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Foreword

The shortage of resources for educational development is a
recurring theme in the history of public education systems. Some
countries have enjoyed brief periods of their history when they
have been relatively free from such pressures. However, such
respites have generally been short-lived, and the majority of
countries have had to live with financial constraints preventing
them from expanding educational services as rapidly and as
extensively as they would wish. Particularly difficult economic
conditions in the late 1970s and early 1980s forced governments to
pay closer attention than usual to issues arising from inadequate
resources. Many countries suffered from the general world-wide
economic recession, high inflation, increasing international debt,
and drought conditions in some regions. At the same time the
effects of earlier expansion of intakes at the lower levels of
education have worked their way through the education systems so
that today the resource requirements stemming from developments
initiated in earlier years, are greater than ever.

Commonwealth Ministers of Education directed their attention
to these issues at their Ninth Conference in Nicosia, Cyprus in July
1984, In their communiqué they noted that ‘education authorities
throughout the Commonwealth were under severe pressure as the
recession cut into their budgets and faced acute difficulties in their
efforts to raise standards and extend education to growing num-
bers’. They therefore examined strategies (a) to increase resources
for the development of education and (b) to make better use of
existing resources, and directed the Commonwealth Secretariat to
identify critical resource gaps and methods by which these gaps
might be bridged. The Nicosia Conference recommendations also
called upon Commonwealth governments and the Secretariat to
undertake action that would inform member countries of the range
of tested innovations.

The present study has been commissioned in response to those
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8 Lending for Learning

recommendations, and is one of a range of activities. The major
thrust of the programme has been a series of three workshops on
‘resources for education and their cost-effective use’. The first of
them, held in Botswana in June 1985, discussed community
management and financing of schools in less developed countries.
It was largely about mobilising alternative sources of funds and
commitment within the community. The second and third
workshops concentrated more on the cost-effective use of
resources, though financing issues, like the capacity of education
institutions to generate income for themselves, were also raised.
The second workshop was held in Trinidad in June 1986 and
discussed the cost-effective provision of practical subjects in the
curriculum at secondary level. The third workshop, held in New
Zealand in November 1986, focused mainly on the Pacific area and
considered ways of operating small schools in a cost-effective
manner. Resource books based on each of the three workshops are
being published in the same series as this present report.

In inviting Maureen Woodhall to write this study, the
Commonwealth Secretariat is not adopting any stance on whether
or not student loans are an appropriate mechanism for financing
education in any particular member country. It is certainly not
aligning itself with the argument of those who passionately
advocate loans, which they often link to the desirability of
introducing fees or ‘user-charges’ for education, as a way of
financing education in preference to the alternative of ‘free’
education. But nor, on the other hand, can it be argued that
‘lending for learning’ should be excluded from consideration as one
among other options. Whilst it would be naive to ignore the reality
that in many situations the strongest supporters of student loans
have been those who want to do away with free education, loans
themselves are a politically neutral mechanism for financing
education. Thus governments of many Commonwealth developing
countries borrow money from the World Bank or regional
development banks to finance their long-term educational
development. In some countries the local education authorities rely
on loans for school construction. Others, such as community
groups or private schools, may also borrow money to erect
facilities. A great deal of private schooling is financed by parental
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borrowing. In many countries of the Commonwealth students and
their parents are accustomed to having to meet some of the direct
and indirect costs of secondary and higher education, and may
well borrow funds from friends or the banking system for
accommodation and living costs, intending to repay these loans
later out of future income. Public loan systems may well help these
individuals to borrow more cheaply than is possible on the open
commercial market.

The present study does not set out to argue the case for or against
student loans. These arguments and many of the issues of
efficiency, equity, equality of opportunity etc. have been discussed
more fully in other publications, such as the one Maureen
Woodhall herself has written for the World Bank under the title
Student loans as a means of financing higher education. At the
same time the study does stress the point that any government
considering introduction of a student loan programme should first
be clear in its own mind about what it hopes to achieve. Is the
intention to assist needy students who cannot meet their existing
obligations? Is it to be linked with the imposition of fees and
charges for tuition or other services that students presently receive
free? Are loans to be used for manpower direction purposes?

