within the same cquaitrd same cultural context). The difference can
hardly be explained by else, but the fundamentférdinces in unnecessary administrative burden
between the mortgage-type and income contingergnseh since in this case all other things are the
same.

(150) To sum it up: In the light of the above reasoning aome facts our view is that having a grey
economy, or a weak income tax system is not annaegt for introducing a mortgage type loan
instead of an income contingent one, but an argurieemot introducing a student loan scheme. A
mortgage type scheme needs even larger capacitgstoindividuals’ personal incomes, as in an
income contingent system would need.

4.3.7. Income threshold creates poverty-trap ancaiwens repayment flow

(151) Poverty trap refers to the following phenomenonh# income threshold —which is introduced
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for protecting low earners- is, say, 140 BGL/morahd if the monthly repayment is, say, 80 BGL,
then the following situation can arise. The induadi(say, a fresh graduate beginner to be protdxted
the threshold) does not have to pay, since hisitmyme is low, say, 130 BGL/month. His/her
disposable income is 130 BGL/month. After, say, @éths he/she will be promoted because he/she
was so good and bright at work and in the meantimeboss has increased his/her salary by, say, 50
BGL/month. Her/his income is now 180 BGL/month afe/he is above the income threshold (140).
Because of this she/he has to start/continue repaty(80 BGL/month). The result is that due to the
promotion and rise in salary now her/his disposabtme is 100 BGL/month. In other words:
because her/his salary has been increased by 50 (B%lcca 40%, from 130 to 180), her/his
disposable income fell by 30 BGL (from 130 to 1B9,cca 26%). This means that he/she supposedly
being protected because of the low income has moevan lower disposable income because she/he
has finally passed the income threshold. Whateuethers are used in such an example, the poverty
trap as a phenomenon exists and causes problemarigage type schemes.

(152) Moreover an income threshold also weakens repayfitmmt(as compared with an income
contingent system in which other things being edis& only difference is the lack of income
threshold), since lower earners either pay thé sot@ of monthly repayment or pay nothing.

4.3.8. Poverty-trap creates incentives for avoipagment and increases default losses

(153) |If a person’s income increases beyond the incomeshiold marginally, and thus he has to pay
the full amount of a monthly repayment, his marbidacrease in disposal income can be large,
causing a serious financial hardship than it has lifore the increase in income. This —for vesay re
existential reasons - can create a strong exiategpie incentive to avoid this situation, i.e. ergon
can try to be under the income threshold as longeasan, until his/her income will not be high
enough to pay repayment and avoid the poverty {(Fagecond income threshold obviously could not
help.)

(154) This phenomenon as a tendency weakens the repayftoentincreases default risks and
losses. This is another reason why a mortgage sgpheme has to have the capacity to check and
follow individual incomes. Again: if a person’s mme dramatically falls, he will run to the bank and
ask for deferral immediately. But if his income rigases again, he will not necessarily hurry to the
bank and ask the bank to start take away his mageyn. Therefore banks (or a Student Loan
Company) should be able to recognise immediategnithe person’s income is high enough again.

(155) Moreover if a person ,stays” for too long time untiee threshold, the subsidised interest rate
increases the costs of subsidies and the perdbraild accumulate such a large debt which can
never be repaid. That is not only a poverty tkajp,also a debt-trap.

(156) This is why the grey economy, the large sectionthef informal sector, and the weak
ineffective income tax system cannot be an argurfeenmhortgage type loans, since in this situatton i
performs even worse. In such cases mortgage tygiersg perform even worse in terms of default
losses but in turn at least they have much higtmimistrative costs. (And again: this theory can be
tested by looking at whatever mortgage type sche@ey economy and such are mainly arguments
for not having student loans.

(157) Both mortgage type repayment loans and income rogenit loans are ineffective in a country
without the institutional capacity to collect repagnts and to track incomes of the individuals’.

4.3.9. Banks are specialised in short-term loansthwphysical collateral — they are not
experts in collecting long-term unsecured loans

(158) Banks are specialised in short-term loans with layscollateral and are not experts in
collecting long-term, unsecured loans. In this targovernmental guarantee as a security (apart from
other killer problems related to EUROSTAT classifion criteria) is not a solution. It only solves
banks’ problems by providing a governmental guaaitand taxpayer money) as a security, but does
not solve the financial problem of a student logahesne and state, nor does it solve borrowers’
problems: they will have an unresolved problem beeeof their irrecoverable debt, assumed by the
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state and will still be chased by the tax authdiatythe outstanding debts that will be converte i
public liability recovered by the tax authority such schemes. In this term a badly designed loan
scheme not is only extremely expensive by causugg and mostly avoidable default losses, but it is
also bad because the poor design can predictablyedomany borrowers into (avoidable) defaulters,
who then would be into trouble with the tax authoand with their credit ratings.

(159) Commercial banks are experts in collecting repaynien shorter-term loans, which are
secured by some tangible asset. However, the rffaisert method to collect the money is to relate
the duration of the loan to the lifetime of theedsgo be financed (3-5 years for car loans, 1y&ys
loans for home). A degree, increased lifetime eg®iand prospects are an asset, which has lifetime
longevity. Therefore, student loans should be l@rgr. Moreover —as it has been discussed earlier—
it is undesirable both from efficiency and from gguand access point of view if there is no tangibl
asset as security. But banks are specialised iectiolg long-term loans with tangible physical asse
security (a short-term student loan is not a sohjtsince either the monthly repayment must be too
large, or the total amount of loan should be nmjdaenough.)

(160) In addition, mortgage type loans cannot avoid timplémentation of income tests and
individuals’ income awareness — if it is needed, ithe income threshold problems. As it we have
elaborated earlier, without an income test thermigvay to relieve unnecessary and excessive bsirden
and risks on low earners, otherwise the lenderthadscheme will face high default rates and losses
and predictable political problems (since it isyeiem a political point of view to harass and ahas
too many graduated people as a result of a badijgaed scheme). But again: trying to track
individual incomes is in itself a serious admirasitre task and burden (it is costly) but this ig no
something what banks usually do and can do (thighisthey prefer mortgage type loans which have
nothing to do with current income), this is notithlkusiness. On the other hand, giving banks
information on current individual income, say, b ttax authority may create constitutional andllega
problems (tax-secret).

(161) An addition to the nature of the incentive struetwhich is in a way in contrast with being too
active in student loan repayment collection: Sttslevill be the future best customers for commercial
banks, because they will be the future graduatés, evith higher than average lifetime income.
Therefore, commercial banks - whose very interedbihave as many customers as possible, and
among them as many ,good customers” as possibsially tend to be very reluctant to chase and
harass students (graduates) for repayment. Thisrcalf people (i.e. the graduates with higher
lifetime income, better and more secure job, ofteimportant position etc.), are seen by the baaks
the best potential customers in the future, fromrégards with many other financial products.
Logically they are not going to harass and alieth&m by means of collection of (otherwise state
guaranteed) student loan repayments. Instead tleydwend to simply administer that they have
done their best in trying to collect repayments] #men together with the necessary proofs (some
papers) they will call in the state guarantee.

(162) In the end: it is frequently believed that studieatins can be run best by commercial banks,
because: (i) it is a loan and banks are the firrhmearket players who usually give loans (ii) tihaye
money, (iii) they can collect repayment, thereftitey have to do it. Basically none of these is.true
The student loan is not what a commercial bankllyspeovides (long duration, no security) and not a
loan whose repayment a commercial bank could do(goce without an income threshold such
scheme fails, but income threshold necessitatesliity to track individuals income, because the
move around the threshold is not a one-way move).

4.3.10. Mortgage type repayment turns many peopl# vemporary financila problems into
defaulters — thus it unnecessarily increases ddfdosses

(163) As it was discussed earlier there are three typgdedaulters”:
® who are fraudulently not willing to pay
(i) who are completely not able to pay (e.g. deatloggiinjury)

(iii) who are not able to pay temporarily, (temporary &awning or no earning etc.).
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(164) There are some categories, which can be handlgdrggted assistance (e.g. temporary no
earning in case of women in maternity leave, temgoinability to earn due to injury etc.) — but $ke
types of categories are (and should be) usualigtagisby different set of targeted assistance geimp
interest while on maternity leave, or write offdftléorgiveness in certain circumstances etc) tloeeef
this section does not refer to them.

(165) In a mortgage type scheme many people belongimgtegory (iii), who are temporarily not
able to pay (note: there is no tangible asset agritg (as escape route) and repayment bears no
relation to income (to actual ability to pay) wik converted into defaulters which could be avoifled
repayment has been organised in another way.

(166) As previously discussed, a mortgage type repaymastsuch features (e.g. repayment is not
related to persons’ current income and there igangible asset as security) which makes it necgssar
to bring in such design element as the income himtdsOr in order to avoid excessive indebtedness t
subsidise interest rate is always an issue (seeiope sections). Or the incentive structure for
collecting repayment is in a way contradictory: roarers may have many serious (and
understandable) reasons in some cases not to fegralys are inherently not interested in threatening
chasing, harassing their potential future bestornsts, and state guarantee does secure the loahs, s
is always easier (and reasonable) for the bankealby call in state guarantee.

(167) As the proportion of those who fraudulently do mant to pay, and who are completely
unable to pay is relatively small among default@scording to most systems experiences), large
proportion of default in a mortgage type scheme agjpear due to those avoidable defaults, which
basically occur because the scheme’s design agstgage type, that is why a mortgage type scheme
itself is one of the major risk factors for defaauttd default losses.

4.3.11. Lack of security necessitates state guaeent— which causes EUROSTAT
classification problems

(168) As previously shown, in case of student loans tiemo asset (brain, knowledge, increased
lifetime earning etc.) that is tangible and couttlas a security. Requiring parents’ house, carasta
collateral or similar guarantees would seriouslgmhaquity (those who most need loans have less this
type of security), therefore this is undesirableerefore, the government offers guarantee fordha |

of each student. This causes serious problems claisification of student loans and their costs as
non-public according to EUROSTAT classificationteria, which is relevant from the point of view
of being in compliance with the Maastricht treaty.

(169) Classification issues will be discussed in the eonsive sections. However, the problem
should be mentioned logically in this point as well

(170) The problem is the following: the government waotbring in extra non-budgetary (private)
resources into higher education finance in ordgfi)tcncrease the expenditures on higher education
out of off-budget, private sources (,cost-sharirggue), (ii) improve quality, (iii) decrease thedeof
underfunding etc. Therefore, it introduces tuitfees. However, in order to avoid access and equity
problems (and being in compliance with the Lisbtrategy) it also wants to make higher education
free at the point of use by introducing a widelgitable and affordable student loan scheme. Simee t
government thinks that private banks have monelend to students, and private banks can lend
money, and collect loans, it also believes thatifate banks lend money to students, who payotuiti
fees, then students pay the loan back to the bamiks,are experts (in this system of beliefs) in
collecting repayment, and following such a logie ffroblem is solved. But it turns out, that banks
cannot (for very obvious capital market imperfecticeasons) lend money to students unless the
government guarantees the loans of the studerdss(arsidises the interest rate). It also turngtuatt
banks take the position that this is not a marlggration and they are helping the government to
implement a policy. They also think that all ofitheosts should be covered if they are willing to d
such a big favour helping students and the govembrire implementing a social policy project.
Therefore, the government undertakes the obligatquay for all bank costs because they have been
So nice in doing the government a favour (presuynabla part of the ,social responsibility” items in
their mission statement).
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(171) And here is the situation when EUROSTAT classifaracriteria come into play:

(i) Firstly, it turns out that according to the EORTAT classification criteria what really
matters is who bears the risk of the scheme (rattvitnere the money primarily comes from). State
guarantee means that it is the state only (thtieigaxpayer) who has any risk in such a scheme. In
other words: a guarantee means that the privaterseears no risk, neither does the bank, nor the
individual student, since if anything fails statélway for it. Therefore, the whole scheme must be
counted as public according to this classificativiteria — does not matter finally what amount of
money will be called in for state guarantee. Thi ghayer who takes all of the risk is the state in
such a scheme. In this respect studenta act assagfeihe state, who borrow money on behalf of the
state. Therefore, the whole scheme should be cowsgublic (hamely it increases the indebtedness
of the state).

(i) Secondly, another killer criterion of EUROSTAS that: who bears the cost of running the
scheme or the cost of the organizations who rumstheme. This is the so called 50% rule, according
to which if either the costs of the scheme, ordperation costs of the scheme are financed by more
than 50% by the state the whole scheme must beexas public. In other words: in a scheme where
all of the costs of running the scheme (i.e. legdservicing, collection) is financed by the stdkés
arrangement only alone itself is suficient for slfiging the whole scheme as public (apart frontesta
guarantee, costs of interest subsidy, costs olittefahich is to be high in such a scheme).

(172) Then our envisaged classic mortgage type scheimeust be) classifieentirely () as public
according to the EUROSTAT classification criterindarules. That means that the scheme will
increase public debt (guarantee) and public experedi in government accounts.

(173) The end result is that the government’s initiakiiton to bring in private money by fee — and
loans, has finally turned out to be counted asipubince there is no risk transfer, and the gawvenmt
pays all of the running costs and losses of theesysTherefore, whatever money is going to come
into the system as fee from the loans, the incremgablic burden will be always the same.

(174) The point here is, that if the scheme is classifisgublic then the money it will bring in to
the system is public, but because it is publicistrbe accounted in the budget, and because there i
no better place for budgeting this as in the buaddgdhe education this easily can crowd out higher
education budget. Thus, the original objectivele scheme being to bring in extra money into the
higher education — turns the outcome into the gihsor of a significant part of the existing buddfymt
higher education. In other words, this strategyardy does nothing to achieve its original objeesiy
actually it achieves exactly the opposite of iaftts not only it does not help, but it may do harm

(175) One final point is, that many times the role of doenmercial banks is overestimated, not just
for the above mentioned reasons, but also becdubke tact that commercial banks have nation-wide
branches in place, e.g. to process loan applicsatiomstomer services etc., whereas the government
has (obviously) no such network of branches inglkatd thinks that it would be a tremendous task to
establish them. The last is absolutely true. Howeifethe state itselforganises(not creates from
nothing!) the scheme, in order to avoid all of #hdim fact “killer”) problems which are discussed i
this paper, the government does not have to c(esiteay build up) network of branches throughout
the country. In a system organised by the goverhmemmmercial banks can find their most
appropriate role and place. Banks are interestdthifing a piece of the cohort of students who are
taking out loans, since their interest is to inseethe number of customers, and to have large numbe
of good customers. And since graduates’ lifetimeniegs prospects, job-prospects etc. are much
better than the average and then the one of p&dfiieut a higher education qualification, loan take
students are the future best customers for the.Baflat the government should do is - to keep in
mind this - simply use the banks’ branches. Thiamse students open a normal bank account at
whatever bank (as a Bulgarian citizen he/she examat be refused) to which the student loan
organisation transfers the money. If some of thekbare willing to take part —only for the sakelw
bank’s own very best interest - in loan applicaiwacess then this process can also be solvedginrou
the branches. If not - loan application can be wigEd in many other ways: at universities, or even
through post-offices (this was how the system atait Hungary, until the banks did not start to
participate)

41



(176) However, apart from the above stated reasonsiitdtlg does not follow from the fact that the
government has no bank branches but the banks badgnt loans should be run by commercial
banks (with all of its consequences: mortgage tgdats, shorter than efficient duration, large ieser
subsidies, state guarantee etc.). Moreover, ifettee not foreseen loans for living (e.g. in the
Bulgarian scheme only women-students with childnewe the right to such loans) and loans for
tuition fees are directly transferred to the ursitegs’ account, then that is not quite clear wiaynks
and branches are needed anyway, particularly soaceapplications can be organised in many other
ways, and because universities are already supptsatb a large part of application related
administration (i.e. there must be in a place, Hite at the university where students go when
applying for loan). However using banks for proa@gsome part of a student loans scheme cannot be
mixed up with basing a whole scheme on banks, andding able to distort the scheme from the
banks’ point of view.

4.3.12. State guarantee creates incentives leadindefault losses

(177) This was discussed in the earlier section, tookBame reluctant to harass their student loan
borrowers since they are their best potential &utifetime customers, and they do not need to do so
since they always can call in the guarantee (atting that they did their best, but could noteml
repayments).

(178) Moreover, if a mortgage style loan has, say, arl05eyear repayment period many people
who during later lifetime could otherwise pay, uthe years of beginning (and family settling) are
not able could convert to defaulters (even if thare some mechanisms for deferring temporarily
repayment). It must also be noted that mortgage tgpns, especially if run by retail banks tend to
have too short (i.e. inefficiently short) repaymestiod, say, 10 years. This is partly a resulthef
formerly mentioned problems with banks: they arpegts in shorter-term loans with a tangible asset
as security and are not experts in long-term legsyecially if no security is provided. The other
reason for short repayment period is the costtef@st subsidy (!) and a widely spread belief titat
years for repaying student loans is a long pendagreas in case of student loan the asset (higher
lifetime earnings and better prospects) which mariced from the loan has a much longer duration
(from the time of graduation to the retirement aggy, 30-40 years). But shortening the repayment
period causes problems: firstly the monthly repaynwuld become too high or the size of the loan
should be too small. Secondly, the earning capatityreal income in the first 10 years of a gragluat
are usually much lower than the income in the ldesrades of his/her active years. Thus, those years
“are screened out” from the lifetime of the persdth a qualification in which he/she would be much
more able to repay the student loan. But actually should the duration of the loan be 10 years?
Mainly because banks cannot handle long-term umeddoans and because of the costs of income
subsidy.

4.3.13. Mortgage type indebtedness affects negtiother borrowings

(179) In many countries the level of indebtedness isllgdemited or within the banks’ lending
practice it is at least a rule of the thumb to lithe above mentioned when they are not willintetal

any more money. Apart from this the risk of a lampends on the level of indebtedness (i.e. what
proportion of disposable income is already absorpedther repayment obligations). The less the
level of indebtedness is, other things being eqtra, better the conditions of the loan will be.
Therefore, a mortgage type student loan with Xsditerm monthly repayment count in whether banks
are willing to lend more money, and/or on what dtods are willing to do this, say for example for
buying home to a young graduate married couplesuich a way mortgage type loan indebtedness
affects negatively borrowings for other purposdsisTs not the case with income contingent loans,
since income contingent repayments are simply isiples to put into any risk the assessment
equation, because it effectively does not affeetghrsons’ ability to pay other loans, since income
contingent loan repayments are not related torttielitedness, but relate only to the current incoime
the individuals.
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To sum it up: mortgage type repayment is a sub-oyai solution

(180) The final conclusion from the previous sectiomidrief the following: mortgage type student
loans inherently carry such fundamental probleras tfust be addressed somehow. But the solutions
for these problems generate further problems kmtkthe individuals, and for the taxpayer. It does n
matter in what way these problems are handled,fittd outcome is that none of the original
objectives of introducing such a student loan sehesill be achieved.

(181) The previous sections elaborated what negativeomés could occur in a mortgage type
student loan scheme. The particular mix and thegitmnal breakdown of these negative outcomes
will depend on the current political priorities. Bte end result is that it is predictable that@tgage
type student loan, particularly if it is run by corarcial banks, and particularly if all of the operaal

and running cost are going to be financed by tatesas well as all the risk of this lending opierat

is taken over by the state in form of a state guasmbehind each student loan, sooner or later will
lead to all imaginable negative outcomes —from tangg known breakdown to negative outcomes-
what is predictable and was predicted in the previgections. Thus, such a scheme will not achieve
any of the objectives it has been introduced for.

4.4. Income contingent repayment — advantagesj\hsdages

4.4.1. An income contingent loan (ICL) is radicallgifferent — designed explicitly to meet
the needs of a student loan system

(182) There are two strategic sets of arguments for ircoontingent loans: they address important
capital market imperfections; and they have phpbscal advantages. As a reminder from earlier
section: in an income contingent repayment thedwegr has to pay a fixed percentage (say 6%) of
his/her current income. If he/she has low inconme rdpayment is low (e.g. say 6% of 150 is 9), if
income is high repayment is high (say 6% of 300D8@) if income is zero repayment is automatically
zero since 6% of zero is zero (although a techrigsale but it is useful to demand to have a minimum
repayment even if official income is zero, say 6%dhe official minimal wage — this strengthens
repayment flow and stabilises the system).

4.4.2. ICL addresses capital market imperfectionsamely the lack of security which
plagues mortgage type repayments

(183) Conventional (i.e. mortgage-type) loans, when wsedn instrument to finance investment in
human capital, face the capital market imperfestidescribed earlier in the previous section (lack o
information on a student’s future and lack of saéglurAs a result of those problems, the risk fottb
borrower and lender is inefficiently high and, ionsequence, borrowing and lending for human
capital formation are inefficiently low. Income-dorgent loans directly address capital market
imperfections, because income contingent loansnzatioally allow borrowers to repay always on the
basis of their ability to pay (X% of income is aasare for ability to pay) over the course of thanlo
Rather than going into default (actually convertbayrower to default), a change of job or othee lif
circumstances will make income contingent repayndeop and adjust accordingly and automatically.
This is one of the safeguards which protect batldée and borrower against the absence of collateral
(security).

4.4.3. Income contingent loans protect the studéim excessive risks — in-built insurance
against inability to repay

(184) They protect the student from excessive and thefficgient and avoidable risk. Students with
low current earnings make low (or no) repaymentsnfa lifetime perspective, students who do well
repay in full, and those few students whose lifetiearnings are low do not. However, the latter can
hardly be imagined, since it would mean that a gaéel during his whole period of active years, from
finishing his studies to retirement age (say, fizirto 65 (40 years) earns so little money thatrehis/
not able to repay fully his/her outstanding delstswever, in this rare occasions it is right if the
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remaining outstanding debts are written off sayedirement age, since in the case of these few
particular borrowers the general assumption onsthaificant private benefits of higher education
finally have not proved to be true.

(185) Thus income contingent loans contribute to acdessause loans have an inbuilt insurance
against possible inability to repay. A graduate vilezomes unemployed (or temporarily unable to
pay for whatever reasons) does not go into defeathier his /her loan is carried over until latears

in life when she/he is again employed. This undsrthe default problem by automatically taking into
account a graduate’s ability to pay.

4.4.4. In-built insurance against inability to rege— not only improves access and handles
debt aversion, but also eliminates large adminigivea burdens

(186) As it was discussed earlier mortgage type repaysnenply more queries from borrowers
about default. In the UK’s original mortgage tymsah over 200 people dealt with queries about
default; the new income contingent scheme (nowaldager than the old) has 15 people dealing with
default related queri&s This means that mortgage type schemes need hoastarge administrative
capacity for income testing as an income continggstem, but even much higher (and still less
effective and inefficient). To stress this pointermore: in the UK the same Student Loan Company,
the same management, the same staff etc. run betfold” mortgage type scheme and the ,new”
income contingent scheme (obviously within the sampantry and same cultural context). The
difference can hardly be explained by else, thanth®y fundamental differences in unnecessary
administrative burden between the mortgage-typeraane contingent schemes since in this case all
other thing are the same.

4.4.5. Income contingency focuses on the right inoe: students future income rather than
present (parental) income when a student

(187) Income contingent schemes are based on where anstadds up rather than where he/she
starts. In other words ICL depends on the outcoafdsgher education and graduates’ income and
his/her ability to pay once the loan repaymentsrbeg

(188) This feature makes income contingent student ladnerf and more equitable than most of
other instruments for financing students (e.g. twrand income tested mortgage type loans). The poin
here is that most of the systems for supportindesits, particularly those which involve public mgne
are rationed, because of public finance. The usaglfor rationing such a support system is to make
the support dependent on and/or related to thalseeed of students, i.e. defined as the incombeof
students’ parents. This type of student supportesysfalsely assumes that students’ social need
always closely correlates with the income of theepts. The problems with excessive reliance on
parental income as a primary source of financinglestits and higher education has already been
discussed in detail earlier in the discussion ef plossible sources of private money, i.e. the cost-
sharing issue.