The main intention of this study is to set out in a convenient form
some of the practical issues and choices that any authority
contemplating setting up a student loan programme would have to
face, and to bring to the attention of policy makers the experience
with student loan schemes already operating. Inevitably much of
the international experience cited is drawn from more developed
countries, but Maureen Woodhall has taken special pains to collect
data from developing countries wherever she has been able to find
it. The result is a useful checklist of considerations, decisions and
options which must be addressed by any government setting up a
student loan scheme.

We very much hope that this study will prove useful to policy
makers and practitioners, and will be glad to receive comments
from readers on whether it achieves this purpose. I would
particularly like to express our gratitude to Maureen Woodhall
herself as the author, to all those who assisted her with case study
and other material, and particularly to Dwight Horch of
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Educational Testing Service and to John Fielden, John Webb and
Sue Brownlow of Peat Marwick for their help in developing
computer models of a student loan programme.

Peter R.C. Williams,

Director, Education Programme,
Human Resource Development Group,
Commonwealth Secretariat.
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If you or anyone you know, would like a copy of this
book, or the others listed on the back cover, the
Commonwealth Secretariat can provide limited numbers
Sfree of charge to people and organisations in developing
countries.

Write to:

The Director

Education Programme

The Commonwealth Secretariat
Marlborough House

Pall Mall
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Introduction

Chapter 1:
The Case for Introducing Student
Loans

Throughout the world, education systems are facing increasing
financial constraints. Some governments are opting to reduce
public expenditure as a vital element in their long-term economic
strategies. Others are being forced to reduce spending by medium or
short term factors, particularly the world recession and the collapse
of the price of oil and other primary products, which has caused a
sharp fall in revenue in many countries.

The pressure of increasing demand for education, however,
continues unabated. Some of this is due to demographic trends,
particularly in developing countries, where the growth in school
and college age population is substantial. Equally important is the
rising private demand for education. As more and more young
people and their parents see secondary or higher education as the
key to secure, well-paid jobs in the modern sector, an increasing
proportion of the age group aspires to higher education. Evidence
on the social and private returns to education suggests that
education is still a profitable investment both for individual
students and for society as a whole. But government budgets face
severe financial constraints. Public expenditure on education
already absorbs 15 to 20 per cent of total government expenditure
in many developing countries, and cannot keep pace with rising
demand for more or better quality education. '

Financial Constraints Confronting Higher Education
In many developing countries governments are particularly
concerned to reduce the costs of higher education. Costs per

13
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student in universities and colleges are high in relation to other
levels of education. In developed countries on the whole, one
university student costs the government as much per year as three
or four primary school pupils. But in Asia one student in higher
education costs as much as ten or fifteen primary school pupils per
year. In many African countries a whole class of thirty or forty
children could receive a year’s schooling for the annual cost of a
single student at the university level, and in some developing
countries one university student costs more than 100 primary
school pupils.

There are many reasons why higher education is so costly in
relation to lower levels of education in developing countries. Low
student-teacher ratios and the small size of some universities or
colleges means that economies of scale cannot be exploited; the
costs of equipment, particularly for science or engineering, are
high, as are the costs of libraries and other specialized facilities. In
some countries the need to recruit expatriate teachers to overcome
domestic shortages of highly skilled manpower and the need to
import books, materials or equipment from overseas both push up
costs. Another cause of high costs is the fact that universities are
often modelled on the residential campus common in Europe or
North America.

The share of higher education costs borne by the government is
often very high. Many countries do not charge tuition fees for
higher education, or, if fees are charged, they are fixed so low that
the extent of cost recovery is minimal. Not only do students pay
very low fees, but in many developing countries students also
receive free board and lodging, and even ‘pocket money’ in some
cases.