(189) To understand the point it is worth thinking oviee following stylised example: imagine, say,
a rich banker, whose daughter goes to a univetsiget a social worker qualification and becomes a
relatively low paid social worker, and in paraltee son of a low-paid social worker who goes to a
university to get a qualification in economics dirthnce and finally becomes a rich banker. Those
support systems which are based on parental in¢puticly financed and thus rationed systems like
grants and mortgage type loans with expensiveastesubsidy and state guarantee) look at the wrong
end, that is where the person comes from (paremaine). These systems as in our example will give
large support to the son of a social worker wha bélcome a rich banker, and small or no support to
the daughter of the rich banker who becomes low pacial worker. In these terms a well designed
income contingency loan looks at the right end,abee it will look at the outcomes, i.e. not at the

39 Student Loans in Russia; Report on a Confereniggclly Park, Oxford, UK, 27-29 Jan, 2006; OxfordsRia
Fund, The Eurasia Foundation; The New Eurasia Fatio Assembled by Rachel Wellhausen, feb 2006
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income of the parents but at the income of theesttedwhen having the degree and start earning
money. Thus mortgage type loans provide large suigpo the low-paid daughter (who becomes a
social worker) of a rich banker, and less suppartlie rich son (who becomes a banker) of the low-
paid social worker in our stylised example. Therefoncome contingency as a mechanism not only
automatically protects individuals, but also auttozdly allocates support on the right basis antheo
right direction. Therefore ICL has significant eguadvantages also in this respect.

4.4.6. Income contingent loans protect borrowetsy$ contribute to equity

(190) By protecting the student from excessive risk, pmtecting borrowers, income-contingent
loans help to bring a level of lending which suppdhe efficient amount of higher education; and by
making it easier for students from poorer backgdsuio participate, they also contribute to equity.
(191) The reason for this has already been discussed:t@ube capital market imperfections
students are very reluctant to take out such a \dawse repayment bears no relation to the current
income, since students when students do not evew kmhether they will not fail their exams,
whether they will get a qualification and a weligp@b. This very understandable reluctance - whose
basis is the fundamental capital market imperfectaiscussed earlier) and the lack of information o
the future, together with the fact that repaymesdirb no relation to income - is why students and
parents proved to be rightly disinterested in loaten they are asked about willingness in public
opinion surveys. If they are asked about willingnés take out mortgage type loans they rightly
answer: no, no way. This is where beliefs aboubtde/ersion” or more precisely overestimation of
debt aversion originate from. However, income cugent loans are designed precisely because of the
capital market imperfection, to match repaymenbmuatically to the current ability to repay and thus
to protect individuals from excessive risk — inethvords to eliminate or (minimise) debt aversion.
The minimisation of debt aversion improves equsiiyice the level of debt aversion relates to the
socio-economic background, thus having a socio@mingradient, namely: students from less well-
off families (particularly if parents have no degyreare more debt averse than students from rich
families. However, the original objective of a statl loan scheme has been to improve equity and
access — but if students from poorer families @&t dverse and refuse to take out the loan (in akse
mortgage type loans it is almost sure), then themse will not contribute to equity and access.

(192) Debt aversion is not something that will automatycdisappear: the nature of an income
contingent repayment should be explained and wathrounicated in order to manage the debt
aversion problem. However, the point is: one hadbdovery careful with taking views on debt
aversion, and needs and demand for student loaosgstudents and their parents according to some
surveys, because the answers to the questions afibagness to borrow fundamentally depend on
what type of loan is questioned. Namely, nobody kdlrrow a loan which causes excessive risk for
the student, i.e. a mortgage type loan.

4.4.6. Income contingent loans protect lenders —peecondition for bringing in private
money

(193) Income-contingent loans, if properly designed, alsmect lenders, and thus enhance the long-
run possibility of private finance, and again byndpso help to bring about a level of lending which
supports in an efficient amount the higher educagigstem.

(194) If students’ debt aversion can be decreased atitigriess to borrow can be increased, firstly
by a well-designed income contingent scheme whadsdot expose students to excessive risk, and
secondly, if the nature of such scheme is propexplained and communicated to students, the latter
will be willing to take out loans in an efficienuantity (and the scheme is not classified accorting
EUROSTAT criteria as public, due to such featureg@arantee at the wrong place, interest subsidy
etc.), then this mechanism is the only one ablbriing in efficient quantity of extra non-budgetary
private money into the higher education systeme (&lso: sections on possible sources for private
funding).
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4.4.7. Income contingent loans bring together therfit priciple, ability to pay principle
and social insurance principle

(195) Another approach to demonstrate that income-coatinipans are both efficient and equitable
is through the assumption that income-contingegmdoare compatible with the benefit principle (who
benefits should pay), with the ability-to-pay piiple, and with the social insurance principle.

Benefit principle.

(196) In his classic book, Capitalism and Freedom (1962jton Friedman considered the
government’'s role in post compulsory education a&mihing. He accepted the capital market
imperfections just discussed, especially the risthiw student loans, for example the lack of any
security. He pointed out that

»[{jhe device adopted to meet the correspondingljppeon for other risky investments is equity
investment plus limited liability on the part ofasbholders. The counter-part for education
would be to provide a share in an individualearning prospects; to advance him the funds
needed to finance his training on condition thailgeee to pay the lender a specified fraction
of his future earnings” (1962, p. 103).

(197) On that basis Milton Friedman advocated loans fgowernment, in return for which,

.[tf]he individual ... would agree to pay to the gewment in each future year a specified

percentage of his earnings in excess of a spedfiad for each $1000 that he received .... The
payment could easily be combined with paymentaafnive tax and so involve a minimum of

additional administrative expense” (p. 105).”

Ability-to-pay principle.

(198) A different approach starts from a predispositiamwards free, tax-financed education,
abandoning that model only because of its regressss when applied to higher education. Writing
over 40 years ago, Howard Glennerster at the Lo&btiool of Economics, pointed out that:

»in the United Kingdom, higher education is nowditted as a social service. Nearly all the
costs are borne out of general taxation.... Bulifters radically from other social services. It
is reserved for a small and highly selected groupt.is exceptionally expensive.... [And]
education confers benefits which reveal themsetvege form of higher earnings. A graduate
tax would enable the community to recover the valti¢he resources devoted to higher
education from those who have themselves deriveth swbstantial benefit from it”
(Glennerster, Merrett and Wilson, 1968, p. 26).

Social insurance principle.

(199) An important function of social insurance is to ejigeople a mechanism for redistributing
earnings over their life cycle. Pensions are aaefor redistributing from one’s middle years te@t@n
post-retirement years. Student loans are prectbelysame thing - a device for redistributing from
one’s middle years to one’s early years. In addijtib is possible to design loans so that thera is
built-in element in the interest rate for coveritmsts of non-repayment, or alternatively interese r
repayments continue for an extra year or two dfterloan has been repaid; or both. This is a self-
insurance by the cohort of borrowing students, anduarantee for fully repaying by all of the
borrower students all the money that has ever beerowed by students. Higher-earning graduates
repay somewhat more than they have borrowed, maggowy any shortfall from lower-earning
graduates. Thus, the cohort as a whole insurd§-#sepure social insurance arrangement. However,
it must be noted that a scheme can be and shouttesigned in a way, which does not result in
excessive income redistribution among low earnatstdgh earners, since it can result in free-rider
problems and strong incentives for high earnerdrap out of the scheme, having to bear unfairly
large costs compared to the other borrowers. Adtimegarian example shows (see the later sections
on finances) it is possible to design the finanpelameters in a way, which is enough to coveofall
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the costs of default but still does not redistr@bw@xcessively among borrowers. Therefore, it is
possible to organise the risk-sharing communitg imay by which the lifetime earnings of the whole
cohort of borrowing students will become the asgkich can provide the security for the capital
market lenders. This is done by a ,cohort risk premi, which is a built-in extra interest rate added
the interest rate (cca 2%), by which the borroveers: cohort guarantee that all borrowed money will
be paid back by the cohort.

(200) It must be noted, that according to EUROSTAT cfasion criteria this is the genuine risk
transfer, by which not the state but the cohosto@lents provides the full guarantee for coverimugée
risks of non-repayment which are due to the rigkb@ students.

Loans are different: loans for house/car are madeor people after they know their
income and assets — student loans are givbaforepeople know their income and assets

(201) Conventional loans (on which mortgage type stuttsaris are modelled) and student loans are
intended to operate in very different circumstand¢emns for a house purchase are normally made
available to people after they know their incomd assets. Student loans, in contrast, are givardef
people know their income and assets; indeed,ahéof their central purposes to increase borréwers
income and assets. Of course, the latter situagionuch more uncertain than the former, hence the
usefulness of income-contingent arrangements.

4.4.6. Income contingent loans have no negativesetfon taking out other loans

(202) In many countries the level of indebtedness isllgdiaited or in the lending practice of the
bank is at least a rule of the thumb of the linbioxae which they are not willing to lend more money.
Apart from this the risk of a loan depends on tbeel of indebtedness (i.e. what proportion of
disposable income is already absorbed by otherymagat obligations). The less the level of
indebtedness, other things being equal, the b#teeiconditions of the loan. Therefore, a mortgage
type student loan with its fixed term monthly repent does not count in whether banks are willing
to lend more money, and/or on what conditions they willing to do this, let say, for example, for
buying a home by a young graduate married coupbem8rtgage type loan indebtedness affects
negatively borrowings for other purposes. This a$ the case with income contingent loans, since
income contingent repayments are simply impossiblput into any risk assessment equation, and
because it effectively does not affect the persabitity to pay other loans, since income contingen
loan repayments are not related to the indebtedtessrelates only to the current income of the
individuals.

4.4.7. Design aspects of income-contingent loans

(203) The previous paragraphs discussed the “whys oftieecontingent loans. This section briefly
discusses some issues of how.

There is no need for income threshold — all incomahreshold relates to the
administrative burdens, costs and losses are elinated

(204) At what level of income should a student start kenrepayments? The case for an income
threshold (e.g. average earnings) in income coetihgchemes is mainly political; people think that
such a system is fairer. That argument, though Iyittelieved, is false. Income-contingency is
automatically fair. If the repayment rate is, Saper cent of earnings and the starting threstsolovw,
then repayments will be low. If a beginner kindetga teacher earns 150 BGL per month, her
monthly repayment would be 9 BGL. The reason fdrsadting a threshold is to make much stronger
the repayment flow, i.e. the loan scheme becomes eitective. A key issue for policy makers is to
assess the balance between these economic andgbalitvantages, which pull in different directions

(205) As it previously discussed (see sections on inblataeed for income threshold in mortgage
type schemes), in mortgage type schemes it is aplitb must to have an income threshold in order
to protect individuals for excessive risks whichumsecured mortgage style loan brings about, and fo
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keeping the scheme politically sustainable. Thia rmust in mortgage type schemes since repayment
bears no relation to individuals’ current incomeowgver, an income threshold in mortgage-style
schemes causes serious problems. In fact, an intoeshold would cause serious administrative and
other problems in income contingent schemes as (aglthe UK scheme experienced it), but one of
the beauties of income contingency is, that it ésighed precisely to protect individuals from
excessive risk, since repayment is determined disyaio pay (% of current income). Therefore it
automatically protects individuals and there isne®d for such ,second best” design elements like
income threshold in mortgage type schemes. Theirgiion of income threshold from an income
contingent scheme eliminates unimaginable extrair@dirative and other problems (e.g. excess
default) and all of their costs (which cannot beregtimated enough).

(206) It should be noted that including an income thrékl most income contingent schemes is
not in contradiction with the above arguments. Tdason for having income threshold in an income
contingent scheme is not theoretical, or practitag mainly political: conventionally loan scheme
are mortgage type and must have an income threshbktefore, ,everybody knows” that student
loans must have income threshold. Thus by the timen the first income contingent schemes appear
this design element have been installed into tierse (or inherited from the older mortgage type
scheme). But once an income threshold is in pliacannot be removed easily for political reasons —
because ,everybody will know” that by eliminatinigetincome threshold the scheme will become
more unfair. Therefore, the best solution is notirtsoduce an income threshold from the very
beginning of the design and implementation of aine contingent scheme, otherwise it will never
be removed, which causes huge unnecessary admiivistburden and thus costs, and additionally
weakens the repayment flow and decreases the rm#msstind stability of the scheme. Note: This
refers only to income contingency. An income thotdlis a must in mortgage type schemes.

Implementation.

(207) To achieve the desired effect, the ideal solutiloén repayments to track a person’s earnings
on a current basis, i.e. week by week or month bgitim rather than being assessed retrospectively on
the basis of income in a previous year. The most-effective method of implementing repayments
on a current basis is as a payroll deduction aidegacome tax or social security contributions.

(208) However - as the Hungarian example shows - cotlectif repayment can be implemented
cost-effectively without using payroll deduction thie income tax collection machinery of the tax
authority. Since the Hungarian scheme was intradline2001/2002 academic year the number of
defaulters has been insignificantly low and theayepent flow - stronger by cca 30% in every year
than it has been estimated for that year and tia¢ &6 administrative costs have been cca 1% of the
total of the scheme (Note: this is due to all of tthesign parameters of the scheme, e.g. early
repayment, cohort-risk premium etc. However, iflecion is not effective there would be large
default losses and large administrative costsjhik scheme the repayment is based on the previous
year’'s income, which theoretically may cause pnuislebut seemingly have not caused problems
since its introduction, during the last 6-7 years.

(209) The income tax mechanism and the tax authority aotethree-fold: (i) ideally collection is
organised as a payroll deduction alongside inccemeot social security contributions. (i) tracking
each individual income year by year in order tabke to determine repayment (i.e. what equalsdo th
6% of the income?) (iii) to enforce repayment frdraudulent defaulters (in income contingent
schemes usually very few people).

(210) Earlier discussion of mortgage-type loans strestbe practical problems of collecting
repayments. Analogous problems arise with incommhegent loans, whose effectiveness is heavily
dependent on the effectiveness of the tax systéus. réises problems in countries where income tax
collection is leaky and where a large fractiont@ population is outside the formal income tax Aet.
central issue for Bulgarian policy makers is thecht® ensure that income tax collection is suffitie
robust to support a student loan system if this dfipolicy development is to be pursued. Note émat
effective tax system is a significant componerEofaccession.
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4.4.8. Disadvantages of income-contingent loans

(211) The income contingent schemes require an effegtic@me tax system. However, it must be
emphasised that capacity to track individual incemed enforce repayment from fraudulent defaulter
is also unavoidable in mortgage type repayments {lecome threshold — the ,oscillation problem”)
as it has been elaborated earlier in the sectionsnortgage type repayment. Thus, income tax
mechanism (at least in being able to track indi@ldncomes) and tax-enforcement should be used in
mortgage type schemes as well. In such a casdatpe share of informal sector, grey economy,
ineffective tax system etc. is not an argumentniiortgage type loan, but rather an argument for not
introducing student loan scheme.

(212) They may be perceived as a tax, with potentiahdesntive effects. This theoretical argument
is one of the very few advantages of mortgage tgp@s, with an income effect which works in
favour of labour supply and in contrast with incoomatingency there is no substitution effect which
works in an opposite direction. Therefore it mighh theory—discourage work effort less than
income contingent loans.

(213) This effect is also mentioned as a moral hazarthleno of income contingency. The moral
hazard problem in case of income contingency wbeldhat graduates would work less hard in order
to repay less. However, this problem would be serid the majority of the borrowers with their
gualification would behave like this by reaching tietirement age. In order to take serious the imora
hazard problem we have to assume, that the magiritye graduates would seek for their pension age
the worst paid job, just because they are so hamplysatisfied of non-repaying enough, that it is
worth not earning enough in their whole life. Besmwve strongly believe that this is an extremely
unrealistic and vague assumption, we do not thiak this theoretically good sounding argument on
moral hazard would hold too much water.

5.) The scheme should have the capacity to brimgiirate money in
large enough scale — i.e. it should be classifeedan-public (private)
according to EUROSTAT classification rules

(214) As it has already been discussed earlier: if tHe®se has no capacity to bring in private
money in a large enough scale, the scheme wilhdlieve any of its original objectives. This depend
entirely on how the scheme will be classified adowg to the EUROSTAT criteria, i.e. it depends on
the design of the scheme.

5.1.) EUROSTAT classification criteria

(215) One of the main objectives of any type of reformsoibring in huge amount of private money
into higher education funding. Moreover, thereirsually no other mechanism by which such a large
amount of private funds could be mobilised into tiigher education sector. (Donations, bequests are
not significant, the fees from students or pareotaitributions at the point of use have bad eftect
equity and access, side work by students has cmasilé limits because this activity is in competiti
with the students’ learning i.e. with their basisks).

(216) In this respect the classification of a studentnfosscheme entirely depends on the
classification rules of the EUROSTAT (ESA95 Manaalgovernment deficit and debt, 2002 edition,
which is legally binding in the European Union)fdf any design parameter the loan scheme would
be classified as public the main objective (i.ebitising private sources for funding higher eduaali

is not achieved, which is a problem. If it would meatter (which is not the case), then there wdald
absolutely no need for introducing such a techhicahd politically difficult scheme like fees and
loans for fees, since there are much more eastkrsempler ways to increase public spending on
higher education. Public money should be simplggito higher educational institutions.

(217) The whole issue is technically very complex andiaift. In order to tackle it in the most
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sensible way we would suggest - since the desigheocheme is thought to be ready - to contact the
EUROSTAT in Luxembourg and discuss at least infdiym@resumably a formal agreement cannot
be expected unfortunately) every bit of the degigrameters of the scheme in order to make as sure
as that it is not possible for the scheme to bssdiad as public, say 5-6 years after its intrditung
because if the scheme is classified as public afteouple of years of functioning, it will be a lrea
disaster for the Republic of Bulgarian both in picédil and in fiscal terms.

(218) However, there are some basic principles which fietpthe way for adjusting many elements
of the scheme before consulting the EUROSTAT. Topsify the complex problem few factors are
relevant when deciding whether a student loan shieiiclassified as public or privite

® Who designs the scheme and who sets the rulesrrgoeat or a private entity

(i) Who decides whether a student is eligible, for eplancan a private lender refuse to lend
someone whom he regards as a bad risk?

(iii) Who bears the risk of default?
(iv) Where does the money come from?

(V) The 50% rule: if the state pays more than 50% efrttnning costs of an institution, the
institution’s activities (i.e. the entire schembpsld be classified as public.

5.1.1.) Who designs the scheme and who sets thesrigovernment or a private entity

(219) Obviously the government sets the rules since witioge government the market would not
provide from itself student loans in efficient qtign not least because of the fundamental inforomat
problems and capital market imperfection in invegtiuman capital — thoroughly discussed in former
sections. For example the draft of the Law on Studean is one of the formal manifestation where
basically the government sets the rules (the daaftdetermines universal eligibility, the maximum
level of interest rate charged by the banks, thellef interest subsidy, thus the level of students
subsidised interest rate, state guarantee, assamtiall costs related to lending operations etin
this respect all of the rules are set by the Bidgagovernment).

5.1.2.) Who decides whether a student is eligilide,example, can a private lender refuse to
lend someone whom he regards as a bad risk?

(220) Obviously not, because this is one of the main aemsvhy government intervention is
needed. According to former experiences the ur@vemature of the scheme (i.e. the fact that all
students are eligible) is not a problem, since thist non-discriminatory rule and as such is not
problematical. The point is that the governmenusthaot make individual assessment of who is or is
not entitled to a loan, but merely establish noiveatcriteria for eligibility. (In this way the
government does not interfere with the private @edoes not take away the private lenders’ right t
make such decisions).

5.1.3.) Who bears the risk of default?
(221) There are three cases: the black, the white angréye

(i) If a student takes out a conventional loan fromaakbit is the bank’s scheme, i.e. the bank

0 This section is based on several working documemiten by Professor Nicholas Barr (at the Londorhdd of
Economics) where he advised the Hungarian governhmerihe same issue in 2000 and 2001 and on ther phat was
elaborated for Slovakia in close collaboration whititholas Barr, Mary Canning of the WB, Hugh Macafi@nm the UK
Student Loan Company, and with the Slovak Governniéns part of the paper has already been revianauly times, and
since most of its crucial conclusions bear veryoser consequences on the everyday, real-life dpesabf the Hungarian
scheme (today with about 300-350 thousands stu@dentsillions of outstanding debts) the basis & fhart has also been
many times fixed and negotiated with the EUROSTA(Tfifat around year 2000), and checked by Nick Bath his former
colleagues at the IMF. This is why we have usethéroriginal documents for this part of the repogince the statements
and conclusions of this part have been many tirhesked with the relevant organisations and experts.
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decides on the rate of interest, whether or natishes to lend to a particular student; the bank
bears the risk of non-repayment since the moneyesdnom a bank. It is clearly a private scheme
(the problem is that such a scheme virtually carexdst due to the fundamental information
problems and capital market imperfections).

(i) If the government designs the scheme, it decldratsall students are eligible, bears the risk

of non-repayment itself and provides the money shedents borrow, the scheme is public

(unfortunately it seems that this is the case @ hesent Slovak scheme as it is in its present
form).

(iif) The classification problem arises when a schemasseene of the criteria to be classified as
private, but not all, e.qg. if a student borrowgriroommercial banks, but the government gives the
bank a full guarantee, then it counts as publimdp®. The underlying logic is that since the
government guarantees repayment, the studentimgas an agent of the government and hence
the loan is a government borrowing.

5.1.5.) Where does the money come from?

(222) This is one important element of the scheme inrgses¢hat if the money originates from the
state budget or state reserves the scheme is abyipublic. However, just because money comes
from a bank or from whatever private entity theesok is not necessarily private in the lights of the
other criteria. What really matters is who bears tisks of default or failing the scheme (a state
guarantee means that the only risk transfer isdhaif the risk and possible costs are transfetoed
the state), and for example who bears the costsrofing the scheme and/or the other costs of the
scheme.

5.1.6.) The 50% rule: if the state pays more thad?b of the running costs of an institution,
the institution’s activities (i.e. the entire schephshould be classified as public.

(223) In the case of the Bulgarian proposal the staterossers in the law proposal according to
which the state will pay for all of the costs ohdling operations, customer service, repayment
collection etc., and the fact that these costs {aadcosts of interest subsidies) will be budgétetthe
state budget would be itself enough to classifwthele scheme as public.

(224) In assessing whether a scheme conforms to theifidagen criteria, the critical element is
risk transfer, more precisely if the risk is somehiwansferred from the state/government to some
private entity (to the private lender or to the axdiof students).

(225) An element of judgement is also inescapable insagsg the scheme, i.e. there are no black
and white answers. For example, if the governmadettakes, say 1% of the future losses in form of
a limited state guarantee, but private lenders Hearisk above that level the scheme is obviously
private. But if the level of this guarantee is, &0, the scheme is obviously public. The borderlin
between public and private in this case dependdypam some judgement. This is why it would be
important after being ready with the first set bvimus corrections of the scheme to consult diyectl
with the EUROSTAT in Luxembourg on the necessajysithents.

(226) In the light of this, the Bulgarian proposal, besawf the full state guarantee virtually for
every single student loan, has a consequencehibantirety the whole scheme would be classified as
public.

(227) The third important point in assessing a schentbdg what matters is not the letter of the
arrangement but its intent and its real economitterd.