The cost of scholarships and bursaries for living expenses is
sometimes dramatic: in some parts of Africa, for example Burkina
Faso, Cameroon, or the Ivory Coast, students’ living allowances
represent over 40 per cent of the entire government budget for
higher education.

A New Look at Patterns of Subsidising Higher Education
Many economists have questioned whether such high subsidies are
either efficient or equitable. Governments subsidise higher
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education for many reasons. Social and political pressures are
important, as well as economic justifications, which include:

% ensuring an adequate supply of skilled manpower for the
economy,

* preventing underinvestment in education, since the social
benefits of having a skilled and adaptable labour force exceed
the private financial benefits to the individual,

* providing equality of opportunity for all citizens, regardless of
wealth, to ensure that students from low-income families are
not prevented from participating in higher education by
inability to pay fees or finance living expenses.

In many cases the decision to provide free university education,
and to give scholarships, bursaries or grants towards students’
living expenses dates from a period when newly independent
countries faced serious shortages of skilled and professional
manpower. The need to overcome these shortages in order to
achieve economic growth and replace expatriates by trained
nationals meant that rapid expansion of higher education was given
top priority. It was considered imperative that no talented student
should be discouraged from pursuing higher education because of
inability to pay tuition fees or maintenance costs.

A policy of free tuition and generous scholarships was also
justified on grounds of equity. The desire for social justice and
equality of opportunity made it vitally important that the new
colleges and universities being built should not recruit exclusively
from among wealthy families who could afford to pay fees and
support their sons or daughters during many years of study.

More recently it has been argued that the twin goals of efficiency
and equity are not well served by these policies, which result in very
high levels of subsidy for higher education. If judged purely by the
criteria of cost-benefit analysis, this may not be the best use of
scarce public funds. Evidence suggests that in many developing
countries, expenditure on basic education at the primary level is
more profitable, and offers a higher rate of return than education
at the university level (Psacharopoulos 1985). Shortages of skilled
manpower which gave rise to high levels of subsidy in the first place
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have in many cases given way to surpluses and graduate
unemployment.

There is also evidence that despite low or non-existent tuition
fees, and generous scholarships and bursaries, it is still the children
of the wealthy who are most likely to gain access to higher
education and to be the chief beneficiaries of higher education
subsidies. Low income pupils are often deterred from continuing
secondary education, and so cannot gain the school-leaving
qualifications necessary for university entry, and students from
upper income families are more likely to attend high quality
secondary schools or can afford to pay for private tuition to
supplement low quality schooling. For a variety of reasons it is the
rich, rather than the poor, who are most likely to benefit from
highly subsidised universities and colleges of higher education.

Several governments have therefore proposed to move towards
greater cost recovery in higher education, by introducing or
increasing fees, while at the same time providing financial support
for students to ensure that fees do not deter talented students from
low income families. Policies of cost recovery may mean
introducing or raising tuition fees or, in countries where students
have traditionally enjoyed free lodging, the introduction of realistic
charges for meals and accommeodation.

Recently, such proposals have been given added impetus, not
only by the growing financial constraints facing many govern-
ments, but also by the recommendations of the World Bank. A
number of recent publications of the World Bank (for example,
Psacharopoulos and Woodhall 1985) have argued for a shift in the
balance between private and public funding for higher education,
on the grounds that present policies of subsidising higher education
mean that too much is spent on higher education in relation to
lower levels, that present patterns of subsidy are inequitable since
the children of ‘white collar’ workers and professionals enjoy a far
greater share of public resources for education than the children of
manual workers or farmers and agricultural workers, and it is the
children of relatively wealthy families who are most likely to
benefit from higher education.

The World Bank’s recent paper on financing education (1986)
has come down strongly in favour of a strategy of cost recovery
involving:
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* introducing or raising tuition fees in higher education

# charging students for board and lodging

# replacing scholarships and bursaries by student loans

# reallocating the revenue generated by these changes, in order
to expand or improve the quality of primary education.

There are many politicians who remain unconvinced by such
arguments, and who recognise all too clearly the difficulties of
reducing subsidies which favour one of the most articulate and
vocal groups in society.

Nevertheless, financial constraints are causing governments in
many countries to reassess and modify their policies of financing
higher education. In some cases this represents part of a strategy of
shifting more of the financial burden of higher education from the
taxpayer to those who will directly benefit from better employment
opportunities and higher lifetime earnings. In other cases it is due
simply to a desire to seek new sources of finance, in order to allow
expansion for improvements in the quality of education.

One of the options being considered in several countries is the
introduction of student loans, either to replace scholarships or
bursaries, or to enable students to pay higher tuition fees or charges
for accommodation. Some countries which already have loan
programmes are considering expanding their existing schemes, in
order to soften the impact of fee increases. Some governments see
students loans as a way of expanding higher education without
imposing excessive financial burdens on the public exchequer. For
a variety of reasons, therefore, a number of governments have
recently re-examined the case for student loans, and have turned to
international experience for guidance.

International Experience with Student Loans

Student loans are already widely used as a means of financing
higher education in both developed and developing countries.
Government sponsored or guaranteed student loan programmes
now exist in well over thirty countries, to enable students to borrow
to finance tuition fees or living expenses. There is even one example
of student loans in a Communist country: China has recently
announced that in future only very low income students will receive
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stipends. The remainder will receive loans. Some countries also
have a number of private loan programmes, set up by religious or
charitable organisations or by private universities.

There is nothing new in the idea of students borrowing money to
finance education or training. Informal arrangements have always
existed whereby young men or women financed their higher
education by borrowing from a wealthy patron or relative in the
expectation that high earnings in the future would enable them to
repay the loan. Students in many countries borrow from relatives
or friends, and even in the poorest countries the extended family
will try to find money to finance one child’s education, in the
expectation that he or she will later finance schooling or higher
education for younger relatives.

A fortunate few may therefore have access to informal loans, to
enable them to invest in education to enhance their future earning
capacity. For the vast majority, however, the only possibility of
borrowing, except at very high rates of interest, is a scheme by
which the government or banks provide educational loans on
favourable terms. The reasons are simple: students need loans for a
relatively long period, and the possibility of unemployment, illness
or death means that there is a high degree of risk for the lender
unless the loan is backed by some firm guarantee.

Banks are usually willing to provide commercial loans only to
borrowers who can demonstrate their ability to repay the loan by
assigning to the bank an asset, such as the deeds of property or
land, or an insurance policy, which represent ‘collateral’, that is
security for the bank that the loan will be repaid or, in the event of
default, the asset can be sold. Since students rarely have assets
which can be offered in this way, commercial banks may require a
personal guarantee from a parent or relative who undertakes to
repay the loan if the student defaults.

Governments in many countries have therefore established loan
programmes, either financed from public funds, or backed by a
government guarantee. The first official loan programmes — as
opposed to private charitable or philanthropic ventures — were set
up in Denmark, Sweden, the USA and Colombia in the 1950’s.
These were followed by an increasing number of government
sponsored or guaranteed loan programmes for students in higher
education, in the 1960’s and 70’s.
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International experience shows that loans are feasible.
Goverment-financed loan programmes are working in many deve-
loped and developing countries (Woodhall 1983). Nevertheless,
opponents of loans still argue that the costs, the dangers and the
administrative problems would outweigh the advantages of
introducing loans, and proposals to introduce loans still rouse
considerable controversy.