(228) Moreover, it helps to establish the private natofréhe scheme if agency relationships are
made as explicit as possible even in a contradarad (e.g. a student loan agency as an agent for
government, a student loans agency as an ageptiyate lenders, universities as an agent for stude
loan agency (in processing the loan applicatioos)ax authority as an agent of the student loans
agency in collecting the repayments etc.)
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(229) In order to establish the private nature of theesuh the positioning of the student loans
agency should be also carefully designed. It itagdy not a problem if it is a state owned agery,

the state and/or government supervision and coofrd should be carefully designed. It certainly
cannot be put into a Ministry (like a departmentitifor it cannot be budgeted in a Ministry’s betlg
As regards the organisational form in legal tertnould be either like a non-profit Fund(ation)aor
sort of publicly owned firm (in this case with aséd fund and with a zero-profit functioning) at an
arm length from the government. However, all ofsthéegal entities have to comply with specific
accounting rules; some of them can be incompatiitle the operations and logic of the student loans
scheme (e.g. requirements for capital reservegdiogpto the outstanding loans).

5.2.) Ways for fitting into EUROSTAT criteria

(230) All of the issues below are deeply technical but stay affect fundamentally the original
design. The proposed options below cannot be hdndke a “magic wand” for solving the
EUROSTAT problems. These are design parameterpasglble technical solutions, which logically
should be able to provide solutions to some aspetthe EUROSTAT classification problem.
Nevertheless, it should be emphasised, that oreesghcific design of the scheme is ready, (which
may contain the below design elements and/or #peicific combinations) it is strongly recommended
to discuss it either formally or informally withehEUROSTAT on whether the scheme in its final
specific form could be classified as non-publicnot. This should be done prior to the legislation
process (i.e. before pushing any law proposal tiinadbhe Parliament).

5.2.1.) The 50% rule issue

(231) The 50% rule problem can be handled presumablyriekample a very small fraction of the
interest rate (let say 0,5%) is built into the et rate in order to cover in the long-run the
administrative costs of the student loan agencythis case, it can be argued that there is a social
policy interest in having a privately funded studiean scheme; the only purpose of the subsidy is t
ensure its viability during the start up periodisTeubsidy has an explicit and obvious rationale ian
would, say within 10 years, entirely phase outcaithe sources for financing the running costs will
come back from the repayment flow of the formerdsnts through the built-in administrative cost
element. Moreover, the “infant industry argumerdh@lso be applied. Even in a free trade regime a
country may offer temporary protection (e.g. vigffs) to a newly emerging industry (this policy is
explicitly allowed under WTO rules as well).

5.2.2.) Transfer of risk to private lenders

(232) Precisely because of the previously mentioned tnifagiustry argument it is not such a big
problem if during the first years of the scheme itineney for borrowing comes from the state. If the
loan scheme is set up with a secure, robust amibligerepayment mechanism, without any overt or
hidden subsidies (which would put the repaymentisigcto risks as well), and there is genuine risk
transfer to the private sector, the student loanag should be able to borrow from the capital raark
at an interest rate very little above the governnfemrowing rate. But in order to be able to make
good deals for the benefit of the students anafmuring viability of the scheme, particularly dhgri

the first few years of the scheme, the student bgancy should have a well-established track record
on the security of repayment and on the repaymnlent, fso that private capital market lenders can
base their calculations on proven performancehénabsence of such track record, however, private
lenders are likely to charge a significant riskrpi@n, making it impossible to get a scheme started.
This is why (and only this is why) it should be epted either the direct state lending operation or
excessive government guarantees during the fingt yiears of the scheme. The purpose of this
state/government operation in short is to allowitifant loan scheme to be born at first and then to
grow up. Once the scheme is well-established, dl gmaernment guarantee (say 5% of total losses)
would suffice if the other parameters of the schesmne properly designed and give sufficient
safeguards to private lenders. As the baby loaarsetgrows up, and the scheme becomes robust and
secure enough (it is also a matter of the sizeestapital market operations have a certain minimum
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level in size) it is possible to bring in privateoney in order to get rid of the original state fadd
portfolio. Debt sales are one solution (on which WK student loan company should be discussed),
securitization is another possibility, issuing gtndloan bonds is a third option.

(233) Though it will be detailed in the next main parttbis paper it must be noted here that in the
Hungarian scheme the risk is shared in a followinay: (i) there is a student loan company which
issues student loan bonds through the governmétiaenagement agency (which in this respect acts
as an agent on a contractual basis) piggy backexdtbe consecutive tranches of state bond issues, 0
lends money from wholesale lenders, and the stégesa guarantee for those risks which are related
to the state (i.e. social policy risks due to paditand other factors), (ii) all other risks of Ron
repayments, which are related to students mordgaigdo borrowers (possible low earning, defaults,
early deaths etc.) are transferred to the cohattie@ftudents, by adding an extra interest raraesié

on the interest rate which covers all these lossless- all of the borrowers guarantee that all @f th
borrowed money will be repaid by the cohort of stud who have ever borrowed. This “cohort risk
premium” results in a genuine risk transfer to atévsector (as borrowers are private entities). The
details will be discussed later.

5.2.3.) Transfer of risk to the (cohort of) borrons

(234) Another way to transfer the risks from the statéhprivate sector is to build into the interest
rate an element whose purpose is to cover the @rhlgenuine) risk of default of the students. In
other words this cohort risk premium is calculasedthat the cohort of students who have taken out
loans as a whole repay 100% of the students’ déliis. solution has major advantages, namely, it
gets students the best possible deal. Risk isfaagd and reduced because the asset, which secures
the loan, is the earning capacity of the cohorstatlents rather than of the individual. Moreovke t
default risk is borne by the private sector, siitc@lls on students repayments. Thus, there is a
genuine and explicit risk transfer. (If one thinktghrough he will discover that this type of guatee

is as strong as the state guarantee (if repaynaeatsollected by the tax authority), since in ttase

the loans are secured by the lifelong earning agpatthe cohort of graduates who have taken out
loans, whereas in case of a state guarantee the éwa secured by the lifelong earning capacithef
population as a whole including the people withatiigher education degree, the low earners and the
poor as well.)

5.3.) Built in safeguards — rather than state guagm(except the risk which are
the sovereign risks by the state e.g. social polaks)

(235) A built-in private type hierarchy of safeguardsoals capital market transaction to bring in
private funding from the earliest possible phasg alfows the phasing out of massive state finance
and state guarantees as early as is possible.

(236) Bringing in private money is not just an optionshtould be done after the baby scheme grows
up; otherwise there is a real danger that the seheithbe classified as public. In this respecteac
distinction should be made between the very fitages of the scheme where the big issue is whether
the baby scheme is able to be born and if ablehehneat is able to grow up, and the second phase
when everybody is happy because the baby is groambecause it is becoming more and more
mature.

(237) In the very first phase —in a symbolic way it can daid that- almost all of those practical
solutions are acceptable which helps the baby be drnd grow, provided that none of them endangers
it by pre-programming its premature death.

(238) The above consideration means that the originagdeshould envisage the adolescent and
mature stages of this planned baby system, whichldtbe designed from the very beginning so as to
be able to be attractive on the capital marketoas s possible and this should be reflected ih eac
contract and in each regulatory material. Otherytise earliest debts cannot be sold, or on thes ludsi
the original legal framework and individual contsaoo student loan bonds can be issued. In other
words, if the scheme is not properly designed ftbevery beginning it should be actually changed
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and it should be actually started again from they \eeginning, when the same initial problems will
come up with the same obvious excuses for not replthem (i.e. this is a new scheme, we have
extremely tight deadlines, we cannot concentrat¢hese details, because other problems are more
urgent etc.)

(239) The other consideration for bringing private furglirom the capital market is practical. If the
government wants to bring in private money to tlyghér education system now, in order to improve
quality, efficiency, access and equity, it is nobegh to have the first private money flow after 10
years of launching the system when the repaymew Will be strong enough. The only way to bring
in private money into the system in the shorterisuio design the scheme robust and secure enough t
attract capital market lenders, grow up the schasngoon as possible, build up a reliable trackrceco
and use one of the forms of capital market trainsagt

(240) The point in the above considerations is that flamimplementation point of view a clear
distinction should be made between those pradiesliand the massive government interventions
which are necessary to start the scheme and mafkable (e.g. state lending for students, providing
massive state guaranties, financing the start-gp including the first few years’ running costs.gtc
and between the matured form of the scheme. Ther lahould be reflected in all legal materials
whereas the first should be done and be refleatedme preliminary legal materials.

(241) What are the possible built-in safeguards whichvigleo guarantees to private capital market
lenders in the long-run rather than providing 108%anconditional state guarantees?

5.3.1.) Safeguard 1: A secure and robust repaymerchanism - both in quantitative and
gualitative terms:

(242) First of all, ideally the repayment should be basedhe actual income of the person and it
should be deducted at the time and point of biftithe income. In this case, all of the people
automatically fulfil their repayment obligations thut doing anything for it. The existing
mechanism, which is doing it, is the payroll dedarcimechanism of the income tax and/or the social
security contributions. Therefore, ideally thatstxig mechanism should be used being the most
effective one in doing this. In other words the Whoollection mechanism should be piggy backed
onto one of the payroll deduction mechanism.

(243) As it has previously been discussed, if it canmtiraplemented for whatever reasons, the
Student loan organisation itself can organise neyggy - as it is the case in Hungary - by calcugatin
the repayment on the basis of last years’ incomé&is case the role of the tax authority is tasass
tracking individuals’ income, by providing informam on it to the student loan company, and to
collect money from fraudulent defaulters. In Hungtre tax authority refused to collect repayment
(mainly for some political reasons), however iké&en on cooperating in other ways. Additionally, in
contrast with the expectations and deep concernstabe losses, extra administrative costs, and
ineffectiveness of such collection, the collectminincome contingent repayment by the Hungarian
student loan company is more efficient and inexjpensas it has ever been expected. (There are
virtually no defaulters (only a few dozen among entltan 150 thousands of repayers), no financial
loss for default (due to the cohort risk premiuand due to the options for early repayment annually
about 130% of the estimated repayment comes inygeally 30% more than it should come in),
whereas the total costs of administration of thellscheme are around 1% of the scheme. At the
beginning of each year the monthly repayment faiven year is determined and fixed with the
borrower, who makes a permanent order for his/lagkpwhich transfers the money to the student
loan company accordingly. The author of this piet¢he present paper originally would have never
believed that it could work this way, but accorditmythe facts this mechanism does work very
effectively (to many people’s surprise).

(244) The most secure and most robust repayment mechardsmdeally be ensured if the tax
authority collects repayment based on the curraame of the person piggy backed onto the existing
payroll deduction mechanism. The other way is thlikection model that has emerged in Hungary. In
order to be able to do whatever repayment mechagiorently, it must be universal.
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(245) One of the main lessons from the experiences wvéh Hungarian system, allowing early
repayment (in whatever pattern, i.e. in one surmany other way) extremely improves repayment
and makes repayment flow very strong.

(246) Another experience is, that if the students wifffi¢@ally) no earnings have to pay at least, say
6% of the officially determined current minimal veagt does not cause problems in repaying but it
also strengthens substantially the repayment flogvciecreases default risk.

5.3.2.) Safeguard 2.: Built-in insurance against f@@ilt - cohort risk premium is calculated
so that the cohort as a whole repays 100% of itsrtaing.

(247) It should be noted that at this point and in tlustext, the argument for the necessity of using
the income tax collection mechanism needs to éaieied again. If the collection of repayment i$ no
as secure as it can be, the default rate can becassarily high. This could result in a larger ‘@uh
risk premium”, which, beyond a certain level endamsgthe viability of the scheme (the higher the
interest rate, the longer the repayment period)this respect the secure repayment collection
mechanism is one of the preconditions for being abluse this mechanism for transferring risks of
non-repayment from the state to the private sgatdhis case to the cohort of students). On tierot
hand, it is also a precondition for being able tovjmle to the capital market lenders robust safetgia
against future losses.

(248) According to some actuarial simulation on averggeraximately 10% of the borrowers will
not fully repay the loan. This figure can be comeerto a cca 2% cohort risk premium, in other words
about 2% added on top of the interest rate canrdavihe long-run the losses from default. (These
figures have only indicative importance, i.e. tlighe approximate level of this extra interesera
element.) The calculation and the level of the e¢bhsk premium depend entirely on the population,
on the country’s labour market, the earnings ified#int professions, health status of the population
etc. Therefore these projections should be basedanmodelling exercises. Finally, the projected
default should be actuarially correct. (The insagastatisticians should underwrite the final resylt

(249) Because such modelling exercise and such projeat®inevitably built into the model, these

projections have their own limitations. One (pedhdpe only one) possible way to handle this
uncertainty in the future is to leave all of they k@rameters of the loans scheme adjustable aifdt bui
into the scheme (and into its whole legal framewarkcluding the possibility of a regular and

transparent adjustment and fine tuning mechanism.)

5.3.3.) Safeguard 3: Adjustable mechanisms

(250) The scheme should not depend on the exact accofatte initial calculations, which are
based on huge assumptions on the uncertain fufuadl. (key) elements of repayment and the loan
parameters remain adjustable over the entireriietof the loan, the scheme as a whole will be very
robust and secure from investors, students and ptint of view, as wellThe main adjustable
parameters are as follows:

a) The repayment rate of X% of earning can be adjustéacording to our simulation 1%
increase of this repayment rate result in cca B& g shorter repayment period (depending on other
variable parameters). This is a very powerful adpj@ent mechanism, but this cannot be used too
frequently. Nevertheless, if the scheme and theéainnodel are regularly re-evaluated it will be
possible to recognise in a very early period if ething has started to go wrong. By this mechanism,
as a preventive measure the collapse of the schambe prevented in a very early, due time.

b) The interest rate can be adjusted year-by-year éflect actual market ratesVariable
interest rates in students’ loan contracts autaallyi give opportunity to adjust the interest rate
whenever it is needed. However, it should be aricalsly transparent process, and the level of the
variable interest rate should always reflect tHeative costs of borrowing of the student loan axyen
in a given period of time.

c) The same equally applies to the cohort risk premiuwhich also needs to be adjustable.

55



The cohort risk premium should be regularly (sagrgvyear, or every half year) recalculated,
actuarially underwritten. The loan contract and ldngal framework of the scheme shall make the
legally correct provisions for it and shall guaemthe transparency of the process.

d) If an additional element is built-into the interestte for covering the administrative costs
(running costs) of the student loan agenayhich | would strongly support, not least in ortieavoid

the 50% rule problem, it should also be reguladjustable in a legally guaranteed transparent way.
(This additional element makes it absolutely nemgsto run the student loan agency and the scheme
in as cost-efficient as possible way).

5.3.4. Safeguard 4: Income contingent repaymentollection of repayment ideally piggy-
backed into the payroll deduction mechanism

(251) The logic behind the necessity of using the exjstiayroll-deduction mechanism and tax
office’s income tax collection mechanism is thédaling:

» The size of the student loan scheme cannot reaéffitient level (i.e. efficient enough number of
borrowers) if the repayment obligation is not basadhe person actual income (i.e. s/he has to pay
X% of his/her current taxable income).

» If the basis of the repayment is the person’s ctirf@xable income then it is based by default on

the person’s ability to pay, whereas in case oftgage type loans (fixed term repayments) it is

entirely independent of the person ability to pagcause repayment is a fixed amount of money per
month determined by the size of the debt, theohimterest and the repayment period.

» Therefore, not surprisingly 18-22-year-old youngspas are very reluctant to take out mortgage
type loan, since they are absolutely uncertain drethey will be able to finish their studies, it
they will get a job, how much salary they will getd how it will change in tinfé

» Because the income contingent repayment mecharsidmased on the persons actual ability to
pay, the lack of information on the persons fufoles and income is not a problem, since the student
does not have to fear that s/he will not be abliilfid his/her repayment obligations. If s/he wilave
zero income than X% of zero is zero, if his/herome is low X% of it is also low etc. The burden is
always the same as a percentage of his curreitydbipay.

(252) If the repayment is based on the person’s incoméhén previous year(s) problems may
emerged (however, as it has already been stae#uhgarian collection is organised in this wayd an
its results in a way contradict the following argemtation. Nevertheless, it is useful to think alibet
facts why a payroll deduction mechanism is the lidedution for collecting income contingent
repayments). For example, if the student had higbme in the previous year, but now s/he has less
income, then X% of repayment rate may be much rtiee X% of his/her current income (e.g. 2X).
This may result in a situation in which s/he forywebvious reasons (e.g. s/he already spent theynon
and now he/she has no money) cannot pay his/hethigdnstalment and for obvious reasons (even
for constitutional reasons) s/he will be/must deveéd not to pay the monthly instalments. Moreover,
the student will have very strong financial incees to try to evade his/her repayment duty. Bthef
same person will have high income again in the geat, his/her monthly instalments will be based
on the income of the previous (low income) yearer€fore, in this year s/he will not pay back too
much because s/he has not to do so. The resujt nisaqly uncomfortable administrative and other
burdens on the individuals, (ii) weaker flow of agment as it could be if the repayment would be
based on the person’s current income, (iii) add#@ladministrative costs at the student loan agency

1 The existing student loan scheme in Slovakia isoggage type scheme. Currently about 5000 studakésdut loans out
of the eligible cca. 100.000 full-timers. (Thereaisother cca 50.000 part-time students who areligible). The scheme has
been in place since 1997. The fact that in spitthefheavy interest subsidies (no interest ratendwtudy years and 3%
interest rate after graduation) only 5% of the iblg students apply for this loan is an examplanfrihe current Slovak
practice which reinforces the theoretical argumdmté low participation rate in this scheme is nmbted in the special
Slovak spiritual attitude towards debt (as it hasrbargued) but rather it is deeply rooted in #evant and universally
applicable economic theory (on information).
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(iv) a larger administrative cost element builirthe interest rate (equals longer repayment pgriod
but beyond a given level can endanger the vialolitthe entire scheme!!!), (v) less secure repaymen
mechanism leads to larger risks of non-repaymehictwresult in higher market interest rates, plus
higher cohort risk premium, which again may triggericious circle by increasing the overall risk of
the scheme and further increases in the interestmmponents etc.

(253) If the repayment is based on the person’s curredme s/he always will be able to repay a
small percent of the income which s/he currentlisglt will never be a financial burden (moreover
this type of payments are psychologically much midte the running costs of a household (e.g.
regular electricity bill), than some additional exge).

(254) If the repayment is piggy backed into the existipgyroll deduction mechanism, s/he
practically has not to do anything to fulfil hisfheepayment obligations, since every employer and
other “income payer” will deduct the X% of his irne before paying him/her any money. Therefore
the individual will never be able to spend his/lhmemey before fulfilling his/her repayment obligatio
that is the individual will never find him/herséff a very embarrassing situation.

(255) Beside the payroll deduction mechanism it is aksy vmportant that all of the employers and
other “income payers” report at least once a yedhé tax authority and to the individuals. Du¢he
income tax system there is also a mechanism byhathie tax authority and the payers have to
reconcile with each other who is paid, by whom, mdyad why. This is not surprising, because the
income tax collection mechanism has been precdesigned to track each individual's income and to
collect income contingent income tax (based orptirson’s current ability to pay) at the place and a
the time where and when the income is born. Thenmeason why the income tax collection
mechanisms are almost universally designed to wiorthis way is that it is well known that the
income tax system will simply not work (preciselyr fthe previously detailed reasons (i.e. large
numbers of individuals will spend their money beftwaving paid their taxes)) if the tax is not piggy
backed into the payroll deduction mechanism. Thigrecisely why the income contingent loan
repayment should be collected together with thenme contingent income tax payments. Otherwise
the income contingency model will not work, or tlsgstem will suffer tremendous losses
(unnecessarily).

(256) It should be noted that the annual reconciliationcpss is also very important if the
repayment is deducted by the “income payers” froendurrent income when it is born. It needs a very
sophisticated database which registers all the @yep, entrepreneurs, companies etc. who exist (and
who do not exist anymore) and who are or were ‘imegayers”.

(257) As a summary: student loans simply cannot workdf tepayment is not income contingent.
Income contingency cannot work if it is not basedlite person’s current income. It simply cannot be
implemented without using the existing payroll-tleduction mechanism and the tax authority income
tax collection and reconciliation mechanism. (lé tetudent loan agency should do the same then
practically a second Tax Authority would emergedmms of administrative and IT systems, which is
neither feasible, nor desirable. If the collectisiorganised in a different way, the system willnhere
fragile, less secure, more risky, with huge admiaisve costs and cannot achieve its original
objectives (i.e. mobilising huge amount of privdtieding to improve equity, access, quality and
efficiency in the higher education system for olmgseasons of national economic performance).
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Part |l
Business Model

(258) We have seen from the previous section that the claracteristics of a well-designed loan
scheme are the followings:
® universal access, universal conditions with no aiskessment, no collateral;

(i) income-contingent repayment;

(iii) self sustaining operation with targeted state slybsi
(259) Basic requirements for the student loan institiglaystem:

® attractiveness (all stakeholders should be motivedgarticipate)

(i) efficiency (low financing cost, low default risk &low administration cost)

(iii) stability, financial and political sustainability

(iv) classified as private, not part of state budget
(260) These requirements are necessarily interdependahtnautually reinforcing each other.
Moreover, the impossibility to meet any of thesguieements seriously undermines the scheme.
(261) The potential players and stakeholders involvethénstudent loan system:

0] students (graduates),

(i) universities,

(iii) private investors,

(iv) state (especially ministry of education and miwistr finance),

(v) tax authority
(262) Student loaning consists of several tasks thabeashared between public and private players,
so student loaning necessitates the implementafi@nspecial public-private partnership. The major

tasks are the followings:
1. funding and risk-sharing

2. client service and administration
3. collection of repayments,
4

professional and political management and control.
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1.) Funding and risk-sharing

1.1.) Financing needs

(263) As it has extensively been elaborated in the presvioarts of this paper, income contingent
loans do perform much better in achieving thosdcpabbjectives for which the introduction of
student loans is justifiable, more precisely incoooatingency is the solution for student loaning.
Therefore, in this part of the paper we analysditfacial needs of a student loan scheme withofise
a stylised model of an income contingent loan. Thalel basically indicates the possible orders of
magnitudes of an efficiently large enough systenBfalgaria. It must be noted that as regards the si
and the orders of magnitudes they would be the sammase of a mortgage type system, if it could
have efficiently long duration. However, as it l@en argued in the previous parts, banks are not
experts in providing and collecting long-term unsed loans, which would meet the needs of a
student loan system and students themselves,ltBudutation of mortgage type loans is usually 10-15
years long. In this respect we need to emphasaéhhk loans size in the case of a mortgage type on
with a 10-15-year duration may be somehow smaller.

(264) The financial need of the system is strongly cetesl to the age of the system. In the first
years students are taking up the loan, there areepayments yet. In the second period students
continue to take up the loan but graduates ara@reepaying, nevertheless the system is not mature
yet. The system can be considered mature only sdtee 20-30 years, when new generations keep on
entering and older generations who have reachédephyment are leaving, so all the generations are
represented, and the life-cycle characteristidb®@kystem are stabilised.

(265) Let us take a simple deterministic model, where nthenber of the students within each
generation is constant, the amount of the loamdexed as a function of the income growth and
income’s growth rate is constant and equals thexest rate. For the sake of simplicity let us ssgpo
that there is no default and administration casthls case the outstanding aggregate debt wilvevo
in time as graph 1. shows:

Aggregate outstanding debt
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(266) In the mature period the present value of the aggesoutstanding debt becomes constant.
Obviously in order to implement a student loan exysta huge amount of money should be gradually
introduced while getting mature. This is the wogkirapital the system uses while it's operating. The
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size of a mature national-wide, universal systeat tieally fulfils its main objective of facilitatin
access to HE can be compared to the biggest betiails of a country in terms of outstanding debt and
number of clients.