Proposals to Introduce Student Loans
In Britain, for more than twenty years some writers have
recommended the introduction of student loans, and in 1986 the
government announced a review of student aid policy which will re-
examine the option of loans. The arguments put forward both for
and against student loans in Britain have also been echoed in other
countries where systems of student support are under review.
Advocates of loans argue that a system of student support based
partially or entirely on loans is more efficient and equitable than a
system relying wholly on grants.
The advantages claimed for loans include:

(a) a reduction, in the long run, in the costs of subsidising
students, thus allowing the government to expand higher
education, to reallocate the savings to other levels of edu-
cation, or to reduce the financial burden on the taxpayer;

(b) less transfer of income from low-income taxpayers to those
who are likely to enjoy higher than average incomes in the
future;

(c) improved motivation of students, who would become more
cost-conscious and more thoughtful about future career
prospects;

(d) greater flexibility than a system which gives grants to certain
categories of student and denies any form of financial aid
to others, such as part-time students or students in private
universities.

On the other hand, the critics of student loans continue to draw
attention to potential problems. For example, in Britain, the
National Union of Students, which has long opposed the intro-



20 Lending for Learning

duction of loans, even on a partial basis, produced a strongly
worded attack in 1985 which concluded that ‘‘none of the systems
observed meet the needs of students, education, government or
the country concerned’’ (NUS 1985). Critics of loans argue that
replacing grants by loans would:

(a) discourage low-income students from participating in higher
education, because of their fear of incurring future debts;

(b) provide a particular disincentive for women, who would face
a ‘negative dowry’ if they married while still having unpaid
debts;

(¢) be difficult and costly to administer, particularly at the
repayment stage;

(d) lead to little or no savings of public funds, because of the
danger of default.

Despite the controversy surrounding student loans, there have
been recent proposals to introduce loans in many countries,
including Australia, New Zealand, Ghana, Kenya, Nigeria, the
Ivory Coast, Malaysia, and Papua New Guinea. In addition some
countries, such as Barbados and Indonesia, where loan
programmes were introduced in the 1970’s or early 1980’s, have
recently considered expanding the existing system of loans.

The Need for Practical Advice: The Purpose of this Book

Despite the renewed interest in loans as a means of financing higher
education, and the frequent proposals in various countries to
introduce or expand loans for students, there is very little practical
advice available for the policy maker who is actively considering
establishing a loan programme. As more governments consider
introducing loans as a way of overcoming financial constraints, it
becomes increasingly clear that what is needed is not further
theoretical debate about the advantages and disadvantages of
loans, but practical information about existing programmes, their
strengths and weaknesses, and about the range of options available
to a policy maker who is considering introducing a student loan
programme. With more than thirty countries providing student
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Proposal for a National Student Loan Bank in Malaysia

A recent examination of the Malaysian government
scholarship policy concluded that the system of
scholarships was:

e generating a mismaitch between the supply and demand

Sfor high level manpower
e highly regressive, and chiefly benefitted students from

wealthier families.

The authors recommend the establishment of a National
Student Loan Bank, to provide repayable loans to all
students, both for overseas and local university study.
““Even poor students will, thanks to their education,
ubtimately emerge as relatively rich members of society
and, therefore, they should be expected to discharge their
social accountability to the next generation by repaying
their loans.”’ (Mehmet and Hoong 1985, p. 208)

ok ok 3k 2k ok 3k 3k o 2k ok 2k ok 2k o 3K sk 2k ok ok ok ok ok 3K ok ok ok 3k ak 3k Ak 3K oK ok ok ok ok 3k 3 3K 3K ok ok Ak ok ok K

3o 3k ok ok ok ok ok ok ok ok ok 2k ok ok ok ok 3k ok ok ok ok ok ok 2k ok ok ok ok ok ok ok ok ok K ok
3 3k ok ok ok ok ok ok ok ok ok ok ok ok 3 ok ok ok ok ok ok ok ok ok ok ok ok ok ok ok ok ok Ak ok ok Ak ¥

loans, and with several countries offering more than one type of
loan, there is a bewildering variety of models and an even greater
multiplicity of variables to consider in designing a loan pro-
gramme. The purpose of this book, therefore, is to examine the
range of choices facing the policy maker who has been convinced of
the merits of establishing some sort of loan programme but is
unsure of the advantages or disadvantages of different types of
loan scheme.