(267) The amount of working capital needed depends oerakv¥actors as the number of new
borrowers per year (G), the income of graduates i) length of the training period (n), the iditia
amount of the loan (C), the repayment ratg (n the case of Bulgaria one can use the follgwin
estimations:

- G = the number of new borrowers in a year = baboea per yeax participation rate in HE&
loan take up rate = 75 0600,5x% 0,5 = 18 750. (i.e. size of a cohort of borrowers)
- C=loan amount per year = loan amouritO = minimal wagex 10 = 220x 10 = 2200 BGN.

- B =income per year of a freshly graduate = 8A® = 6000 BGN.

- O =repayment rate = repayment per year / incomegear = 0,06.

(268) If the training period n=5 years, then the follogjiformula gives the size of the system'{S)

cm
S=G|C DZ j+aB Df(i ~1) | =18750{2200015+ 0066000465 =3,7 Md of BGN
i=1 i=1

(269) The size of a matured student loan system calculatpresent value is 3,7 billion of BGN. It
must be noted that when designing a student lostersythe matured size of a scheme should be taken
into consideration, since the consequences of aiyré will appear in this order of magnitude. It
means that this amount of money must be put in& system during the first 30 years. In this
parameter setting the number of clients will inseegradually to 600-700 thousands.

MARKET SIZE (Milliard, BGN)

approximately

Student Loan Debt 3,7

Domestic Debt B

Foreign Debt 50
Table 1.

(270) The cost of interest rate subsidy can be easilgutated: 1% of interest subsidy results in a
public expenditure which can be calculated as 1%heftotal outstanding debt. In our example it is
0,01x 3,7 = 37 Millions of BGN every year (as expresse@resent value). Following this logic the
public expenditure of a 2%, 3% or 4% interest sjosiquals annually 74, 111, 148 Millions of BGN
respectively, and so forth. As this expenditurexpressed in present value, these numbers should be
compared with the present size of the educatioméudOtherwise interest subsidy itself could crowd
out, and practically absorb substantial proportanhigher education budget). According to our
estimation the interest subsidy according to threetti Bulgarian draft law on student loan is royghl
about 3%. (the consecutive amount in present vafug% interest subsidy in such a scheme thus
roughly 111 Millions of BGL/year as expressed iegant value, which according to our estimation is
roughly the 28-30% of the higher education budget.)

“2The proof of this equation is available upon resjue
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(271) The net financing need of a given year is the chasfghe total debt. If total debt increases
new financing funds have to be involved (the finagmeed is positive). The net financing need is in
effect the result of three components:

+ new loans to students,

+ accumulation of the interest rate on the axgstlebts,

- repayments of graduates.

Graph 2. depicts the net financial need’s evolutiotime.
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(272) In a mature system cash-inflows of graduates’ reqgangs are just financing the cash-outflows
of new loans; therefore the only financing needli® to accumulating interests on the working
capital.

(273) The size of the system — 3,7 Milliards of BGN ai@®d-&00 thousands of clients — confers real
importance to the questions here below:

@ How is it possible to reduce the financing codte firice of the money involved)?
(i) Is this loan system part of the state budget osidaned as private debt (classification
problem)?

(iii) How are the corresponding risks and administratmsis shared?

(iv) What are the cost effects of a given subsidy-p@licy

1.2.) Transformation of cash flows, risk and return

(274) One of the basic concepts of economic literaturdnas risk and return goes together. If the
investor bears more risk then he/she will expeatencompensation in form of return.

(275) Financing costs should be reduced via wide competdf investors from the capital market
(domestic and foreign banks, mutual funds, pentiads etc.). The problem is that the players of the
capital market are used to regular lending scheiegever, an income contingent student loan is
very different from a traditional loan with fixegpayment (so called “mortgage type loan”) from
several aspects:

- no fix maturity,
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- no fix cash flow,

- no collateral,

- income verification is needed, tax authority shdogdinvolved, protection of personal data to
be assured,

- debts are cancelled in case of retirement, disgbili

- debts are not inherited,

- early repayment is possible without extra fee amiphment”,

- heterogenuos portfolio: the riskiness of the indlisl borrowers are very different,

- significant political risk: politicians want to q@opular by certain modifications (concerning
eligibility, amount of loan, interest rate, graceripd etc.) that may seriously harm long-run
financial sustainability.

(276) That is why investors are usually reluctant to fice directly an ICL scheme and to take all
the corresponding risks. That is why there is adné® some kinds of state intervention that

transforms the cash-flow and the risk-return charéstics of the student loan debt portfolio before
passing it to the investors. See Figure 1.

FUNDS FROM STUDENT LOANS
CAPITAL .
MARKETS TRANSFORMATION Income contingent

Mortgage type

- cash-flow
- risk
- return

Figure 1.
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1.2.1.) Transformation of cash-flow:

(277) Graph 3. illustrates the difference between thé flasvs of an ICL and loan (red) of the same
maturity but with fixed repayment (blue).

7 9 11 13 15 17 19 21 23 25 27 29

ye ars

Graph 3.

(278) There are two main differences between the castsfl&irstly, in case of IC repayment, cash-
flows are stochastic that have to be converted firel instalments; therefore the transformer must
operate an efficient liquidity management systeoredasting cash-flows and optimising between
inflows and outflows). Secondly, an ICL schemenbkerently more patient: (2) the weight of the
repayment cash-flow is much more on the later yedais, investors requiring fixed and equal
instalments from the beginning will need signifitaash-flow compensation in the first years.

1.2.2.) Transformation of Risks and Return

(279) In a private system of investors in a competitimgi®nment the interest rate on the student
loans would consist of the following elements:

Interest rate = Riskless interest rate + Risk pvemt Margin (due to operational costs)

- Riskless rate represents the time value of the ynone
- Risk premium is to cover the losses due to nonymagat.

- Margin is to finance operational costs.

(280) While the level of the riskless rate is fairly sgtatforward (Treasury bond rates are around
4,5-5% in Bulgaria), the required risk premium anel margin are very dependent on the efficiency of
the loan scheme and the risk-perception and rigksan of the investors. A well-designed loan
scheme will exhibit low risk premium and low margihthe same time. Without state intervention,
however, the market could easily break down, bex#us interest rate could be so high (especially in
case of bad design, no competition or high riskrsiga of investors) that students would definitely
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refuse to take up the lo&h.

(281) State might intervene in order to diminish the riest rate paid by the students by taking over
one part of the risks. In a system where statenfiea all the losses of non-repayment and all the
operational costs, investors would risk nothingttsey would expect only the riskless rate on their
investment, thus the interest rate of a student lwauld equal the riskless rate. In many countries,
interest subsidy is even higher; it covers not @he/risk premium and the margin, but also a pfrt o
the riskless rate. As we have seen in the 1. Chdpmekind of excessive, non-targeted interest rat
subsidy is not fair and financially not sustainaisle¢he long run. Furthermore, if the interest rite
below the Treasury bond rate it creates obviougrage opportunity of taking up the loan and buying
immediately treasury bonds, so in this case stalbsidy is practically spent on well-informed, less
needy students’ extra profit. Clearly, this is aveese redistribution of taxpayers’ money.

(282) Seemingly there is a good solution, because ita@agn either with or without state subsidy.
But the possible solution is to avoid the two extes and to apply a reasonable, sophisticated state
subsidy policy. To sum it up, a well-designed scldras three main attributes:

- Interest rate of student loans is not less thaasingy bond rate.
- Risk premium and Margin are low.
- Risk premium and Margin are financed (studentsstatd) in an optimal mix.
(283) The key point of the mechanism design is to deteenthe optimal risk-sharing mix that

depends also on country-specific factors. Herevibele describe the Hungarian solution and the
rationale behind it.

(284) Let us take the risk premium first. The causesisk of non-repayment (default) can be
divided into two parts:
- Individual factors (death, disability, emigratidow income, sporadic unemployment etc.)

- Systemic factors (macros chocks, recession, glabamployment, bad parameterisations,
political changes)
(285) Individual risk factors can be modelled and théfieets can be calculated, therefore these risks

can be priced. However, systemic factors are ratheertain and unexpected; therefore their prigng
almost impossible. In this sense default lossesatsnbe divided into two components:

Default losses = Expected (individual) losses +Xpaeted (systemic) losses

(286) The Hungarian income contingent scheme, which goad example from many points of
view, followed the principle that the expected, iudual losses have to be financed by the risk
community of the borrowers. That is why the intenede of the student loan comprehends a risk
premium corresponding to these kinds of risk. Ttk premium is variable and is recalculated every
year according to the actual facts and expectafioins between 1,5-2%). These extra 1,5-2% lead to
overpayments of those borrowers who succeed typ fepay their debt before retirement without any
default event. Expected losses of other, less lukyowers are financed from these overpayments.
Theoretically this is a kind of “joint-liability” sheme where borrowers provide cross-guaranty tb eac
other® If for example it turns out that incomes are lowamd/or repayment discipline is worse than
expected last year, the risk premium will increasebetter borrowers have to pay the bill. In thas/
borrowers are responsible for each other. We amvicoed that this fact contributes to the
surprisingly good repayment statistics in Hungamoie than 98% of the scheduled repayment

3 Because of the threat of moral hazard and adssigetion investors are also reluctant to lend manerery
high interest rate.

4 Economic literature states that one possible rgnédnoral hazard and adverse selection emanating f
asymmetric information situation is applying joli@bility contracts.
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obligations come in).

(287) At the same time unexpected risks related to systpmablems are born by the state in form
of explicit state guaranty behind the whole systkmmeans that in case of a macro chock when all th
graduates are unemployed or leave the countryeoinda civil war; or if it turns out that the systés
completely badly designed without hope for recovémgd parameterisation, unforeseen adverse
selection mechanism, inefficient collection meckamnidue to grey economy etc.) state will
consolidate the system. However state guarantyatdmn called down in case of individual defaults
during normal operation because these kinds ok®sse foreseen and covered by the cohort risk
premium.

(288) Operational costs are also shared between the coitymaf borrowers and the state in the
following way:

- The set up costs of the system were paid by the. sta

- Regular costs of operation are financed by thedwaers in form of a margin of 1%.

(289) The 1% of operational cost is also exceptionalhi@ international practice and shows the
efficiency of the administrative system and thdesmtion mechanism.

Hungarian model of optimal risk-sharing mix:

Interest rate = Riskless interest rate + Risk puvemt Margin (due to operational costs)
Students Students: individual risk Students: cost of operation
(risk premium) (margin)
State: systemic risk State: set-up costs
(state guaranty) (in cash)
Figure 2.

(290) Given the fact that a significant part of risks amkrational costs are taken over by the state
(in form of state guaranty and upfront financingloé setup costs), the risk premium and margin paid
by the students are reduced to a properly low |éval makes student loans fairly attractive from

borrowers’ point of view, especially in compariseith bank loan rates available on the free market
without collateraf?®

1.3. Providing financial funds

(291) Wide competition of investors is desired, that ngetrat all possible investors have to be
targeted from Bulgaria and from abroad, being iittligl and institutional (banks, mutual funds etc.).
The proper device of this wholesale lending cathkdollowings:

® issue of student loan bonds on the domestic oigiordebt markets,

5 In Hungary: Interest rate on student loan = rigle frate (7%) + risk premium (2%) + margin (1%) %l@hile bank loan rate = over 20%
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(i) loan agreements or credit lines with big banks,
(iii) receiving investments from pension funds, etc.

(292) For the reasons set above, a student loan inetitudis an agent for the collective, can borrow
on behalf of the cohort. Specifically, it could mw at a rate not much higher than the government’s
cost of borrowing if an explicit state guarantypi®vided as in Hungary, because in this case their
investment can be considered practically risklessnfinvestors’ point of view. Students pay the
riskless rate on which a cohort risk premium isesupposed, plus a margin due to operational costs.
State can decide to what extent and in what forshail intervene in order to reduce the risk premiu
and the margin to be paid by the students. Whaeksaiders will be interested if the proposition
makes commercial sense, to whit,

0] security (state guaranty);
(i) predictable timing of repayments (fixed, traditiboash-flows);
(iii) a market rate of return (corresponding to the risksstors are bearing).

(293) If only some preselected Bulgarian retail banksewgwolved in the financing, then the
competition would not be complete and the finandystem would be suboptimal in the sense that the
financing cost would be much higher than in thevabproposed wholesale model.

2. Customer service and administration

(294) We have seen that the number of clients (studemdsbarrowers) can gradually increase to
600-700 thousands in 20-30 years. This leads tantpertance of client service and administration.
This task consists of several subtasks such asnf@)mation and marketing; (2) processing of
documents and data; (3) running bank accounts.

2.1. Information and marketing

(295) Needy students coming from poor families are uguabktremely risk-averse. The risk
aversion is due to cultural factors but also tokla€ information. Student perceptions, and risk
aversion can and should be changed with targete#letinag highlighting the benefits of loans for
students. (Because of the remaining, culturallyeritbd risk aversion of needy students, the student
loan system has to be completed with sensible gtzaged on means testing.)

2.2. Processing of documents and data

(296) This task includes contracting, handling contraotd keeping personal accounts up-to-date.
These tasks necessitate either wide client seinfcastructure or implementation of high-technology

Internet data-warehouse. While a mix of these Ewistis also possible we analyses the two basic
models (traditional and e-business). In both of thedels the key point is the security and the
protection of personal data.

(297) Domestic retail banks relying on their existingrédtructure can offer traditional personalised

client service. The advantages of this solution(dygersonalised meetings can help information and
marketing processes; (2) meeting with studentsstigsficant value for banks that can motivate their

participation. The education and the motivatiomhef bank staff are crucial.

(298) In the e-business model a high-technology datatwarge is built up and contracting is
proceeded via Internet. The main advantage ofdlistion is its cost-efficiency. Careful design and
implementation is very important. It can be cogtlghe short run but in the longer run this carthee
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cheapest way of data proceeding.

2.3. Running of bank accounts

(299) The lifetime value of the cohort to retail bankgi®rmous.
- The minor (because short-run) benefit is the stiislemspent current account balances.

- The major benefits are the value of the studeiifigdirhe custom — unspent balances,
borrowing (to buy a house), and saving (e.g. penaazumulations).

(300) Retail banks will be anxious to participate prodidhe proposition makes commercial sense,
to whit,

- a proper return to shareholders, especially in fren of market access to lifetime
customers;

- PR benefits.

(301) Thus, retail banks would be very keen to captundesit customers at an early age. They are
willing to pay for the right to participate in tretudent loan system. If a quasi-government entity
administers students’ bank accounts, it would tbape benefits; but once a student graduatest(if no
before), he/she would open an account with a privetail bank. In effect the government would be
‘giving away’ students for nothing, totally wastittge potential benefits, and thus grossly violatisg
mandate to get the best possible deal for studelts indisputable that those retail banks whose
competitive bids qualify them for membership of thans ‘club’ should disburse student loans. The
government is in an enormously strong bargainingjtipm: for market-share reasons no retail bank
will want to be left out. The point is criticala-bank, which loses its share of a cohort of stigjéras
lost those potential customers forever. The goventns thus a monopoly seller in the same way as
with the sale of licences to operate a mobile plsmmeice.

(302) There is a case for altering the procedure in §eaBecause speed is essential, there is a case
for opening negotiations with a single bank, whiebuld then assist with implementation, both in
administrative and PR terms. If this approachdispsed, however, it will be important to have rebar
for regulatory constraints concerning competitiaw.l Thus, even if a deal is struck with a single
bank for the first year of the scheme, there issedor allowing other banks to join the ‘club’ thre
same terms, even in year 1.

3. Collection of repayments

3.1. Repayment rules

(303) The collection of income contingent repaymentsdsy\similar to the collection of taxes and
social insurance contributions. Regular incomefioation is needed; therefore the involvement ef th
tax authority is inevitable. State has natural npmhp to collect income contingent repayments
because of its special rights and the economyaiésc

(304) The repayment rate can vary around 6-8% of thesgmsome as the international practice
shows. This element should be carefully designesksuire the recovery of the debt before retirement
on one hand, while not jeopardising the livingle graduate on the other.

(305) In the Hungarian system the repayment rate is G%Wverybody, but the lender institution has
the right to raise it up to 8%. If the repaymerierimcreases, the amount of the repayment increases
too, so the repayment period will be shorter. Havepure proportionality is fairly rare in the
worldwide practice. For example, in Great Britailtdme continent repayment begins only above a
certain threshold while for example in the Nethedthere is a reverse situation: repayment becomes
income-contingent below the given threshold. In gany the threshold is the actual minimal wage
and borrowers have to repay 6% of the minimal wagef his own income, which is maximal. This is
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an important feature that contributes significarttty the efficiency of the collecting mechanism:
borrowers have to repay in all cases: even if tilgome is less than the minimal wage. It may seem
too demanding or unfair at first sight. Obviously,has significant advantages from the lender
institution’s point of view. They can always haventact with the borrowers; regular repayment
obligation makes the borrowers more disciplined arakes the administration relatively easy and
cheap. While the nominal amount of the monthly mimin repayment is fairly low (equals
approximately the price of an average book), tlebability that borrowers will not be able to actéev
full repayment before retirement is significanthduced. Borrowers understand that this is a lodn an
not a grant, and if they do not repay, someoneiel#ee risk cohort will have to pay the bill. Ahese
advantages emanating from the minimum repaymentinesgent make the system more efficient in
financial terms and allow for more favourable laanditions (higher allowance, lower interest rate
etc.) After all, borrowers profit from this seemingtrict regulation.

Furthermore, there is a clear tendency on the laboarket almost in every country that an
increasingly smaller portion of individual incomenses from work-based earnings: loose, contractual
relationships prevail more and more over permantetitime employment. These contract-based,
temporary earnings are difficult to charge andtimeo welfare systems (health care systems, pension
systems etc.) it is an actual issue to requirerdamim contribution even in case of unemployment or
inactivity, saying that they obviously have sommsficial supplies to live from.

(306) A frequently raised issue is whether it is a gooticy to let the employer assume the burden
of student loan repayments of his employees, addaehis amount from their tax base. On one hand
it can be an efficient incentive to repay, but lb@ dther hand it diminishes the tax income of thées
The answer depends on the relative strength dinbepposite effects.

3.2. Role of tax authority

(307) The role of the tax authority can be either direcindirect. In the direct system the whole
student loan collection is backed upon the taxectibn mechanism:

® employers deduct monthly instalments and transfdirectly to the tax authority,
(i) tax authority administers individual accounts amerivenes in case of omission,
(iii) at the end of the tax year borrowers make individatlement,

(iv) tax authority passes all the repayment cash-flavatd the lender institution(s).

(308) In the indirect system the tax authority providedyoreliable information about personal
incomes to the lender institution(s). The lendestiiation receives and administers repayments,
manages omissions and defaults.

(309) It is of doubtful legality, if personal data abowicomes can be delegated to the lender
institution that is profit seeking and competitivear the sake of the protection of personal dats, i
inevitable to establish an intermediary institut{@frit is not the tax authority itself) to admités the
scheduled and the real repayments.

(310) In the heart of the whole collection mechanism Ity issue of the repayment moral. The
efficiency of the system heavily depends on thestioe if borrowers can repay, want to repay and/or
feel forced to repay at all. From this point of wié is crucial that the agent that has the task of
collecting repayments be effectively motivated he success. It is important to emphasise that full
state guaranty behind each individual debt serydugims all the incentives of the collecting agémt.
the first years of the operation one can witnessd how borrowers are disciplined and committed to
fulfil their obligations. Bad behaviour is intoxiddg, if it happens that borrowers several times
successfully escape, then the others will folloe #xample, and this can easily turn into a vicious
circle that breaks down the whole system. Fortupatiee positive feedback is also prevailing in the
good direction; the culture of responsiveness amgectness can be established and spread over if th
student loan institution takes its mission seripusl
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(311) In the Hungarian system the tax authority is omiginectly involved in the collection
mechanism. The state-owned Student Loan Company a¢harge of collecting income contingent
repayments from the graduates with the assistahttedax authority. They have approximately 250
thousands of clients (150 thousands of studentsl@@dhousands of graduates) while the department
of collection consists only of some 30 employeta.dorrower omits an instalment to repay they send
a letter of alert him, and after 6 months of nopaggment his contract becomes dissolved, the claim
becomes due in a lump sum, and the tax authorityewtash it. (Moreover his name will be added to
the interbank list of bad borrowers.) Thanks toséheneasures the repayment moral in Hungary is
fairly impressive: less than 2% of the contractsdissolved per year for the reason of non-repagmen
and also in these cases the tax authority sucteedsover a significant part of the débt.

4. Professional and political regulation and cdntro

(312) It goes without any doubt that a central institmtithat represents the public interest
concerning the student loan system has to be irgehaf regulation and control. This is a twofold
task, and these two aspects tend to be quite dpgostach other in the practice.

() The objective of theprofessional regulation and contrds to keep the system on its
equilibrium path in a changing environment. Equilim essentially means financial stability in
this context, but in a wider sense it refers todapability of the system to fulfil its mission tine
long-run. Parameters of the system (interest rafggyment rate, monthly allowance, eligibility
criteria etc.) should be flexible with reasonaleitiations in order to make the system capable of
adjusting to the ongoing demographic, economic (Bndome extent) political changes. The
continuous monitoring of the system is essenttaindludes forecasting, modelling, controlling
and feedback modifications. All of the monitoringdacontrol procedures have to be free from
particular and short-run interests of profit-segktayers.

(i) The objectives opolitical control are to determine the mission of the system, tonbarse
the interests of the stakeholders, to assure lieastudent loan system is effectively adjusted to
the higher education strategy of the country.

(313) It is desirable to keep the balance between theswts of aspects in relation with a scheme
that promotes meaningful discussions and comprangece professionals can be characterised by a
prudent and rather parsimonious attitude which neault in a prudent but from policy point of view
insignificant marginalised system. On the otherdhpaliticians and policy makers are always tempted
to be generous without thinking much about longereonsequences.

5. Putting it all together: the institutional model

5.1. Delegation of tasks

(314) Tasks (financing, information and marketing, clisatvice and administration, and running of
bank accounts, professional and political contesh not necessarily attached to each other. They
should be optimised separately. Each task hag tebegated (outsourced) to the stakeholder that is
supposed to be the most efficient to solve it. $ymtem has to be organised in such a way that allow
exploiting all potential positive external and syme effects in order to make the student loan
conditions as favourable as possible to students.

(315) We can conclude that:

() Financing funds should come from the capital markeform of wholesale lending. To keep
down the financing costs the best solution is tsués open market debt instruments with
standardised maturity and conditions that are famib investors.

“® The detailed description of the Hungarian colettnechanism can be found in the Supplementariose@.
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(i) State has to cover a certain part of the risks @merational costs in order to encourage
students and investors. The optimal mix is counprgeific but we suggest to delegate expected
risks to the students’ community while unexpectgstesnic risks should be born by the state. At
the same time state can help the implementatidheofystem by financing the set-up cost of the
necessary institutions. The normal costs of eveny-dperation can be paid by the students
themselves, provided that costs are sufficiently o a well-designed and well established

system.

(i) The main providers of information and marketing daan state, universities, union of
students, banks and other stakeholders. A globell-targeted marketing strategy is needed
together with the involvement and motivation ofstfikeholders.

(iv) In all cases processing of documents and data sitates the establishment of a high-
technology data warehouse. Contracting and cliemice can be organised either in a traditional
way using retail bank’'s existing infrastructure directly in an electronic way via internet
connection.

(v) The running of students’ bank accounts definitedg ko be left to the bank sector, this task
being their core activity. The selected, highlykeeh customer portfolio of future graduates is
extremely valuable to them for several reasonsait motivate them to participate in the tasks
related to marketing and client service; and absprovide favourable bank account conditions to
students.

(vi) The collection of repayment is the very essentigkt Tax authority should be involved
directly or indirectly. Income contingent repaymeatses the issue of the defence of personal
data. Profit seeking banks must not have accedisdct information on individual incomes.

(vii) A Student Loan Centre has to be set up to reprgadiic interests and to exercise control
rights both in professional and political sense.

5.2. “Retail Bank model” versus “Specialised Ingttin model”

(316) The success of the student loan system heavilyndispen the financing method. Basically
there were two basic requirements to meet. (1)rk€ing fund has to emanate from private resources
in order not to burden the state budget. (2) Fimancost has to be kept on the lowest level possibl

(317) Let us examine the two competing models of finagic(a) Retail banks offer loans to students
from their own funds — as it is described in thdgatian Student Loan Dréft (b) A specialised
institution (Student Loan Center — SLC) offers lpao students and refinances student loans by
issuing debts on the capital market — as in Hungary

(318) Both a) and b) models fulfil the requirement ofvate funding (1). But a specialised
institution can achieve much cheaper financing beeahere is a much wider competition among
investors if all the players of the capital market g. domestic and foreign mutual funds, pension
funds, insurance companies etc.) are involved atdonly retail banks presented in the domestic
market. The market is much wider and more transpanehe case of an open market bond issue than
that of negotiations between retail banks and thie s

(319) The second problem with the “retail bank” modeletated to the repayments. It is obvious
that banks are not able (and not willing eitheryadect income-contingent repayments. First, beeau

they have difficulties to monitor individual incomé@ax-authority would not provide this information

for profit-seeking institutions), and secondly, dese they are not used to manage loans of suciga lo
maturity and of such a volatile cash-flow.

(320) The third problem with the “retail bank” model islated to the state guaranty. Only a state
guaranty can assure sufficiently low financing cdstthe “retail bank” model the state provides

7 But here we only talk about income-contingent yepant. We have already closed out traditional,dil@ans
as not desirable solution in the 1. Chapter.
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guaranty on the assets of the banks, namely osttitkent loans themselves. It means that if a defaul
event occurred then a specialised state fund wioutdediately fulfil the commitment in place of the
graduate. It is quite evident that with this assde state guaranty banks would not be motivatedl at
to quest for disappeared borrowers and to forceghayment, because it is much easier to call down
the guaranty.

(321) The fourth problem with the “retail bank” model islated to the zero-profit operation.
Naturally banks are free to offer students loarth wisk assessment and market conditions in atprofi
seeking way. But in a system with state guarantgre/hisks are practically excluded, there is namroo
for profit. But if student loans operate in zer@ffrway, this portfolio should be clearly separhte
from the bank’s other activities, which can beidifft and questionable at the same time.

5.3. lllustrating the functioning of an existingl@odel (Hungary)

(322) In Hungary first we designed a “specialised insititei’ model with direct involvement of the
tax authority see Figure 3

The original model
Flow of funds

1 Borrowing from the capital market
2. Repayment to the capital market
3 Student loans

(transfer to bank accounts)
4 Income contingent repayment
5. State guaranty

TAX
UTHORITY
3 4
Retail banks Employers
Students - Graduates
Figure 3
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(323) But finally mainly for technical reasons we haveegmed a model where the tax authority is
only indirectly involved, see Figure 4

The actual model
Flow of funds

1. Borrowing from the capital market
2. Repayment to the capital market
3. Student loans

(transfer to bank accounts)
Income contingent repayment
State guaranty

o s

TAX
UTHORITY
3 4
Retail banks Employers
Students - Graduates
Figure 4
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(324) SLC offers the student loan by involving privatends via open market bond issuance and
stand-by credit lines. Student loans of long andefmite maturity are on the asset-side of the
institution’s balance sheet, and refinancing dedrts on the liability-side. Refinancing debts are
mainly fix-income securities with cash flows sinnita that of treasury bonds, see Figure 5

The balance sheet of
the Student Loan Company

Assets Liabilities
Student Loans Issued Bonds
INCOME CONTINGENT FIXED REPAYMENT
variable interest rate fixed interest rate
Figure 5

(325) The SLC transforms the private fund into studeah®managing the liquidity risk, the market
risk and the credit risk of the whole portfolio. & ktate provides explicit liability-side guarantich
means that the guaranty can be call down only {€ $i not able to meet its obligations of repaying,
its debts on the liability side because of systenmsks (civil war, mass emigration of graduates,
serious economic recession etc.). In a normal tsiwaf a given borrower defaulted the lender
institution can still recover this loss from thepagments of the other borrowers and there is nd nee
for state guaranty. State guaranty is called domy if the risk community of borrowers defaulted as
a whole, which is a high impact but low frequenegm®. Access and loan conditions are universal
without risk assessment (another feature that miakd&tional bank loaning meaningless). The lender
institution is the SLC. SLC determines loan cowdis, administers the student loans and collect
income-contingent repayments. Students have their lmank accounts, and SLC orders the student
loan allowances to these accounts every month. 8aelps the SLC to collect the filled in applicatio
forms. They are very motivated to get new clientshis way and keep them as long as possible, so
retail banks are competing by offering better ahdaper bank-account services and if they wish to
finance student loans, they can buy student loaa$on the capital market.
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Supplementary Section to PART III.
Economic environment

Sources of information
- Homepage of the Bulgarian National Bank

http://www.bnb.bg/bnb/home.nsf/fsWebIndex?OpenFisehe

- Homepage of the Bulgarian Ministry of Finance
Governement Debt Management

http://old.minfin.bg/inpage.php?id=781&languagedesiy

- Homepage of Eurostat:
http://epp.eurostat.ec.europa.eu/portal/page? d=af@90,30070682,1090 33076576

& dad=portal& schema=PORTAL

- Balkan Monitor

http://icegec.hu/hun/publikaciok/balkanmon_arcHite.

Basic data (2005)

Population, total (millions) 7,7C
Population growth (annual %) -0,5(C
Life expectancy at birth, female (years) 7€
Life expectancy at birth, male (years) 69
Poverty headcount ratio at $2 a day (PPP) (% ofilatipn) 6,1(C
GDP (current US$) (billions) 27,1¢
GDP growth (annual %) 6,2(C
GNI per capita, Atlas method (current US$) 3 51(
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Currency board (2008)

Exchange rate is fixed: EUR = 1.95583 BGN

Foreign debt (end of 2007)

Bulgaria's gross foreign debt totaled 26.248 hilleuro ($38.529 billion) at the end of Novembet las
year, up by 30.5% from the end of 2006, the cousitcgntral bank said on Thursday. The end-
November gross foreign debt figure was equivalen91.8% of Bulgaria's gross domestic product
(GDP) projected for 2007. Bulgaria's long-term debts 17.676 billion Euro at the end of November
and short-term debt totaled 8.571 billion Euro, Butdgarian National Bank said in a statement.

Domestic debt (2007)

By end-January 2007 domestic debt totaled BGN 2599 thousand in nominal terms. The share of
government securities issues in total debt was 8&.@ent (BGN 2,536,107.6 thousand).

Treasury bond yield curve (end of 2007)

Bulgarian TB rates are very close to the Euro ymldve: approximately 50 bp of difference. The
riskless rate is around 4,5 - 5%.

yields on govt securities in Bulgaria and euro areacurves 28.12.2007
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Interbank rate - SOFIBOR (2008)

overnight (ON) 14.960

Spot week (SW) [5.273
2-week (2W) 5.425
3-week (3W) 5.675
1-month (1M) 6.376
2-month (2M) 6.477
3-month (3M) 6.660
4-month (4M) 6.743
5-month (5M) 6.818
6-month (6M) 6.890
7-month (7M) 6.899
8-month (8M) 6.974
9-month (9M) 7.056
10-month (10M) [7.158
11-month (11M) [7.306
12-month (12M) [7.562

Base interest rate (2008)

It is around 4,5%.

Inflation (end of 2007)

Bulgarian inflation eased back ever so slightl{piecember, from a 12.6% annual rate in November to
a 12.5% in December. According to the National iSias Office today the slight downward
movement was produced by falling prices for telecamications and for an easing up in the rate of
increase on food and transportations costs. Nesledb, Bulgaria's rate is still the second-higlest
the European Union after Latvia.

Bank loan rate (end of 2007)

The cost of consumer loans denominated in the lo@akncy was up to 10% in late Nov 2007. A

month earlier, the average rate was 9.9%. The ngbtveas triggered in Sept when the central bank
took steps to cool domestic credit growth by rajdiime minimum required reserves on deposits from
8% to 12%. The Nov gains mean consumer loan rageback to where they started the year at 10%.
The banks released 254.3 min levs in consumer lmaN®v. The growth rate accelerated slightly to

45% from 41% in Oct. The share of consumer loartstad bank loans is down to 47.5% from 50% a
year earlier.
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Economic growth (end of 2007)

Increase in consumption and intense investor dietviare the main factors leading to economic
growth in Bulgaria. Economists expect a 6.2 pet bP growth rate in 2007. High internal demand
and the positive effects of the EU membership Witther economic growth in Bulgaria in 2007.
Pensions and salaries will also increase, whichexipand the purchasing ability and expenditure of
households. The investment potential remains higle. EU entry adds to the appeal of Bulgaria that
already offers low production expenditure. At tlzeng time the access to EU funds will also play a
role. Improvements are expected in 2008, when thumtcy’s production capability will go up. The
actual utilisation of EU funds is expected to bethiat year, the report said. In March 2007 Moody's
changed the outlook on Bulgaria’s long-term foreégml local currency government bond rating Baa3
from stable to positive.

Labor market indicators (2007)

Jan |Feb [Mar |Apr |May [June PJuly |Aug [Sept

Employed (1000) 2282] 2289 2308| 2320| 2331| 2343| 2354| 2353 1337
Unemployed (1000) 358 351 330, 310 290| 275 268 259 251
Unemployment (%) 9,7 95 89 84 7.8 74 7.3 7 6,8

Average monthly

wages and salaries (BGN) | 377 380, 396 400 411 408 420, 419 434

Clear tendency of increasing employment and salafiee minimal wage is 220 BGN.

Demography (end of 2006)

The population in Bulgaria was 7 679 290 in the ehd006, shows data of the annual survey of the
National Statistical Institute. The average densifythe population is 69,3 persons on a square
kilometre. For a year deaths compared to birthse hdecreased with 39 460 people, which makes
0,5% of the total number. The number of women ihgBuda is 51,5%, which means that to every
1000 men there are 1064 women. In the end of 2@6&bkof 70,6% of the people were already living
in towns and only 29,4 in the villages. There dranges in the age structure of the population, lwhic
is getting older. The average age of Bulgarianmis 41.4 years. This means that 4 820 000 people
are in their working age. People living in the haeeas live longer than those living in the tovamsl
cities. A total of 74 495 were born in Bulgariative past year, 99,3% of which were born alive. The
number of babies born in 2006 compared with 20085 tgen with 2903 children. Birth rate in
Bulgaria has already reached the rate level inragMeuropean countries such as Italy, Greece,
Hungary, Austria, Lithuania, Latvia, Slovenia, Rala Switzerland and Germany. The death rate is
113 438. A total of 32 773 couples have marriedliersame period.
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Part IV
Experiences on student loan schemes and a conyearati
analysis

(326) There is a number of student loan schemes arowngltbe. Salmi and Hauptman (2006)

identified more than 60 countries with student Isahemes, Jonhston and Marcucci (2007) mention
70 government sponsored student loan schemes a@D@F07) reports on 17 member countries
with Japan starting its loan scheme already in E9tBHungary joining the group in 2001.

(327) Below, we look at different loan schemes in terrhithe characteristics that are important in
regard to establishing a loan scheme:

® type of expenses covered by the loan (fees andinglexpenses),

(i) size of the scheme (eligibility for the loan),

(iii) repayment mechanisms (mortgage vs. income contirhggm scheme),

(iv) interest rate,

(v) subsidisation and grace period,

(vi) administration of the loans (institutional set-upyith special emphasis of the role of the
Government,

(vii)  efficiency of the student loan scheme,

(viii)  position of the student loan scheme on correlatigih other instruments of student

support.

1.) Size of scheme (eligibility for the loans)

(328) The decision on eligibility for loans originatesifin the policy aims related to the loan scheme
and to the resources that are available for theatipf the loans. If the eligibility of the loacleme

is very limited then it is in our view in contratian with the principle of universally availablealos.
Salmi and Hauptman (2006) identified five condiicaround which governments usually limit the
provision of loans:

0] support of needy students vs. support to studegErdless of their social and economic

status,
(i) support of undergraduate or graduate level studerggidents at both levels,
(iii) support to full-time students vs. support to fulk¢ and part-time students
(iv) support to distance learners vs. support onlyaditional students and

(v) support to the students studying at the public érigtducation institutions vs. to students

of both public and private higher education insiatos.

(329) A lot of countries with a loan system do not requstudents to mean test in order to borrow
money. Means testing is more typical for grantseréhare, however, countries where the participation
at the loan scheme is means tested such as Cdbhilie, China, Germany, Italy, Japan, Kenya,

Poland or South Africa (Jonhston, B., D., Marcudi, N., 2007; Salmi, J., Hauptman, A., 2006;

Vossensteyn, H., 2004).
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(330) Further, majority of the countries provide loansbtith undergraduate and graduate students
(e.g. Federal Perkins Loans in USA) while there smene countries that limit the loans only to
undergraduate or graduate students (Jonhston, B.MBrcucci, P., N., 2007). For example, in
Scotland only undergraduate students are eligiblsttident loans (ibid.).

(331) There are different approaches also towards fuétiand part-time students. Part-time
students are in general less covered by the finhicipport than full-time students. It is probably
assumed that part-time students have more posishilo work to cover their expenses. What we have
seen from the data provided by Vossensteyn (2@0that the support to part-time students is usually
linked with paying the fees and only in limited satp cover living expenses (see for example the
case of UK or Latvia). In Denmark and the Nethattapart-time students are not eligible for loans at
all (ibid.). On the contrary, Poland and USA pravidans to both full-time and part time students
(Salmi, J. Hauptman, A., 2006). We agree in thesiavith Nicholas Barr (1993) who argues that loans
should be provided also to part-time students deoto increase the openness of higher education to
these students. This argument is supported byattigHat in several countries the number of pareti
students forms a large group of the student body. éxample, in Slovakia part-time students
represent over 33 % of students at both public @mnéte higher education institutions (Ministry of
Education of Slovakia, 2007). In Poland more tha®#students at public and around 80 % in private
higher education institutions are part-timers, whiil Finland 50 % of students are part-time stuglent
(Vossensteyn, H., 2004).

(332) Supporting distance learners through loans is &ndfisue that is not viewed the same way
around the world. One approach towards the isstigaisdistance students have also costs related to
studying hence they should receive support (Salnfauptman, A., 2006). The differences between
regular students and distance learners can beiig lcosts, as distance learners do not spend time
directly at the campus (ibid.). However, distaregrhers may have other costs that are not typical f
regular students. At the same time, they are claiegs for higher education that represent extsésco
for them just like for regular students. The cassimilar to part-time students. Salmi and Hauptman
(2006) conclude that if one wants to be seriousuBapporting lifelong learning, then providing
loans to distance students is very important. Tla¥e examples of countries providing loans to
distance students. Oversees it is the USA that@tgpdistance learners through loans and alsogrant
(ibid.). In Europe, Germany includes distance stigldnto the overall financial support system
(Vossensteyn, H., 2004).

(333) The last controversial criterion defined by Salmdadauptman (2006) was providing loans
not only to students at public higher educatiortitons, but also to students studying at private
tertiary education institutions. Some governmerdsndt provide loans to the students in private
higher education institutions, because they viewasisubsidising private higher education (Salmi, J.
Hauptman, A., 2006). On the other hand, there avermments that see it important to provide loans
also to students at private higher education intits. One reason to do so is helping the needy
students (Norway). Another is supporting the chaifea student and the quality, i.e. best tertiary
education institution attracts students no mattegthver it is public or private one (ibid., OECD Zp0
The availability of the loans to the students frpnivate and public higher education intuitions is
typical for Asian countries (South Korea, the Riilnes, Thailand), but it also exists in other paft
the world (e.g. Kenya, Norway, Palestine, Polan8AUSlovakia) (Salmi, J., Hauptman, A., 2006,
Jonhston, B., D., Marcucci, P., N., 2007). We aspport financing students at private institutions,
but from more philosophical point of view, i.e. bese loans should be universally accessible.

(334) Beside these five criteria identified by Salmi adduptman (2006), there might be other
conditions defining the eligibility for loans. IneByium for example, loans are provided to students
coming from families with more than three childr@fossensteyn, H., 2004). In Estonia loans are
normally provided to full-time students, but pam¢ students who are trained to become teachers or
are already teaching can also apply for the lodnwere are also countries where loans are
academically selective, i.e. performance-based saghin Japan the JAS$CFirst Class loans

8 JASSO — Japan Student Service Organization
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(Jonhston, B., D., Marcucci, P., N., 2007). Anotpessible limit is age. For example in Germany only
students under 30 and in Hungary only under 35chggble for the state support (Vossensteyn, H.,
2004). In Sweden, on the other hand, the studeetelajible to apply for loan up to the age of 41
(ibid.). This age limit seems to us extremely haghit may cause that the borrower will not have
enough time to repay his/her d€bAnother example of criteria is citizenship. AgaimGermany also
citizens of other EU and European Economic Areanttites are eligible for loans if they have place of
residence in Germany, while for example in Dennm@ariEstonia student must be Danish/Estonian
citizen in order to be eligible for loans (Salmij,Hauptman, A., 2006, Vossensteyn, H., 2004).

(335) The highest proportion of students benefiting fretndent loan schemes is according to
OECD (2007) in Norway (100 %), Sweden (80 %), Aaisr(79 %) and Denmark (42 %). In the table
below we extracted the eligibility criteria for decountries:

Country Eligibility criteria Proportion of students
awarded the loan in % in
2004/2005 academic year

Norway Everyone in Norway. 100

Sweden Under 41 years old. Part-time students lggible for 80
reduced amounts of loans. Means testing only iardeg
to student’s income, the support is reduced basgeithe
income, but not eliminated.

Australia Citizenship or long-term residence in #aka. The 79
applicant do not use up-front discount for tuitifaes.
Open to most of the students.

—

Denmark Danish citizens, full-time students, atBshdourse mus 42

be recognised by state, over 18 years old.

Sources: OECD Education at the Glance 2007, VossgmsH., 2004,

2.) Type of expenses covered

(336) There are three approaches towards types of expehgible under student loans:
- tuition fees only (e.g. Chile),
- living expenses only (e.g. Hungary, Germany, Slavakfull-time students)
- tuition fees and living expenses (e.g. Slovakiar-fime students, USA, UK, Canada,

Kenya).

(Salmi, J., Hauptman, A., 2006; Jonhston, B., Darddcci, P., N., 2007, Amendment to Higher
Education Act no. 131/2002)

(337) There are arguments for and against the use o$ lwasupport living expenses. For example
Salmi and Hauptman (2006) argue that student |edmaild be limited to tuition fees as these
represent the investment component of what a stideramily spends for tertiary education, while
opening the borrowing to cover living expenses siilpport the lifestyle of the student and not lds/h
further education. On the other hand, Johnstoneéviarducci (2007) believe that one of the important
characteristics of a government sponsored studem $cheme is also sufficiency of the loan. This
means that the loan should be sufficient to enti@lestudent to participate in an appropriate fanm i
higher education without unacceptable personal ig&pon, unacceptable parental sacrifice or

“9 For details see the section on Theoretical backgtof this report.
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spending unacceptable amount of time in term-timpleyment (ibid.).

(338) The decision of specific government on eligibildf expenses to be covered by the student
loan depends on the overall system of supportudfesits (for details see the part on the “Position o
student loan scheme in correlation with other imaents for student support” in this paper). In any
case, the amount of the loan is limited in all éhcases. In regard to the tuition fees it is lichibg the
limit of the tuition fees set by the government (Ui if the government does not limit the tuiticres
then it limits the amount of loan that can be takem (USA) (Jonhston, B., D., Marcucci, P., N.,
2007). In case of living expenses there are diffeseays of limiting the amount of the loan. For
example, in Hungary, the amount of the loan carecowly half of the living expenses of a student
(Berlinger, E., Gonczi, E, 2007). In Slovakia thare fixed amounts of the loans that can be takén o
regardless of real costs of living and of fees (Awetthe Students” Loan Fund No. 200/1997 Coll.). In
the UK the amount of the loan dedicated to coverlithng costs also depends on whether the student
conducts his/her studies in the capital whereittieg costs are higher or in another city (Jonhsin

D., Marcucci, P., N., 2007). In Norway, if one Ismaithout parents then 40 % of the loan can bergive
as education grant (Vossensteyn, H., 2004). In Denmark, on the coptréie amount of a student
loan is the same regardless of whether she/hewitbsparents, but the amount of grants is lower fo
students living with their parents than for studemit living with their parents.

(339) As we have argued in earlier parts of the reporbeleeve that the student loan scheme should
be universally accessible and it should be largrigh to cover fees as well as reasonable livingscos
Simultaneously, we are convinced that restrictiognk by age limit and first study/first degree is
useful in order to secure long enough repaymenbgdthe age limit) and to limit one loan per one
person (providing the loan for only one BSc, one,MAe PhD).

3.) Repayment

(340) The repayment can take two basic types forms: ditivaal mortgage type repayment or
income-contingent repayment.

3.1.) Mortgage type loans

(341) Mortgage type loans are according to Salmi and Ehaap (2006) repaid on the equal basis
over fixed period of time and the repayments amgallg made on monthly basis. The repayment
period varies between 3 to 15 years (ibid.). Anneple of this type of loan is the Slovak studennloa
where payments are done on monthly basis regaroie¢ke situation of the debtor.

(342) As mentioned in the previous parts of the repdm, mortgage type loan has a number of
fundamental problems such as more demanding admaitii®, not enhancing access to higher
education, increased number of defaults, etc. Bolsito the problems generate further problems both
for borrowers and taxpayers (for details see tih&t fpart of the report). A much more suitable
alternative to the mortgage type loan is the incamatingency loan that we shall describe from the
international perspective below. Despite this thete are countries using the mortgage type schemes
such as Slovakia or Germany.

3.2.) Income contingent repayment

(343) Income Contingent Repayments are seen as moredtimevnechanism of student loans. The
repayments are calculated as a function of theol@d amount and the income of a graduate after
completing his/her education (Salmi, J., Hauptm®an2006). In the earlier parts of the report weeha
thoroughly explained how the income contingent Isahemes address capital market imperfections
and what philosophical advantages they have. Heeeshall look at the experiences of different
countries. There are two systems of income continggpayments: mandatory and optional (Salmi, J.,

0 Whether 40 % of the loan will become a grant alspends on whether the student will pass the exams
(Vossensteyn, H., 2004).
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Hauptman, A., 2006). According to Salmi and Hauptn§2006) the Optional Income Contingent

Repayment provides a possibility to the debtortdch from a mortgage type repayment to Income
Contingent Repayment and it is usually used inchee of people who are not able to repay their
loans, i.e. once their income falls under certdiregshold then the repayment is adjusted to their
income (this type of loan schemes are to be foumdekample in the USA, Chile, but also in the

Netherlands). On the other hand, the Mandatory mecdContingent Repayment means that the
repayment will be from the beginning of repaymeasdd on the income of the borrower after
finishing the studies. The typical case of mandaiocome contingent loan scheme is in the UK,

Hungary or Australia.