The emphasis is on practical choices rather than on the
theoretical case for introducing loans. The book is written to
provide practical assistance for a policy maker who is willing to
embark on the process of establishing a loan programme, perhaps
initially only on an experimental basis, but is unsure what prior
decisions and choices have to be made before a loan programme
can be set up. The focus is mainly on the possibilities for
establishing a loan programme in a developing country. For this
reason, particular attention is given to the problems faced by
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national policy makers in developing countries, who are likely to
see the main advantages of student loans in terms of a reduction in
the public costs of higher education.

There are of course other issues that must be considered,
including the impact of student loans on patterns of participation
in higher education, on student choices and motivation, and on
educational institutions. Many of these issues are also of particular
concern at the moment in several developed countries where
student loans are currently under scrutiny, for example the USA
and Sweden, or countries which are considering introducing loans,
for example Britain. However, this book is addressed primarily to
the policy maker or administrator in a developing country; and
though it draws on the experience of loan programmes in developed
countries, including the USA, Japan, Canada, Sweden and West
‘Germany, it is mainly concerned with the lessons of such experience
for developing countries, and with experience of actual loan
programmes in developing countries.

The remainder of the book is divided into two parts. The first
part deals with policy choices. Chapter 2 considers the choices
facing the policy maker, in terms of ten crucial decisions that have
to be made, and the evidence that is available on the advantages
and disadvantages of different models. Chapter 3 shows how a
computer model can be developed to examine the implications of
alternative choices. Part II provides more details of actual ex-
perience. Chapter 4 summarises experience in both developed and
developing countries, and provides more detailed information on
Colombia, Barbados and Hong Kong, as case studies of countries
which have established student loan programmes.

There is no single ‘ideal model’ put forward in this book, for the
simple reason that the choice between alternatives must depend in
part on the conditions within the country, including the existing
pattern of finance for higher education, and factors such as the size
of a country and its state of development. Above all, it must
depend on national objectives and priorities, and the specific aims
of the policy maker in introducing student loans. In some
countries, the aim of a loan programme may be to expand financial
aid for students, which will lead to increases in expenditure; in
other cases the aim is to reduce the level of public subsidy and
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substitute loans for grants, scholarships or bursaries, or increase
cost recovery through fees.

Some of the choices facing the policy maker in designing a
student loan programme are political. For example:

* how should the costs of higher education be shared between
students, their families and the taxpayer?

+* should loans be available to students in private as well as
public universities?

Other choices are more technical:

# what should be the repayment terms of student loans?
# what steps should be taken to minimise default?

This book examines both types of choices, and shows how different
decisions have been made in different countries.

However, what will work in one situation will not necessarily
work in another country facing different economic and political
conditions. Therefore, rather than providing a ‘blue-print’ for a
student loan programme, the book aims to provide the policy
maker with a framework for examining some of the implications of
alternative choices. It is hoped that this will prove useful, if only as
a ‘check list’ of problems to be solved before a student loan
programme can be established.



Part I: Policy Choices

Chapter 2:
Policy Decisions in Designing
a Student Loan Programme

A policy maker who favours the idea of student loans, but is still at
the stage of designing a loan programme, faces a number of policy
decisions. First and foremost, there are political decisions:

What is the aim of the loan programme? Student loans may be
introduced as a way of increasing opportunities for access to higher
education, by providing subsidies, or as a way of generating extra
resources for higher education by increasing cost recovery.

The objectives of student aid programmes should be clear and
explicit. It will be impossible to monitor the effectiveness of student
loans or grants unless the objectives of the programme are stated
clearly and explicitly. It is also important to avoid confusion
between the objectives of a system of financial aid for students and
other social objectives. Some developing countries, for example
Nigeria, require all graduates to undertake a period of national
service after graduation; and some students regard this as the means
by which they repay their debt to society, and therefore may see it
as an alternative to student loans. However, a system of national
service usually has quite different objectives from a system of
financial aid for students: national service frequently involves some
form of military training, or is intended to promote national unity.
Such objectives should not be confused with questions about how
higher education should be subsidised.