3.3.) Mandatory Income Contingent Repayment

(344) The percentage of earning that must go to the mapay can be fixed or progressive. Fixed
percentage applies to everyone regardless of lgivelcome while progressive approach demands
repayment only above certain threshold and/or tepayment increases when income raises
(Johnstone, B., D., 2005). Different countries cd®different paths in this regard. Sometimes as can
be seen in the following cases even the countriseincome-contingent loan schemes use the income
threshold to start the repayment even though asleveonstrated earlier it is unnecessary. Such
examples of the income contingent loan schemesidactountries like Australia and South Africa.
The two countries have progressive approach witlefaned threshold (Australia USD 27 444/year
and in South Africa USD 10 115/year) and with aoré@asing amount of the income to be used to
repay the loan once the income is rising (JonhdBonD., Marcucci, P., N., 2007). The debtor starts
with the repayments at 3 % of the income and theuartnpaid from the income increases up to 8 % in
case of both countries (ibid.). Great Britain u$ies progressive approach in terms of applying a
threshold (USD 23 320/year), but the UK keeps #raespercentage of repayment all the time at the
rate of 9 % without further increases (ibid.). @e bther hand, Hungary represents an example of the
fixed approach as the repayment rate is the samevérybody regardless of the level of income &nd i
is 6 % of gross income (in the first two years @bayment 6 % of minimal wage), even though the
lender in Hungary has the right to rise the repaymate to 8 % (Berlinger, E., Gonczi, E, 2007).

(345) The Hungarian approach of making the borrower repader all conditions may seem at first
not sensible, but it is based on several well gdedrarguments:

0] the lender has permanent contact with the debttireadebtor has to repay all the time,

(i) regular repayment makes the debtor more disciplined

(iii) administration of loans is cheaper and easier @detider does not have to keep track of
who has passed the threshold,

(iv) while the amount of the repayment is fairly low ¢eage price of a book), it still secures
that the loan will be repaid before the retirement,

(v) it reflects the fact that loose working relationshiwhich are more difficult to charge,
more and more prevail over the full-time permarvenitking contracts.

(346) All the mentioned advantages consequently makesygtem more efficient and that allows

providing more favourable loan conditions to therbwers such as higher allowance or lower interest
rate (Berlinger, E., Gonczi, E, 2007).

(347) The progressive approach (South Africa, Austratieéms to be more convenient for high
income earners who get a chance to repay theis dgitotkly while the fixed one (the Hungarian case)
is more convenient for low income earners who aowiged with maximum number of years and are
saved from pressure of repaying high amounts.

(348) Another closely related issue to the above disounssi the question of writing-off non-repaid
debts. Stopping repayments is part of the protecifadhe low earners helping them to end the poces
(Barr, N., 2002). While Australia helps borrowenstlie beginning of the repayment process (people
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start to repay after reaching a certain level obme) it does not support writing-off the loan Inakes
after passage of certain years. In Sweden the Wwersoare supported at the end of the repayment
process, a borrower’s liability to repay is writteffi after 25 years or in the age of 60 (Vossenstey
H., 2004). In Netherlands and Chile the remainiagtds written-off already after 15 years which can
be viewed as quite early in the career (Barr, NQ2Z Vossensteyn, H., 2004). In Estonia, there is a
possibility to write-off the debt if the graduateciles to work in a state agency (Vossensteyn, H.,
2004).

4.) Subsidisation, grace period

(349) There are always two sides of costs: costs of bare (students, their family, and their
guarantors) and the costs of lenders. Who bears$ edsés is a political decision that depends on the
aims of the loan scheme. As already discussedithef the loan scheme may be to improve access
to higher education and/or to increase the cosirghéSalmi, J., Hauptman, A., 2006). The two aims
are not necessarily exclusive even though the di#lssseem to be more justified in case of increasin
the access (ibid.). In case of increasing costisfpatr is logical that the higher the subsidies, éhe
lower the share of costs on the borrowers sidelasvever, highly subsidised schemes can also harm
the openness of higher education in the long-rine ilea is that the high level of subsidisatiomis
favour of present borrowers, but it is disadvantagefor the future ones, because it makes the loan
scheme expensive. An expensive scheme may not diairable for long time and/or cannot be
extended to a larger group of students (part-titndents, distance students) as this could be fyscal
costly, especially in case of countries in transitiHence, the expensive loan scheme is also in
contradiction with both aims of enhancing the asa@a®d of cost sharing. In addition if public money
is spent on an inefficient loan scheme, then thaney will be missing in the budget of higher
education. Therefore another negative impact ofcthgtly loans is the decrease of quality of higher
education as without resources the quality of higitication is in threzdt

(350) There are several basic ways how governments ssbsidich loans, i.e. they decrease the
costs of the loan for the borrower. These are endtea of the 1) costs of the money to the lender
expressed by interest rate 2) costs of default Zndosts of administration of the loan scheme
(Jonhston, B., D., Marcucci, P., N., 2007). Zidenn2007) identifies two other built-in featuresttha
influence the cost of the loan scheme. First, tliemo interest payment during the study and grace
periods. The second feature is extended repayneeizon (ibid.).

4.1. Costs of default

(351) Johnstone and Marcucci (2007) argue that whilesthéent should be engaged in covering the
cost of money and the cost of administration, he&tall not bear the cost of ultimate risk of d#fau
because this would substantially increase the adsisrrowing and would make it inaccessible to the
majority of students. One of the ways in which ttés be solved is to involve more players to carry
the risk of default. As discussed in the previcerstion of this report there are individual (low amee,
unemployment, etc.) and systemic factors (macralkshorecession, etc.) causing non-repayment.
While the government shall cover the risk relatedsystemic factors, the individual factors can be
dealt with in different ways. In Hungary this ishad through shared liability of borrowers. In
Slovakia each borrower has to have one co-signatodymust be insured within the group insurance
of the clients of the Student Loan Fund in casdeaith or injury with the permanent impacts (Student
Loan Fund, 2008). The costs of insurance are bpthdborrower (ibid.).

If the government takes on also the risks relabetihé individual factors then it is a more subgdis
loan scheme. In this case the costs of the rigletdult tend to be hidden (Jostone, B., D. 2006)s T

is the case of for example in Estonia where thte dtathe guarantor of the loan (Vossensteyn, H.,
2004). In Japan there is a possibility to choosehat way the share of the risk will be implemented
When students apply for the loan they can choossthven they want to have personal or institutional

®1 See for details the first part of the report: Tte¢ioal background.
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guarantee (Jonhston, B., D., Marcucci, P., N., 200they choose the latter then they have to pay
monthly insurance to the institutions. Another opfiaccording to Johstone and Marcucci (2007), is
that the risk is in the form of guarantee to a gévor quasi-private lender who in the case ofudefa
collects from the government and the government tbay then to collect from the defaulted
borrower. This is the case of Poland where pritaiieks provide loans and collect payments and the
loans are guaranteed by state. In case of defheltstate has to make the loan repayment
(Vossensteyn, H., 2004). Such approach represeather example of hidden subsidy.

4.2. Costs of administration

(352) The administrative costs represent an area whate sbmetimes subsidises the loans and
which should according to Johstone and Marcuccdd{2Me covered by both the borrower and the
state. In the case of Slovak Student Loan Fundbdinewer is involved in the administrative costs by
covering expenses related to repayment of the (dae list of prices of services of Student Loan
Fund, 2008). Such expenses include: the cost afimgnan accourt and communication about the
status of the repayment, preparation of the contma¢he loan and changes in the contract, remsnder
on the repayments, postal services and alike. Tinde8t Loan Fund has a precise list of services and
exact cost of these services published on its wtepsee www.spf.sk. Hungary, on the other hand, ha
a more simple system of flat fee for administratimsts of 1 % of the debt (Berlinger, E., Gonczi, E
2007). A heavily subsidised scheme such as the @eone does not require students to contribute to
the operation costs at all (Jostone, B., D. 2005).

4.3. Interest rates

(353) According to Johnstone (2005) there are five bggies of subsidisation of the interest rates
raging from highly subsidised to completely unsdisgid interest rates. On the one end of the
spectrum is the German BafoéG assistance that chargénterest at all, hence the rate of interest is
actually negative real rate of interest. Such laggeernment subsidy is provided to all student
borrowers (ibid.). Less subsidised loans are fange in Kenya and Ghana, where they charge a flat
rate of few percentage points regardless of therést rates on the market. Repayments under such
schemes do not usually even cover the inflations tthe returned money looses most of its value
(Jostone, B., D. 2005). The third group of loanesobs is characterised by zero real, or inflation
adjusted, rate of interest (ibid). This means that borrower repays in real terms what he/she has
borrowed. It is still a moderately subsidised sceeam money always has some real value which is
higher than the prevailing rate of inflation (JostpB., D. 2005). Such loan schemes can be found in
Sweden, Australia or UK (ibid.). The fourth poskipiis to charge the government rate of borrowing
that represents nominally unsubsidised interesimiSa., Hauptman, A., 2006). The reasons why
these interest rates are favourable for studergs #wugh it is practically unsubsidised are twafol
Firstly, the government borrows in large amoun&s)de decreasing the price per one borrowed dollar
(Jostone, B., D. 2005). Secondly, lending to a gawent is safe thus the risk of default is low &l w

as the risk premium (ibid.). The Netherlands regmés country that charges the government rate of
borrowing to the student loan borrowers (SalmiHauptman, A., 2006). Similarly, in Hungary the
financial cost of the loan is due to explicit stgtearanty very close to the treasury yields (Bgdin

E., Gonczi, E, 2007). Finally, an unsubsidised stidoan scheme is characterised by the interest
rates charged on consumer debt generally (Jos®neDd. 2005). Such loans are present in the
countries without government sponsored loan scheswsh as Czech Republic or Portugal
(Vossensteyn, H., 2004).

4.4. No interest payment during the study and gpac®d

(354) Another form of subsidy is no interest payment nigithe study and grace period. The logic

2 These costs start being charged during the tippayraent, i. e. after completing the higher educasitudy
(The list of prices of services of Student Loan d;L2008).
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behind, especially in case of an income-contindman scheme, is that the borrower should repay the
loan based on his/her income. However, while stglyie/she cannot have full-time employment to

generate such income (Salmi, J., Hauptman, 2008)cél borrowers are usually not obliged to repay
the loans during their study. While in Slovakia th&erests are not paid and not charged during the
study, in Finland the borrower has to pay twiceearyl % interest during the studies while the

remaining 2.5 — 3 % interest is added to the ppaicbf the loan that she/he starts to repay after
completing the studies (Slovak Student Loan Fuf@82Vossensteyn, H., 2004).

(355) The length of grace period differs. If the graceiqukis longer, then the subsidisation is also
higher. And if the grace period is generally ava#ato all graduates regardless of their incoma the
such subsidy is clearly not targeted and decretiesgfficiency of the loan scheme. Based on our
research we found out that Germany has one obtigekt grace periods of 5 years (Jonhston, B., D.,
Marcucci, P., N., 2007). Somewhere in the middi¢hef spectrum of grace periods are Lithuania and
Malta with two years grace period (Vossensteyn,2d04). On the opposite end is Finland where the
graduate starts to repay immediately after finighime studies (Vossensteyn, H., 2004). In Slovakia
the graduate has two months after taking the faxam to start to repay the loan, but there is no
interest rate charged during the studies (Slovaktt Loan Fund, 2008). In Japan and Sweden there
is a grace period of six months (ibid, Jonhston[B, Marcucci, P., N., 2007).

(356) Besides the grace period, some income-contingamnt $chemes expects the borrower to start
to repay only after reaching a certain level thoéglof income which can also be viewed as a certain
type of grace period (see for details part on Reeag above).

4.5.) The issues related to interest subsidies

(357) Johnstone (2005) sees a problem with both too imtgrest subsidies rates as well as with
very high rates of interest, i.e. low level or zeubsidisation. If the rates of interest are vaghtthen
debt loads are higher. This will consequently camsee defaults (ibid.). Such situations will imply
political pressure to enhance the subsidies. Owtiiner hand, high government subsidies stimulage th
need for rationing in order not to subsidise uppétdle class (Jostone, B., D. 2005). Rationing by
means testing adds administration costs and opptet for unfairness and corruption (ibid.). Thus,
there is a need to find balance between this antsgapproaches. There should be some minimal
subsidisation where the rate of interest would igé lenough to provide for some level of recovery
and would discourage unnecessary borrowing, thusldvonake the means testing unnecessary
(Jostone, B., D. 2005). The case of New Zealandgmrdhis to be true as after introducing new
subsidies in the form of writing-off interests fioil-time and low-income students in 2000, thereswa
an increase in the number of students taking andand also increase in the overall level of stude
debt (Barr, 2002). The policy made it possible gardents to borrow money and to invest them for
private gains (ibid.).

(358) As it has been stated, the rates of interest stmtlbe too high in order not to cause higher
indebtedness and consequently increased politieakpre (Jostone, B., D. 2005). Lower than market
interest rates; however, do not mean subsidisedest rates (see for details examples of zeroesiter
rates above). Salmi and Hauptman (2006) identiffoas programmes with relatively high subsidy
those programmes where a subsidy is 10 or moreqydrof the loan provided. Examples of means-
tested and relatively highly subsidised loans idelChina (subsidised), New Zealand, the Philippines
Thailand and the US (subsidised) (ibid.). In conjtraubsidies form less than 10 % of the loan & th
commercial Chinese scheme and in the US non-sglesidban scheme (Salmi, J., Hauptman, A.,
2006).

(359) Finland seems to have an interesting loan schemegard to searching for balance of the
interest rate subsidies. It combines targetinghef low income earners while keeping the hidden
subsidies moderate (Vossensteyn, H., 2004). Ordylekv income earners are eligible to receive
interest assistance, i.e. the subsidy is linkethéorepayment period rather than the period ohtaki
out of the loan. There is no grace period, the wgBeb start to repay after finishing the studidse T
interest rate is agreed between the bank and tiderst (state guarantees the loan) (ibid.). As direa
described the student must pay 1 % of the inteetettwice a year already during the studies, while
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the remaining part of the interest rate is addethédoan principle. In the beginning of repaymigret
interest rate is between 3.5 — 4 % (Vossensteyr004).

4.6. Extended repayment horizon

(360) The value of the subsidy augments as the repaypeiad increases (Jostone, B., D. 2005).
On the other hand, if the repayment period is tomtsthen the repayment becomes a burden and will
possibly be defaulted (ibid.). What happens in noases is that after certain time the loan bal@nce
written-off. An extremely short repayment horizenin China even though it has increased from four
to six years (Jostone, B., D. 2005). Still, six rgegs much shorter period than in other countries.
Slovakia has also fairly short period of repaymémt, 10 years (Student Loan Fund, 2008). Usually
the repayment period is between 15 to 25 year®getiarting after a grace period (Johstone, B., D.
2005, Jonhston, B., D., Marcucci, P., N., 2007).

(361) Even if the loan scheme has an aim only to increasess to higher education and not to
increase the sharing of the costs, a certain lefvefficiency is needed. The reason is that iftitdelen
grants are extremely high (e.g. 72 % in Kenya, 88 %gypt) then it is more cost effective to pravid
non-repayable grants instead of loans (Jonhsto) .BMarcucci, P., N., 2007). As also mentioned i
the previous part of the report, the hidden subsidin terms of bearing the risk and/or bearing the
costs of running the scheme can cause that themschell be identified as public under the
EUROSTAT classification, i.e. it will increase tipaiblic expenditures, making it more difficult to
comply with the Maastricht criteria.

5.) Efficiency of the loan scheme

(362) We have already touched upon the reasons why im@rtant to have an efficient loan
scheme, i.e. a loan scheme that is not very co&tlyimportant argument is that if the scheme is not
very expensive then it is possible to provide lo@na large group of students (Salmi, J. Hauptman,
2006). On the contrary an expensive loan schembearsed only for limited group of students and/or
for limited time as it creates fiscal pressure lom $tate budget. An efficient loan scheme is ddfime
high rate of repayment and by high rate of recav@tye high rate of repayment means that the
borrower is asked to repay an amount close to vahle of money that she/he has borrowed
(Ziderman, A. 2007). High rate of recovery, on thteer hand, indicates that most of the money
invested into the loan scheme has been recoveckdling not only costs of the loans themselves, but
also costs of defaults and of administration of skheme (ibid.). What negatively influences both
mentioned ratios are hidden subsidies (we haveadyréalked about them in different parts of the
comparative analysis and of the report): subsidiaggk of interest, no interest payment duringietud
and grace periods, repayment in nominal terms atehded repayment horizon (Ziderman, A., 2007).
The loan recovery is further influenced by the adstrative efficiency of the scheme, i.e. defaaltsl
administrative costs (ibid.).

(363) The countries where students repay substantial gfawwhat they have borrowed include
Finland (90 %), UK (88 %) and Japan — category2 %8 (Ziderman, A., 2007). As it has already
been elaborated above, Finland seems to have atb@me with limited hidden subsidies. If we look
at the factors influencing the hidden subsidiesntive see that Finland does not have a grace period
the interest rates are partly paid during the stwdind partly after the studies (they are addeteto
loan principle) and subsidies of interest ratespmgsible once the repayment starts and the borrowe
has low income (Vossensteyn, H., 2004). Terms phyment and other credit terms are agreed
between the borrower and the respective bank (ibid)

Now we shall examine the other two loan schemesdas the hidden subsidies defined by Ziderman
(2007). In the UK the interest rate is subsidisaty onoderately (borrower repays inflation adjusted
interest rate), the grace period is not excessinél (April after graduation) and the borrower has

pay until the loan is not repaid (or until reachihg age of 65) — even though this can be in small
amounts as the repayment is tied to the incomes@festeyn, H., 2004). The exception for repayment
is when the borrower is below the threshold of mecof USD 23 550 (Jonhston, B., D., Marcucci, P.,
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N., 2007). The Japanese category 2 loan schemenisrtgage type loan with fixed repayment
automatically deducted from the borrowers accoumaanonthly basis (Jonhston, B., D., Marcucci,
P., N., 2007). The grace period is short — 6 mqrtiesstudent shares the risk of default throutreei
institutional or personal guarantee, loans areréstebearing (prime rate) and maximum period of
repayment is 20 years (ibid.).

(364) Zziderman (2007) has calculated that the averageveeg ration of 26 programs is 49.15, i.e.
the surveyed countries recover less than half efrdsources invested into the loan scheme. The
country with above average recovery ratio covedlsp defaults and costs of administration is Japan
category 1 (50.43 %) and category 2 (68.29 %) kmdnemes. The category 2 loan scheme is described
above. The category 1 loan scheme has the samactdvistics as category 2 except for the factithat

is academically selective, the interest rate imimn adjusted and the loan is only for mainteasad

not for tuition fees while the category 2 loans camer also tuition fees (Jonhston, B., D., Margucc
P., N., 2007).

6.) Administration of loans — Institutional set-up

(365) The success or failure of the student loan schefepsnds on one hand on the parameters
discussed above. On the other hand, it is impotm@rtave an effective implementation design in
terms of the roles of different institutions invet/in the execution of student loans. In this paat
shall provide some international experience in #rea of the role of government and other
institutions. We shall also look at how countriemldwith the dilemma of using existing retail banks
versus setting-up new institutions to execute tia@s$.

6.1.) Role of the government

(366) The government has mostly a regulatory and poliesigh role. The government does not
execute concrete activities related to studentdparcept for the collection mechanism where some
governments decide to collect the repayments thrdag authorities (e.g. the UK). As the policy
designer and regulator, the government has a weppitant role and in our view it needs to decide
especially on:

(1) the aim of the loan scheme i.e. increase accedsrandrease cost sharing and based on
that decide on generalles of eligibility of borrowers (all studentsyliftime students...)
and on costs they can cover from the loan (tuifess, maintenance,...); the concrete
rules with technical specifications shall be lgibu the executing institution,

(ii) the type of scheme through which it will implemetst goals: a mortgage type versus
income-contingent type of scheme and basic featfréise scheme: grace period if any,
subsidisation of interest rate, repayment periorest rates — how they will be set/based
on what parameters, threshold for repayment if anypunts of regular repayments (e.g.
in case of income-contingent loan what part ofghkary shall be repaid regularly), after
how long time the debt can be written-off and wkeihshould be written-off at all, etc.,

(i) what should be the role of the loan scheme in theradl student support system in
relation to other instruments of student support,

(iv) whether it will establish a “specialised instituticor will it use the existing retail banks to
administer the student loans,

(V) what will the role of the specialised institutionse (determine loan conditions,
administering the loans, collect the payments, pgapate resources for the loans, other
roles — such as for example means testing),

(vi) whether the tax authority will be collecting th@agments from the borrowers,

(vii)  whether other institutions will be included such &3r example, higher education
institutions and what will their role be — colledi application of students, providing
information on the status of the student, collectiepayments,
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(viii)  other strategic level decisions.

(367) The government in some cases (e.g. Germany, Skvpkovides resources for the loans. In
other cases such as Hungary it is up to the HumgeBitudent Loan Company to look for further
resources on the private capital market (BerlingerGoénczi, E, 2007). As Johnstone and Marcucci
(2007) note it is important that the loan schemeobees independent from the government’s current
budget. What the government provides in all cagéiseostate sponsored loan schemes is guarantee in
order to diminish the default risk. As discussedva) the extent of the risk of default that the
government decides to cover differs between diffelean schemes.

6.2. Specialised institutions versus retail banks

(368) Salmi and Hauptman (2006) note that in the countxigh:

) less developed institutional capacity, especiallyeigard to calculating and monitoring the
accumulated debt and in regard to tax systems detmtecollecting repayments on
income contingent basis and

(i) with public resources that are not sufficient idl@rto be able to wait until the income-
contingent repayment streams materialise

there is a rational to use the traditional amodtis=payments engaging banks or other private sector
entities with experience in loan servicing andextibn.

(369) On the other hand, Berlinger and Génczi (2007) erthat while financing of loans must
emanate from private resources, there are numbeeasfons why to use a specialised institution
offering loans and refinancing student loans byiigs debts on capital market rather than assigning
the task to the retail banks that would provide lttens with their own funds. The baseline of the
argument arises from the fact that the loan schenoeild be income-contingent. The two authors
defined five reasons that let to establishing thecilised institution in Hungary — the Hungarian
Student Loan Company (HSLC):

(iir) HSLC can achieve cheaper financing than retail banécause banks only have their own
resources to use for the student loans while th&H®hen searching for private
resources can take advantage of the competitioweeet different investors from the
capital market (domestic and foreign mutual furmnsion funds, insurance companies,
etc.),

(iv) retail banks are not able and willing to colleatdme-contingent repayments, because it is
difficult for them to monitor individual incomesaft authority cannot provide data to
profit-seeking institution) and because they are used to manage loans of such long
maturity and volatile cash-flow,

(v) in a “retail bank” model the state provides thergngee in order to cover the default risk
which diminishes the price of the loan for the berer, but at the same time it motivates
the banks instead of working to quest for disapgetdiorrowers to take the easier way —
call down the guaranty — thus making the loan necqgensive for the state,

(vi) the risks are usually excluded from the studenh lsehemes hence they are not very
attractive for retail banks, because then ther@isoom for profit for the retail banks and
even if they would want to offer the borrowers otheoducts on commercial base it may
be difficult to separate those products from thenlescheme which would cause further
administrative problems,

(vii)  finally, the “specialised model” was selected, heseait is able to tap the private resources
for the loans and to manage the liquidity, market eredit risk.