24
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The goals of the loan programme must be clarified at the outset.
The aims of the loan programme will be partly determined by the
choices already made regarding fees:

What is the policy on fees? Do universities and other institutions
charge fees for tuition and for accomodation and food? The scope
of any student aid programme will depend on whether students are
expected to pay fees in public universities and colleges, whether
private institutions are permitted, and whether financial aid is
made available to students in both the public and private sector.

Once the political choices have been made and the overall
objectives of a loan programme are established, the policy maker
must choose between various options in the design of a loan
programme. These choices can be summarized in terms of ten
practical decisions that have to be made:

1. What form of financial aid will be provided for students? Will
all aid be provided as a loan, or will grants, scholarships or other
forms of aid also be available? What will be the relationship
between student loans and other forms of aid?

2. Who will administer the loan programme? Will it be the
responsibility of banks, or of universities and colleges, or will a new
agency such as a state-owned student loan fund be established?

3. Who will be eligible for loans? What criteria will be used to
select eligible students?

4. What proportion of students will receive loans?

5. What size of loan will be provided? What will be the average
and maximum annual loan, and total borrowing limit?

6. What will be the repayment terms for student loans? What will
be the interest rate and the length of repayment?

7. How much burden of debt should students be allowed to
accumulate? Will provisions be made to ensure that students do not
face excessive debt burdens, or to reduce the burden of debt in
particular circumstances?

8. How will loan repayments be collected? What measures are
necessary to keep default to a minimum?
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9. Will the loan programme incorporate incentives? Will
favourable loan terms be granted as a reward to students who
achieve high grades, or to influence student behaviour and choice?

10. How flexible will the loan programme be? Will there be special
provisions for particular categories of student, e.g. married
women, or those who study abroad? Can mechanisms be developed
so that the loan programme can adapt to new conditions?

This chapter examines each of these policy choices in turn.

1. What form of financial aid will be provided for students?

In a few countries some students or their parents are expected to pay
the full cost of higher education, for example if they attend private
universities. However in every country some forms of financial aid
are provided by government or by private agencies. These include:

(a) Grants, Scholarships or Bursaries provided by government,
and which may awarded:

# to all students, regardless of their individual circumstances
(e.g. the ‘student stipends’ provided in many African
countries)

* on the basis of financial need (e.g. the means-tested grants
provided to university students in Britain)

#* on the basis of academic merit (e.g. competitive scholarships
offered in several countries)

* on the basis of both financial need and academic merit.

(b) Bonded Scholarships or Bursaries which in some countries are
provided by governments for students in particular fields, such
as teacher training, medicine, or engineering. Such scholarships
are primarily regarded as a form of graduate recruitment,
rather than financial aid for students, and in France such
bonded scholarships, which are offered on a small scale by
some government departments, are in fact called ‘pre-salaries.’
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Sponsorship by Public or Private Employers which, like
bonded scholarships, is regarded in many countries as a form
of graduate recruitment for shortage occupations, particularly
engineering.

Private (non-government) Scholarships, Grants or Bursaries
offered by charitable foundations in many countries.

Subsidised Services for Students which may include low-cost
housing or subsidised meals, and cheap travel, provided in
many countries.

Subsidised Job Opportunities for Students which are offered in
some private universities and occasionally by governments (e.g.
the federal government College Work-Study Program, in the
USA, which offers low-income students the chance to work
part-time in campus-based jobs in college libraries, refectories
etc.).

Tax Concessions for Private Educational Expenditure which
allow students or their parents to offset fees against tax
liabilities, (e.g. Tuition Tax Credits, which have been intro-
duced in Canada and proposed in the USA).

Vouchers which have been proposed in some countries as a way
of helping students or their parents to pay school or university
fees.