(Berlinger, E., Génczi, E, 2007)
(370) The retail banks still play a role in the Hungarsystem as the loans are sent from the HSLC
to students via their bank accounts (Berlinger,&finczi, E, 2007). Since the banks want to attract

new clients they are motivated on the one side dlp the HSLC with collecting the filled in
applications and to offer the students best backwaw conditions (ibid.).
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(371) The international experience in this matter is ejhieterogeneous. The use of the retail banks
is more often associated with the mortgage typendoée.g. in Finland) while the specialised
companies are able to operate both income-contingath mortgage type of loans. For example, a
“specialised institution” administers mortgage typans in Slovakia (the Slovak Student Loan Fund),
in Germany (BaftG) or in Lithuania (State Scienoaifdation) (Jonhston, B., D., Marcucci, P., N.,
2007, Vossensteyn, H., 2004). An example of speeidl company administering the income-
contingent loan schemes besides the Hungarian HSH@& South African NSFAS (Jonhston, B., D.,
Marcucci, P., N., 2007). In the UK there is alscsecialised institution, called Student Loans
Company; however this company does not collectrépayments. This is done through the tax
authority (Jonhston, B., D., Marcucci, P., N., 2006ssensteyn, H., 2004). For details on share of
responsibility between the government and othditin®ns involved in student loan schemes see also
above.

7.) Position of student loan scheme in correlatioth other instruments for
student support

(372) From the international perspective it seems thanhdocoexist with other instruments of
support. According to the OECD (2007) only Icelafndm the OECD members and partner countries,
relies on public subsidies for tertiary educatitudsents solely in the form of loans. As it has adhe
been described, loans have different aims in diffecountries, hence, the relationship betweensloan
and other parts of the student support systemerda§ well. The OECD (2007) notes in its report on
education that the highest subsidies to studertprawvided by those OECD countries that offer loans
Thus, clearly, loans are complementary rather thdostitutive in the student support system.

(373) In the table below we have identified four basicysvaf co-existence of the loans and other
instruments of the student support:

Country Aim of the loan vs. other instruments of
student support

Australia (loan is in the amount of the fee), Austf@nly|Loans for fees. The living costs are covered
if a student is not awarded any other support aasl by other instruments.
already paid the fee), ChjldLithuania (loan is in the
amount of the fee), Norwayadditional loan for those
studying at private higher education institutiortsich are
allowed to charge fees)

Denmark Finland (part-time students only if they do nabans for living costs as additional resources
work), Hungary(state-financed students), Norwgpublic| on the top of the grants, scholarships jand
higher education institutions) _ Slovakia(full-time | other public subsidies — this is in the case
students), Sweden that there are no tuition fees charged hence
the student can use the loan whichever way
she/he wants to.

Not determined part of the loan for fees: Loans for fees and living costs.

Canada Ching Estonia (only full-time students are
eligible for loans), Francdthose who do not receiye
means-tested or academic grants), Gern{éess related
to education and fees at private HEIs), Hung#éegs for
self-financed students), MajtBletherlandgonly full-time
students eligible for support), Polarlovakia(part-time
students),

Part for the loans is determined and can be used dn
for fees.

Latvia (only for full-time students), UK
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Belgium French and Flemish partfor students coming.oans to cover other costs of special gragups
from large families with 3 + children, of students not covered by other instruménts
of student support.

NOTE: data on EU countries (except for Slovakia) arenf@004.

Sources: Amendment to Higher Education Act no.2l82, Jonhston, B., D., Marcucci, P., N., 2007,
Vossensteyn, H., 2004.

(374) In general it seems from our review that in caselo$ence of fees loans are viewed as
additional resources for students to help themoteec living costs. In case those loans are directly
linked to the fees, then there is very little nelatbetween the loan and other subsidies as ther oth
subsidies deal with living costs regardless of Iiben. There are also cases where we can find
conditioning relation between eligibility for loam®id other support. This is in Austria and Germany
even though the situation in the two countriesus jcontradictory. While in Austria the student is
eligible for the loan only in case that she/he duasreceive other support, in Germany one is lakgi

for the grant only if she/he takes out also a I@enssensteyn, H., 2004). This shows different
approaches of the two countries towards the ldan&ustria they probably view loans as some extra
help for those who do not fulfil any of the meaastéd or merit based criteria. In Germany, on the
other hand, the loan probably means that the studest be willing to share some expenses if she/he
wants to receive state support that she/he wilhaot to repay.

(375) What cannot be seen from the table above is that&h when loans turn into grants based on

the academic performance, i.e. a student takesheutoan but if she/he performs according to the

defined academic criteria the loan becomes a gidms. is a case of for example in the Netherlands,

Norway or Sweden (Salmi, J., Hauptman, A., 2006}hls case, loans have somehow a similar role as
academic based grants, i.e. to stimulate studeritagrove their performance rather than to increase
the openness of the higher education to needy istside

(376) Barr (2002) believes that if the government wantsnclude loans into the system to help
enhance the access to higher, the subsidies ianasicheme should be targeted and should take place
after finishing the studies. In other words, tharne should be subsidised at the moment when a
borrower needs it the most - during the repaym8ainfi, J., Hauptman, A. 2006). During the process
of repayment, the subsidies should be based ocutinent income, i.e. in the event of a career borak

of very low income it should be mininial The repayment should be conditional to certaimugs
such as graduates taking time off for travellin@3 N. 2002). While not paying the debt shall be
unconditional for “defaulters” completely unablegay in case of death, serious injuries and abke (

for details the first part of the present repdfi)rther, the repayment shall be stopped after s@ares

(he suggests after 25 years) which would easeitiltion of the borrower in the end of the process
(ibid.). Another way how to secure the loan repaytisenot causing very high burden on the graduate
is to set the repayments on lower levels as it thé case of Hungary (Berlinger, E., Génczi, 70

(377) During the studies, according to Barr (2002), theedy students shall receive
grants/scholarships not requiring the repaymertr aftaduation. Barr (2002) further argues that the
stress on the grants is crucial in the first yddrigher education. This will create risk-free oppaity

for a prospective student to find out whether sheghgood enough for tertiary education and would
become well-informed about higher education. Thay & student is able to overcome the information
asymmetry problem, i.e. gain the idea what shegl®ipposed to pay for and whether it is worth to
invest the time and money for the respective persha better informed the student is, the readier t
take out at least a partial loan he is (Barr, 020

(378) There is no universally agreed best approach ot wheuld be the correlation of the student
loans in regard to other parts of the student suppstem. However, what seems to be important
everywhere is that the instruments of student supggstem shall complement each other. Not
balanced student support instruments may not be asét has originally been designed. In the Box

%3 This is what we called earlier in the report tledadilters temporarly not able to repay.
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below we demonstrate how an unbalanced use ofeliffenstruments of student support ended-up in

decreased use of the student loans in Slovakia.

Box 1.
Mismatch between loans and other student support syems in Slovakia

In Slovakia for grants and indirect support mechians, as well as for loans, students had to be méd
tested. All these support mechanisms were availalie to full-time students, so they targeted o
one group of students: needy full-time students.October 2005 new merit based grants w

introduced for over 10 % of full-time students amd\pril 2006 grants for needy students were alm
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tripled reaching roughly the level of the Slovaknmmal wage. The criteria for obtaining the means-

tested grant were relaxed, so the number of eigihldents rose by nearly 2 % (from 7.8 % to 9.6

Further, in 2004 the level of the student loans iwaseased for the needy students from 600 Euro

%)

yea

to 1200 Euro/year. As a result of this, a substarmicrease in the means-tested support and of the

concentration of the support on exclusively futhé students, leaving out 1/3 of the student b

studying part-time, has led to a dramatic decre&dige interest of students in student loans.

In 2003/2004 the number of loans taken out by sttedevas 5565 and it dropped to 1877 lo
awarded in 2006/2007 (drop by 1/3) while the numbkfull-time students rose from 97 759
2003/2004 to 123 309 in 2006/2007, so it incredsed/4. As a consequence of the declining inte
of students in the loans, the Student Loan Funiidddo abolish the means-tests. In addition, Ig
2007 the National Parliament passed an amendmehetédct on Higher Education introducing t
fees for part-time students and opening the loherse for these students. A month after of opel
the scheme to part-timers over 50 part-time stwdapplied for loans. It remains to be seen to v
extent the opening of the student loan schemertetipge students will change the interest of stusle
in taking out student loans and whether it willjhehhance the openness of Slovak higher educ
through shifting the student support system froy @me group of students (full-time students)

other groups of students.
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Kralikova, R. (2008), The Ministry of Education (0, The Decree on Merit-based Grants 453/2005,

Annual Report of Student Loan Fund (2007)
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Summary of the main conclusions on the Bulgariaippsal

(379) Nowadays, Bulgaria seems to be in an especiallguiable situation in respect of launching
an income contingent scheme. Due to the forecamstetgence processes, the real income growth rate
is expected to be much higher than the real intea¢s (being at present even negative) and thexefo
provided that this tendency will be stable in théufe - investing in human capital (i.e. graduates’
future income) would be a very clever state pobrnd also an attractive business option from an
investor’'s point of view.

(380) Before going into the details, our conclusions lo@ proposed law on student loan in general
are as follows:

(vii)  we fully support the general higher education diojes and the main objectives of the law
(access, equity, quality, competition), which thepgwsed student loan scheme aims to
promote;

(viii)  we agree, that if the proposed retail banks bagstm®m will be introduced with a fixed-term
loan repayment mechanism, then almost all of thenrdasign elements will be necessary
(precisely this is why we would not suggest toddtrce such a scheme);

(ix) we agree with (almost) all of the other design pei@rs of the law proposal, (e.g. we strongly
support the unrestricted universal access to lahesfact that the loan will cover all of the
tuition fees, all of the regulation elements footercting students as ,consumers”, the targeted
nature of some supports, the writing-offs for moshsith a second or more children) ;

(x) we think that — except for those minor technicallgbems which this report will discuss later
on - the law proposal regulates the imaginary Iré@nk based, fixed-repayment (mortgage)
type student loan in quite a sophisticated way;

(xi) we would strongly suggest to avoid the followingsiga elements of the scheme, if it is
possible, though we fully understand that underptesent circumstances it is difficult: (a)
general state guarantee behind each student’'s($i@ce it makes the scheme public, and it
carries perverse incentives for collecting repayisieiib) general (untargeted) interest subsidy
(since it is very expensive and inequitable) (ggdi term repayment, (since it requires a state
guarantee, interest subsidy and causes many otbelems e.g. debt aversion, huge default
losses etc. because it is inadequate for studanirg). To the best of our knowledge, these
are exactly the killer type problems that will dmsh the importantce any single objective for
which the scheme is to be introduced and the dreshinder the successful implementation
the scheme.

(xii)  We support the draft law proposal in its intenptotect individual students by determining an
interest rate they will be charged with, and algalbtermining the interest rate for the retail
banks purpose. However, it is difficult to undenstavhy and on what grounds an investor
who bears neither any risk (full state guarantae),any operational costs (according to the
law the government is going to pay all of thesetxdsr those banks who avelling(!) to
participate), expects to receive an interest rdtietwis significantly higher than a riskless rate
(e.g. a treasury bond rate). According to the apsetng theory, this is a clear arbitrage
situation for the investors (in this case generatethe state).

(381) It must be noted very strongly, that the above-moeet points do not represent our value
judgements, but are deeply rooted in the econoheory and in the practice and experiences of
existing student loan systems as it — presumawiil be seen from the report.

On the project as a whole — implementation issuesdnatter

(382) As we have already witnessed some failed attengpiattoduce student loans schemes, as
well as have participated in implementing a sudaéssheme, we would like to send a final message
on the programme as a whole, particularly on th@ementation issues:
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(ii)

(iif)

(iv)

(v)

Student loans are technically difficult; and they garticularly difficult if the idea is to
finance them by private resources.

Policy makers - particularly politicians - underesite the difficulty; it is the job of the civil
service to make it clear to the Ministers that sleeims are not an easy or quick fix.

The tasks involved in implementing student loanyehalways and everywhere been
underestimated. It is easy to give out money tdesits - the hard part is to collect it. It is not
good enough to start distributing loans with thiemtion to fix the collection issue later -- the
structure of collection has important implicatidosthe design of the loan application, etc.

An implementation is two-fold, (a) BUILDING a loaystem and (b) RUNNING it. These are
different elements. Policy makers virtually nevibows enough time for (a).

Thus, the first step has to be a schedule thateddistic. When serious design and
implementation was started in Hungary in 1999, gogernment had already decided in
principle to introduce an income contingent loarstsgn but debates on the details and
implementation parameters of the loan continuedjfite some time. The process of reaching
an agreement on policy design and then buildingitiiel (the Hungarian Student Loans
administration) took 2 years - and it was possibledo it that fast only because (a) the
government at the highest level were behind therseh (b) there was a very committed
Hungarian team, and (c) they took very seriousty ddvice they received from foreign and
Hungarian experts on the implementation, (d) moegeothe team was well equipped and
about 50 external experts were also working onedifit aspects of the scheme in a
cooperative way as a team.
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(383) ANNEX

ANNEX

Answers to the specific questions raised at the Kdlmp on the
Presentation of the Report on"2®larch, 2008 in Sofia

1.) Student Loan Application process in the Huragagystem

In the year of launching the scheme (September)2fi0tients could apply for the student loans in all
major post offices (in about 1500-1800 post offiaisaround the country out the total of 3200 post
offices).

By now almost all of the retail banks take parthis process, therefore, students can also apply fo
student loans in their branches. Moreover, the &tud.oan Company (SLC) is building up a
cooperation network with the universities, and witle university level student representative
organizations so that students can also applyh®idan (increasingly) at universities and/or stude
representative organizations’ offices. (The Studexatn Company is a “high-tech” IT centre, located
in an office building. It has no branches, and lbaty a small customer service desk at the
headquarters. It utilizes banks’ branches, postedfand university/student offices for the purpoke
collecting loan applications)

The application “package” contains: a loan appiicatorm, together with the loan contract, and some
information materials.

By the time of loan application, the student musténhan operational bank account at whichever bank
she/he chooses, and has to get a certification thenrelevant university office (e.g. registry) aini
proves his/her student status.

The student should indicate on the application fdlnen amount of loan he/she wishes to get, the
schedule of the disbursement of the loan (in ongpkgum, or in whatever instalments), should give
the bank account number where he/she wishes tthgetransfer of the loan. Besides, the student
should sign each of the loan contract copies. Hleeeidentity of the student is (must bel) also
checked. (The loan contract is already signed &ysthdent loan company in a legally valid way). The
student will leave one copy of the loan contralg filled in and signed application form, and the
certification of student status at the place ofligppion. (i.e. a bank branch, post office, univigrs
office etc).

These applications will be immediately forwardedhe place of data processing. (Originally it was
the main data processing and logistic centre ofttbhagarian Post, nowadays other data-processing
centres are also involved). Data processing oawiitsn days and the data immediately appear at the
database of the Student Loan Company. Papers esmartted for last check to the Student Loan
Company. The SLC checks the processed data arsutthent’s status with the respective universities.
(The way of regular information exchange is welbamized; this is basically an electronic data
exchange). (The loan applications, loan contratts a&re then physically stored in specialized
document storing facilities, which should also hapecial security standards (e.g. these papers must
be stored safely until the end of the loan’s repaiyinwhich might be even 20 years.) The whole
application process is almost fully automatized, phocess runs through the system within a few.days

If the database is ready and the student’s statakdcked etc., the SLC transfers the required ynone
to the bank account of the respective student.

If the student has applied for a loan (i.e. madedpplication process) at a branch of a bank, amé b
obviously offers him/her the “student loan accoumtdduct package — that is the biggest advantage
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for a student in applying for a loan in a bank véhehe/he can also open the bank account at the time
of application.

One person (in a bank branch, or post office, dvarrity office, depending on where the student has
applied) helps in filling the form, ensures thatsghing is filled in and the information is cortec
checks the identity of the student (it is an imanttsecurity measure!), checks the certificatiothef
student’s status and forwards the papers immediatethe place of data processing. The whole
process takes one day.

Data processing is fully automatized (e.g. the vpmgts check posted letters), carried out by
specialized firms with special large capacity semar- on the basis of a contract with the SLC. (The
number of persons involved is the business ofgpexialized firms, is minimal, since this is theima
business of a special type of firms). The data monédiately to a preliminary database. Many
automatized checks and control process are doneéhdyfirm, and when it is ready, it goes
automatically (and electronically) to the databakthe SLC. This data processing is typically azdri

out within a day. During the next few days, thedgtt Loan Company receives the processed papers,
there is staff (cca 10 person) who make the lastlcland control of all applications, and check with
the universities the student’s status (double chd€kt is ready, the database is closed. Thery the
send the papers to a special place of safe andessttiage. There are also (a very few) firms wieo a
specialized for this particular task — they aret@oied with the Student Loan Company. The main
place of storage is one of the special units ofHhagarian Post, where for example most of theestat
bonds, non-issued but produced paper money, vesjtse documents and such are stored also under
very strict security conditions. The place of thist is not public for obvious security reasons.

Normally 2-3 days after the application has beent,sthe student loan company is ready for
transferring the money to the account of the stud®mthe account of the Student Loan Company is
held by the treasury, the SLC sends a group stgralither to the treasury, which transfers the money
to the bank accounts accordingly. This is a fullyoanatized electronic process. However, for other,
for example, funding reasons, some delays may pesuthe SLC never involves and deposits money
prior to the transfer (i.e. for reasons of optinima and proper management of the portfolio,
organizing funding etc.). Therefore, it may hapfeat the transfer of the first instalment of théuat
loan will be, let say, 3-4 days later as it wouddlbgistically possible.

The whole process has been designed and orgamizadwiay that it should be as automatic and
electronic as possible, be as secure as possitléngolves as few persons as possible (in order to
keep costs of this process as low as possibleraadier to eliminate as much failure and secur#ly r

as possible).

2.) Disbursement and instalments of loans fordnifees and for living costs

There is no tuition fee (officially) in Hungary. Mever, there are two types of students: state fiedn
students (who have no tuition fee) and the so-ddielf-financed students” (cca 50% of students)
who have to pay a significant part of their codttudion (this is far from the full cost of teactw, but

it is still high).

Both categories students are eligible for the Idart, self financed students are eligible for more:
40.000 HUF/month (during 2x5 months in each acadsmar, that is annually 400.000 HUF ~ 1600
EURO/year), while state financed students arelsédior 30.000 HUF/month with the same duration
(300.000 HUF ~ 1200 EURO/year). (1 EURO is cca BBIF, thus 30.000 HUF is cca 120 EUR,
40.000 equal cca 160 EUR).

There is one loan (in legal, contractual terms)dioe student at a given period of time. The reguiat

is made in a way, that the loan can be taken aungithe whole course of a training period, i.&3c
continued by an MSc, continued by a PhD (in thispeet it is very similar to the Bulgarian law-
technical solution). And it is also maximized imnes of how many semester a student can take out the
loan — according to the official length of the sfiedegree course.
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Each semester the student is eligible for the {ghith is calculated as a monthly amount of the full
loan divided into 5-month instalments for the numbé& months in a given semester. However, a
student has the choice to take the loan out in «ame (from the beginning of the semester at a
predefined date till the end of a semester), otake it out in any freely chosen selection of
instalments.

At the beginning of each semester (at the timenoblenent), the universities and the SLC check who
is still a student and who is not enrolled durihgttacademic semester —universities certify the fac
that a person is a student. Until a pre-definedlidem a student may ask to change the conditions of
the loan disbursement (the amount of money (theyte&e out less than the maximum)), or the
scheduling of the disbursement). If a student wag &n already signed student loan contract, and is
still a student according to the university, andslie/he does not ask for suspension of the loan
disbursement, or change in the formerly asked sdhmepof the loan disbursement, the SLC takes it
for granted that the student wants to continuddhe up-take with the same conditions as it hatylas
been agreed upon and acts accordingly (i.e. trem$fee money as it has formerly been agreed).
However, the student can suspend the loan disbergear change the amount or schedule of the
disbursement. Moreover, even in the same semedien whe student had already suspended or
changed the disbursement condition, he/she cafoaskhanges if e.g. some life-circumstances have
changed.

Those students who have to pay tuition (self-firahstudents) are eligible for 10.000 HUF/month
more loan to support paying their fees. They haeedption if they are going to finance their tuitio
out of the loan, to do it comfortably, by givingetBtudent Loan Company a sort of standing order and
indicating it to the University. Universities arftet Student Loan Company have bilateral agreements,
that if a student gives such a standing order & ShC, the university shall wait until the SLC
disburses all of the money to the university’'s attoThat is since there is no universal tuitioa, fe
there is no dedicated loan for fees in the Hungasistem. However, in order to support self finahce
students, the system has entitled them a largar loa

If there would be a universal tuition fee systemyoluld suggest the Student Loan Company and the
Hungarian government the following:

- extend with an additional “tuition-fee loan” compmon the existing maintenance loan
component — which has the same repayment, inteatistetc. conditions as the existing one
has;

- the difference between the existing maintenance &al the new tuition-fee loan would be,
that the maintenance loan is transferred to thé& bhanount of the student, whereas the tuition
fee loan would be directly transferred to the baokount of the university.

- As we have understood this is the solution (i.eeditransfer of tuition fee loans to the
universities accounts), that has been describatdéiBulgarian student loan draft — if it is the
case, we strongly support the idea.

How do students receive their money? Each studmrtisa bank account at whichever Bank they feel
comfortable with. Actually, retail banks are compegtfor students by offering them “packages” to
make themselves more attractive for studentsfreg.credit cards, or low cost accounts etc. Aestitid
puts into the loan application formula the bankoard number into which she/he wants to receive the
money and the SLC transfers the money to that baokunt. Moreover, the student can change the
bank account whenever he/she wants, and as sdengiges a new order, the Student Loan Company
will transfer the loan to the changed bank account.

3.) Set up costs of the Student Loan Company

What the state did in order to set up the system:
- created legal conditions for the student loansreehe
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- designed, built up, organized the system — The Wemld Bank Programme for Higher
Education Development (with a total budget of 25@8D) contained a sub-component for
designing and implementing a student loan schetme blidget of this subcomponent was 1,8
m USD (out of the total of 250 m USD). This amoumgre precisely in each year, one part of
this total amount was budgeted in the Budget oMirestry of Education. The spending (and
the budget) on student loans out of this budgetingignificant in year 1998, a little bit more
in 1999, about 60-70 million was spent in year 2@@@en implementation started to be
serious), and the rest in year 2001, in the yeahefestablishment of the company and the
launch of the scheme.

- provided capital for the institution operating thgstem (The Student Loan Company was
established in April, 2001 as a closed sharehdidar 100% state ownership), with a capital
of 500 m HUF. That capital was increased by theddritle year by an additional 500 m HUF.

- in addition, the salaries of the key persons (wdterl became the top management of the
Student Loan Company) were paid out of the Ministirfeducation budget (3-4 persons were
civil servants, the others (cca 5-6) the stafihef PMU of the World Bank programme).

The setup costsTaken together, the set up cost of the Studem IGzampany has been estimated to a
1,5 billion HUF, however, as some other items hlagen added — related to the set up period of the
company—as a maximum the total set up cost was2dsdlion HUF, for the years of 1998-2001
period. Since then no other budgeted state costsdeurred.

The detailed breakdown of the costs has been dietednby the detailed project implementation plans
— however this information is not publicly availabHowever, we think that this information must be
enough for understanding the difference betweernngles 2 billion set up cost and an annually
recurring min. 3 billion large cost of finance faterest subsidy.

The precise answer to the question: between 1908:208 m USD (cca 360 m HUF, that time) was
budgeted in the Ministry of Education’s budget iffedlent sized annual instalments. In 2001 its last
instalment was extended to 500 m HUF (cca by 30BlW#) in order to have enough capital for
funding the Student Loan Company (which is a closkdre-holder company with 100% state
ownership). By the end of that year (2001) ano8@8 m HUF capital injection was necessary, that
was given to the SLC as a loan by the owner (st&eept for a few short-term liquidity type loans
by the state, no more state money, particularlygktet state money was involved. However the SLC
has already (cca 2-3 years ago) repaid all of thgses of state money with the proper interest
charges, and since then no other state financédas needed. Taken together: if the interest of the
student loan would be subsidized by 2-3%, the dnmacairrent cost of this “small interest subsidy”
would cost every year 2-3 times more money (at ghesent size of the scheme and the total
outstanding debts (150 billion HUF)), than the orad single set-up cost of the scheme, which since
then has become financially self-sustaining.

The detailed breakdown of costs is not availabieorder to indicate the magnitudes: e.g. IT design
and business process engineering etc. cost about8®m HUF (in 2001), IT development (delivery
of the system) was about 200-250 m HUF, the caltezeand mail center were an additional 50 m
HUF, PR cca 50-60 m HUF, foreign consultancy weas 180 m HUF, other consultancy (e.g. legal,
financial, smaller special consultancies) was d@@ th HUF etc. About 10 foreign and cca 40-50
Hungarian experts worked on the programme — aligleosts, and the set up costs of the company,
and the salaries of the staff (in sum: everythmwgp financed out of this 1,5-2 billion HUF set-up
costs of the scheme. However, this data are pybiiot available, and the detailed design of such an
implementation project, the built-up of such a potj and particularly the breakdown of costs is
definitively out of the scope of this paper.

4.) What does the loan include in terms of approesquenses?

Students may use the money from the loan for wieatéhwey want to. There are no limitations or
requirements to prove some of the expenses pdideapan.
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ANNEX 2
Slovak Student Loan Fund (SLF*

The student loan scheme was established in Slouwaki@95°. The first loans were provided by the
SLF in 1997/1998. Up till December 31st 2006:

o the SLF had 25 613 clients who took out 1 or moems during their study

0 the loan was provided to 38 727 students,

0 61 445 loans in the amount of 1 283 934 210> Sk

0 20 600 clients were repaying loans in Decembé&r2BD6

Resources provided by state to the SLF

The state provided altogether 700 million Slovakuka from 1995 till 2003. The state has
not provided any resources since 2003. The SLFsliwet of previous installments and

repayments of loans (in 2006 the repayment of loeas in the amount of 119 090 660,- Sk;
the profit of SLF after deduction of taxes for 2008s 6 343 898,- Sk, free resources of SLF
in 2006 were in the amount of 882 296 627,- Sk).

The SLF does not need further resources from the o far as the number of students
interested in taking out the loan has decreasestanuiially. The SLF has a yearly income of
about 11 000 000,- Sk from the repayments and ab000 0000,- Sk from the interest rates
on the SLF's resources deposited in the commebeiaks. If, however, the number of student
loans would be around 5 000 every year, as it magnally been planned, then the SLF

would need more resources from the state budget.

The outstanding debt of Clients of SLF by Decembes1* 2006was 620 730 280,- Sk.

The amount of loans
Between the academic years of 1997/1998 and 2003/2@ loans were only in one amount:
20 000 Sk (600 EUR)/academic year.

From the academic year 2004/2005 the loan can A&k (300 EUR)/academic year, 20
000 Sk (600 EUR)/academic year, 30 000 Sk (900 EagRylemic year, or 40 000 Sk (1200
EUR)/academic year. Between 2004/2005 and 2005/#@®&ans of 30 000 and 40 000 Sk
were only for students from low income families.eTtoan of 40 000,- Sk was for the
applicant who comes from the group of commonly sss@ persons with income of the level
of minimal subsistence per one person (156 Eurooper assessed person). The loan of
30 000 Sk was for applicants with an income per w@nber of the group of commonly
assessed equal to minimum wage (246 Euro per aessed person). Also the students who
wanted to have better chances to receive a loaadbas their financial needs can provide
information on the income of commonly assessed neesntil the family.

* The data in this note are from the Law on studéat,web site of the Student Loan Fund, the 2006uah
report of SLF and from meeting with the directotlod Student Loan Fund on Thursday, Feb. 21st 2008.

> Before 1997 a commercial bank “Slovenska spoitelprovided student loans for years 1995/1996 and
1996/1997 — the state provided 200 million of Slokeowns for these 2 years for 7263 loans.

% One loan is for 1 academic year, i.e. 10 months
"1 EURO = 33 Sk
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Due to the low interest of students in the loamgte last two years anyone can apply for any
amount of the loan.

The amount of the loan can be used for payingulien fees as well as for paying the living
costs. The decision how much of the loan will bedutor the fee and how much for living
costs are completely up to the borrower.

The loan is disbursed in 2 payments (first is 1yisdafter signing the contract and the second
in February). The loan is for the period of 10 nisrrom Septemberto June 36,

Eligibility

Till January £ 2008 only regular students in Bc. or MA study peogs® — citizens of
Slovakia, studying in Slovakia or abroad and famefjovaks’® were eligible. From 2008
part/time students are also eligible for the lo&lso students from private higher education
institutions are eligible for loans, but not mariytteem apply for the loan (see the table below
for the detalls).

A student is not eligible for the loan if:

- the student has to repeat the same grade one mwreahd it has not been due to
major health problems,

- the student moved to another faculty/university seh&/he studies in a lower grade
than in the original faculty/university,

- the student has interrupted studies during the gmlemic year with exception of the
serious health problems (must be verified by theta® and of the participation on
mobility program (must be verified by the facultyiversity).

Before 2005

Before 2005, when there was bigger interest indadaan the loans available, the loans were
distributed among different universities and thigculties so that approximately at each
faculty the same proportion of students receiveditlan. About 5,75 % of the students from
each faculty could receive a loan.

There was a set of criteria for loan applicante Thteria involved:
- very good academic performance (i.e. average ofthades is 1,5 while 1 is the best
and 3 is the worst grade),
- lower ability to work,
- lower ability to work and serious health disability
- beneficiary of grant for needy students (socigdestd),
- the income per one assessed person from the fesndgs than minimal wage.

The applicant was supposed to fulfill at least oh#hese criteria in order to be in the group of
students that had priority in receiving the loa@sly if not all the money was used by the
people fulfilling one of the criteria above, thdretother students could also be awarded the
loan by the SLF. If there were some loans left frone faculty, then they were moved to

8 PhD students are eligible under different loaresof also administered by the SLF. That schemegstiag
young teachers and as regular PhD students (nbtim&r ones) have to teach as part of their progtaey are
also eligible for the loan.

%9 Foreign Slovaks are people who were born abroddies abroad, but are Slovaks.
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another faculty of the same university with thehaist interest of students. If there were some
loans left from the university as a whole, i.e. siidents from all the faculties of the
respective university who were interested in thentohad received one, then the extra loans
were passed to another university with the higimstest in loans. The same scenario was
repeated at this university that received the elktams from the first university — first the
faculty with highest interest in loans receivedraxbans, then the money that was left was
moved to the faculty with second highest intereghe loans and so on.

The loans were awarded based on the score thasttiteent received according to the
following criteria (who fulfilled the criteria a)dd the highest score, the person fulfilling
criteria under letter r) had lowest score):
a) having serious health disability, being awardedngrmr needy students, having
average grade above 1,5
b) having serious health disability, being awardedngr®mr needy students, having
average grade below 1,5
c) having serious health disability, the income pemé&mber of commonly assessed
persons is less than minimal wage, having avereapegabove 1,5
d) having serious health disability, the income pemé&mber of commonly assessed
persons is less than minimal wage, having avereggedielow 1,5
e) having serious health disability, having averagalgrabove 1,5
f) having serious health disability, having averagedgrbelow 1,5
g) having lower ability to wor®, being awarded grant for needy students, having
average grade above 1,5
h) having lower ability to work, being awarded grémt needy students, having average
grade below 1,5
i) having lower ability to work, the income per 1 mambf commonly assessed persons
is less than minimal wage, having average gradeaabd
J) having lower ability to work, the income per 1 mambf commonly assessed persons
is less than minimal wage, having average gradaibg|5
k) having lower ability to work, having average grad®ve 1,5
[) having lower ability to work, having average gréamdow 1,5
m) being awarded grant for needy students, havingageegrade above 1,5
n) being awarded grant for needy students, havingageegrade below 1,5
0) the income per 1 member of commonly assessed ersdass than minimal wage,
having average grade above 1,5
p) the income per 1 member of commonly assessed [gersdass than minimal wage,
having average grade below 1,5
g) having average grade above 1,5
r) having average grade below 1,5

Based on the score the SLF made an order of ssjdsatting with providing the loans to the
students with highest scores. It could happenthieat were no loans left for the students with
lower score if 5, 75 % of students of the facultifiied higher scores.

From 2006
For the last two years there were no selectioeriait because of the low interest of students
in loans. There are also no limits for facultiesyersities in terms of how many students are

% Lower ability to work is a less serious healthathidity, but still it is some kind of disability #t does not allow
a person to do some types of jobs.
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eligible from which faculty/university.

Applying for loan
All the activities related to the decision on awagdthe loan, payment of the loan to the
student and repayment of the loan by the studema@ministered by the SLF.

Students apply for the loan at their higher edocatnstitution (at their faculty, or if the

university is not divided into faculties then s/agplies at university level) at the so-called
Student Affairs office. The application form is #dable on the web site of the SLF
(www.spf.sk). The student has to provide all sugipgrdocuments proving the low income
and/or physical disability.

The faculty/university checks the application, wdether all the data provided by the student
are correct. The employees of the faculty/univerditeck:

o whether the applying person is a student,

o her/his academic performance during the previows/sesults of final exams if the

applying person has just finished bachelor’s degrekis starting the MA level,

o whether s/he is a beneficiary of a grant for nesidgents.
After this check they insert the data into the ®l@uc database of the SLF. If they process
more than 50 applications they receive a paymerdppiroximately 12 Euro plus for each
extra application above the threshold of the 50liegions they receive about 2 Slovak
koruna (0,06 Eurd}. Even though the payment for the people at fagsiliniversities is
rather symbolic it establishes certain formalizestact between them and the SLF. This
contact later helps motivate them to report to $ié on changes in the status of relevant
student (e.g. if the student drops out from theoeth The faculties/universities should be
reporting the changes in student’s status in amsg,clut there is no way to punish them if
they don’t do so. Therefore it is more useful totivade them positively to cooperate. Since
the applications are processed electronically dired the faculty/university level, this makes
it possible to make the selection and awardingais in a fairly short time.

The students with the status of foreign Slovaks assessed separately from other students
and their applications are sent as separate grbappdications in one mailing with all other
applications. If these students with foreign Slavakatus are applying for the first time for
the loan then they have to also attach to the egupin the photocopy of the passport and a
decree from the Ministry of Foreign Affairs thahe/has such status/photocopy of the card of
foreign Slovak.

If the student studies abroad then s/he has to genapplication directly to the SLF. The
application has to be supported by a document yegfthat s/he is student of respective
university. This document has to be translated 8itavak (with exception to the documents
in Czech and in case of freshmen the documentsatieaspproved by the National center of
recognition of diplomas). If s/he starts first yedrstudy then s/he has to also attach to the
application the results of the final exams at hsghool. The SLF then performs the roles
normally performed by the faculty/university debed above. This is the case of 100 to 200
students per year (for details see the table bel®h® application deadlines are the same as
for the faculties/universities that send the agtians of students studying in Slovakia (July
31%and October 20).

®L This is paid by the SLF.
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One can apply for loan also throughout the $fearhowever if one wants the whole amount
of the loan then he/she has to appl§’by
o June 18 if s/he has passed all the exams and has fulfillicthe requirements
assigned by the internal rules of the higher edocanstitution to be able to continue
the studies in the next grade — the faculty/univessill send the applications to the
SLF by July 31
o October 10 if s/he is a first year student or s/he is studdrgecond or higher grade
and s/he has fulfilled all the requirements asgigig the internal rules of the higher
education institution to be able to continue thedsts in the next grade - the
faculty/university will send the applications t@tSLF by October 10

If s/he applies during the academic year, thenltla® is proportionately smaller, i.e. if
someone starts to take out the loan"fminth of academic year, then s/he is only eligibte
loan for remaining 5 months, not for whole 10 manth

The list of people who have been awarded a lopulidished on the web site of the SLF. The
SLF does not inform the applying student if it aidt award her/him the loan. The loans
awarded during the academic year are published onthly bases (there is an update of
awarded loans every month).

No later than 30 days after the SLF has receivedagpplication the borrower (if being
awarded a loan) will receive 2 originals of the ttact on the provision of the loan. S/he has
to send back one contract signed by her/him anthéyuarantor to the SLF no later than 30
days from the date when s/he has received theamirfiom the SLF. If the contract is not
signed by the borrower and by the guarantor intffnthe SLF employees, then the two
signatures must be officially verified by notaryather similar institutions. The borrower has
to attach to the contract all supporting documéartasuch as proof of being the student of
respective faculty/university and proof of the imeo of 6 previous months of the guarantor
(for details on the guarantor see below).

The loan is provided in 2 payments directly to tlenk account of the student. The first
payment of 50 % of the loan is delivered to theoaot of the student 14 days after receiving
signed contract by the SLF (approximately by Decemnilb). The second half of the loan is
sent to the student in February of the followingr§/e

%2 Before that there were more students applying tharoans available; the students were applyin@btpber
10" of every year and only in exceptional cases wheir financial situation deteriorated substantiallyring
the year and the new situation was not caused dtident her/himself, then the SLF decided to idethe
loan also during the year.

% There are 2 deadlines for applying (15.6. and (L}, because the deadline in June was introduceelation
with the attempt to introduce fees for higher ediocain 2005. As these fees would have to be paitha
beginning of the school year the government intcedunew deadline for application for loans so th&enough
time to process the applications for loans and stuelent would have money available to pay for the. f
However, the fees were not introduced in 2005 theideadline of June £Semained in the law.

% Before 2004/2005 the loan was paid out every mdath10 months of the academic year. In 2004 the
government wanted to introduce fees and the loars wupposed to primarily cover the fees. The Yeme to

be paid twice a year so the government changed @atyof the loans according to the planned payméttieo
fees — twice a year. Even though the fees weréntratduced in that time and the loan is not tiedhte fees the
arrangement of 2 installments was kept. This aeerent is cheaper from the point of view of the adstiation

of the loans.
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The SLF informs the respective faculty/universiboat awarded loans while sending there
the list of students who have been awarded thesloan

The time line of application process for the loan

- application by the student for loan: Jund/Tctober 18

- application sent to the SLF by the faculty/univistsby student studying abroad: July
31%October 28

- decision on awarding the loan and receiving thetragh from SLF by the student:
November 28

- student sends back the signed contract latest bgrbieer 20

- first payment of the loan: latest by Januafy; But if student delivers his signed
contract to the SLF immediately after receivinfram the SLF then s/he can receive
first payment by approximately Decembef"15

- second payment February next calendar year.

If the student applies later than Octobef"¥Ben he receives first payment 14 days after
delivering the signed contract to the SLF.

Guarantee for the loan

In order to apply for loan the student must have gmarantor who is less than 50 years old (it
can be a relative) and has unlimited contract erdther regular income in the time of signing
the contract for the loan. The guarantor must I$oaak citizen with permanent address in
Slovakia. The guarantor cannot be student, repegdon, unemployed person etc.

Until 2005 the SLF wanted the student to have twmargntors. From academic year
2005/2006 instead of the second guarantor the stundes to sign contract with a commercial
bank (Wustenrot Bank) that insures the studentdse of death (2 %o of the loan) or for case
of injury with permanent consequences (1,5 %o of ldan). Signing the contract with this
commercial bank is part of the overall contracttfo loan. The insurance in Wustenrot bank
is a group insurance for all the clients of the SLF

Repayment

There is 3 % interest on the loan, which startse@pplied in the moment when the borrower
starts to repay the loan. On the other hand theramge paid to the Wustenrot Bank
mentioned above starts to accumulate from the monman the student takes out the loan
until the loan is repaid. The highest repaymenbfié takes the loan of 40 000,-Sk) is 440-,
Sk (13 Euro)/month. If the borrower pays reguldign s/he shall repay after 8,5 years.

The repayment shall start 2 months after last €stakam or 1 month after the changes
described in the following part. So if someonedwample takes out loan only in the first year
of study s/he must start to repay only after grdidnaOne can decide to repay parts of the
loan or the whole loan before the repayment ofldla@ is due. In case of repaying the loan
immediately after finishing the university, the mwer pays zero interest from the loan.

The loan must be repaid no later than 10 years gfteluating the university, however there
are some exceptions such as maternity leave (biilisiup to 5 years after graduation), priest
service during the studies and continuing studymghe first study on higher level, i. e.
student who has finished Bc. study and continuedvidn level can ask to have her/his
repayment postponed until s/he finishes the MA &t these cases the student must ask for
postponement of the repayment. In special caseBdhed of trustees may decide to write-off
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the dept. So far it has happened only in 3 caseshwhiere extreme (brain tumor, death of
debtor).

The SLF informs the borrower about outstanding dather/his account each year on
December 3% Once the borrower is approaching the last repayniee SLF sends to the
borrower the information that this is the last paytmand after repaying that payment the
borrower is removed from the SLF’s database ofiators.

The duty of the borrower to inform the SLF on changes

The borrower has a duty to inform the SLF on changach as: finishing the study or
prolonging the study while changing the date otlgtaompletion in comparison to the date
originally defined in the contract, moving from oriaculty/university to another one,
interruption of the study, being expelled from dtedy, repeating the same grade, leaving the
study, change of address and/or change of the rfals® in the case of the guarantor). The
borrower shall inform the SLF latest 14 days dtiterchange has occurred.

Fees and other costs

The borrower must also pay fees related to the midiration of the loan. The basic fee to be
paid is the cost of the operating an account ofstident and fee for providing statement of
the account. Other fees are paid for services reduy the student or for services arising
from the fact that student is not fulfilling herghiluties agreed in the contract (e.g. sending a
note that the student is late with the repaymetitere are about 700 — 1 000 of such notes
sent out every month). The list of prices of eaetvise is available on the web site of the
SLF: http://www.spf.sk/main.php?page=sadzovnik

Problematic cases
Approximately 1 % of debtors are not repaying adowy to agreed conditions and the SLF
has to deal with these ca%ts

The borrower shall pay the repayment every montther28 day of the respective month, if
s/he is late by one day then the SLF may incrdasenterest rate by 1 % for the remaining
debt, however the SLF first warns the borrower aboeing late with payment. If the
borrower is late with 2 payments, i.e. s/he is laye2 months, then the SLF has aright to
demand in one installment the repayment of the svabt including the associated costs
with sending the warnings, paying the lawyer arikkal

If the debtor does not reflect on this requestdayment then the SLF takes her/him to the
court. The SLF has about 20 court cases per yearttaa whole process is fairly quick
(several weeks). In its whole history the SLF wdirttee court cases, only one c&%& not
closed yet. There were all together 3 executionssdt of court judgement.

The SLF is open to negotiations all throughout ghecess, also when the case is already at
the court — if the debtor decides to make an ageeémvith the SLF then the SLF withdraws
from the court and enlcoses an agreement on pagmsétfit the debtor.

Costs of administration of the SLF

% The figure is according to the director of the SLF

% This case is almost 10 years old and it is a dehtd enclosed contract not with SLF but with @@mmercial
bank operating the loans in 1995-1997.
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The SLF may use 6 % of the yearly budget + inflafior its administration costs (managing
the fund). The salaries of the employees of SLEI(ghkng the taxes) may not exceed 35 % of
resources for administration, i.e. 35 % out of @Pthe yearly budget.

The management of the SLF
SLF does not form part of the Government, but theveéenment, i.e. the Ministry of
Education, has direct influence over its work. Sl$0 submits the annual report approved by
the Board of trustees to the Minister of educatitinthe Parliament and to the National
student council.
o SLF has 3 bodies: Board of trustees (7 membersgcdir and Supervisory board (3
members)":

» The Board of trustees main decisive body with 7 members. 4 membees ar
appointed by the Minister of education and 3 byNlational student council; the
Board approves the statutes, the budget of the SLF, the yeargntial
statement verified by the auditor, annual repgrpaants/dismisses the Director
of the SLF® and sets his salary, the fees charged by the Bh& members of
the Board can put forward proposals and are obligegarticipate at the
meetings of the Board. The members of the Boaradppeinted for 2 years and
serve two consecutive terms. Both the Minister @r@dNational student council
take long time to appoint its representatives ® Board. This may hinder the
operation of the SLF.

» The Directoris a statutory body of the SLF and he is an eng#ogf the SLF
and is accountable to the Board of trustees. ThecRirproposes the budgeto
the Board of trustees. The Directornminly responsible for carrying out the
decisions of the Board of trustees, for managiegaitcounting, for preparing the
annual report and the yearly financial statemeat, greparing statutes, for
closing the contracts with the borrowers, for chegkvhether the conditions of
the contracts are followed, for enforcement of ddliim the borrowers and for
administrative operation of the SLF (HR managem&ngncial resources and
property management).

= The Supervisory boardas 3 members: 2 members appointed by the Mirno$ter
Education and 1 by the National student councile Timembers of the
Supervisory board are appointed for 2 years andes®vo consecutive terms.
The Supervisory board shall supervise the workhef $LF and its financial
management.

There are 12 employees of the SLF. The employedgleoSLF cannot be members of the
Board of trustees and of the Supervisory board. dinployees of SLF are responsible for
standard operation of the SLF e.g. preparing backgt documents for all three bodies of
SLF, collecting the requests from students forldas, communication and administration
related to the registering of the clients, re/paymef the loans, communication with the
faculties/universities, with banks and other refgw@ganizations and alike.

The attorney of the SLF, the software designer Hrel network administrator and the
accountant are self-employed and are paid basembwinact. This is cheaper for SLF as it
does not have to pay the social insurance and faxésese people. The attorney is paid for

67| described only the most important responsiktitof individual bodies.
% Mr. Zburin has been the director of SLF for theolehexistence of the SLF.
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standard work by monthly fee, however in case ditamhal tasks such as participation at law
suites he is paid extra, but these costs are cimBréhe respective borrower not by the SLF.

The legal framework

The SLF was set up by the law on Student Loan Fund®00/1997. The law on higher education no.
131/2002 states that the student loans provideithdo5LF represent one tool of the direct support of
the students.
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Overview of the provided loans:

Academic Total no. of No. of loan contracts Disbursed
year E}Ud‘?gz 1o'| TOTAL |With | With With loans in Sk
student<® no. loans stude_nts stude_nts students with
studying | studying the status of
in abroad foreign
Slovakia Slovak
1995/96 88 508/ 4398 4398 136 688 204
72 525
96/97 97 600/ 2865 2865 55 256 005
78 045
1997/98 107 349/ 5286 5286 104 624 00(
82432
98/99 117 159/ 4960 4960 98 100 000
85742
99/00 125 773/ 4988 4988 98 380 000
88192
00/01 132 558/ 4926 4854 65 7 96 544 000
90446
01/02 140 561/ 4785 4703 79 3 93 958 000
92140
02/03 146 966/ 5093 4952 137 4 100 068 00D
97932
03/04 152 969/ 5565 5374 188 3 108 800 00D
97759
04/05 160 040/ 3985 3802 183 96 780 000
107 022
05/06 177 714/ 3052 2900 150 2 75 605 000
114 554
06/07 data| 196 866/ 1877 1769 106 2 23 955 000
ggolgec. 31st 123 309

Originally, the SLFplanned to give out every academic yeaabout 5 000 loans, i.e. 100
million of Sk.

% Only from 2008 the part time students are alsgilgk for loans. Until 2008 only regular studentsrev
eligible, this is why we put also the number ofuleg students so it can be seen how big was tigékdigroup
of borrowers vs. the overall number of students.
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Demand of students

Between 1995 — 2004 there was higher demand farsldlaan the supply — it varied from
couple of hundred more students to up to more B0 students more interested in loans
than the number of loans available. As it can ez $e the table below from 2004 the demand

of students is much lower than the supply of loans.

2000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2006 2007

No. of  denied
applications for| 2464 664 128 585 156 254 0 0

loans
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