Subsidised Student Loans which may offer varying degrees of
interest subsidy, long repayment periods and in some cases,
‘loan forgiveness clauses’, which mean that students may have
part of their debt cancelled in certain circumstances.

Unsubsidised Student Loans which may be offered by
commercial banks at market interest rates, to either students or
their parents to enable them to finance higher education. In
some cases these are backed by a Government guarantee (e.g.
the Parent Loans for Undergraduate Students (PLUS)
Program in the USA).
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Given the wide range of options for combining grants, loans, and
other forms of financial aid, the debate that is waging in some
countries, couched in terms of ‘loans versus grants’ is miscon-
ceived. Instead, the policy maker should consider alternative
combinations of grants, loans, interest subsidies and other forms of
financial aid, and choose the most cost-effective combination,
taking into account:

(a) the objectives of student aid policy: is priority to be given to
rewarding academic merit, to satisfying manpower goals, or

to achieving equality of opportunity by removing financial
obstacles?

(b) the relative costs of different forms of financial aid,
including both direct expenditure, administrative costs and
‘hidden costs’, such as the costs of subsidising loans or the
costs of defaults.

If financial aid is provided in the form of a loan which must be
repaid, rather than in the form of a grant or scholarship, the final
cost to the government will be lower, and for a given outlay more
students can receive financial aid. When public funds are scarce it is
likely to be more efficient, therefore, to provide financial aid in the
form of a mixture of grants and loans than to rely only on grants.

The extent of the saving to public funds will depend on the terms
of the loan. Most loan programmes involve some form of subsidy,
in the form of low interest rates, long repayment periods and
cancellation of debt for certain categories of students. This means
that all subsidised loans, particularly those that are interest-free,
such as the loans recently introduced in the Federal Republic of
Germany, involve a substantial ‘hidden grant’ (see boxes on pages
30 and 31).
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The Cost of Alternative Combinations of Loans and
Grants

Student aid in Canada is provided through a mixture
of loans, subsidised and guaranteed by the Federal
Government (the Canada Student Loan Program, CSLP),
grants financed by provincial governments, and loans
subsidised and guaranteed by provincial governments.
Total government expenditure in 197980 was Canadian
$280 million, which was distributed between grants and
loans in a ratio of 60:40 and provided grants for 20% and
loans for 30% of all full-time students.

A Federal-Provincial Task Force on Student Assistance
in Canada in 1981 estimated that to continue to allocate
the student aid budget in the ratio of 60% grants, 40%
loans would cost $400 million in 1981-82. To change to an
all-grants programme would cost an additional $290
million but to change to an all-loans programme would
save 3185 million.

The Task Force therefore concluded: ‘‘For a budget of a
given size there was a direct relationship between the
proportions of loans in the program and the number of
students who could be assisted. Conversely, the same
number of students could be aided at less cost to govern-
ments in programs that contain more loans than in pro-
grams that contain more grants.’’ (Canada Task Force
1981, p. 137).
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The ‘Hidden Grant’ in some Student Loans

If loans are offered to students at a very low rate of interest, or even
interest-free, the real value of the loan repayments will be worth less than
the amount borrowed, because of the difference between the subsidised
{or zero) interest and market rates of interest.

If the government offers students loans at 4%, but the market rate of
interest is 10%, then the government is sacrificing 6% interest. If the
student loan is repaid over a 10 year period, as in the USA, or even over
20 years as in Germany and Sweden, then the government will lose 6%
interest each year and the cumulative value of student loan repayments is
considerably lower than the value of loan repayments at a market rate of
interest of 10%.

This loss to the government is, of course, a gain to the student, who
would otherwise have to pay 10% interest. The monetary effect is the
same as if the student had been given a loan, at a full market rate of
interest, plus a grant. A recent research study by Johnstone (1986) uses
this type of calculation to estimate the gains to the student borrower and
the losses to the government involved in the subsidised loan programmes
in the Federal Republic of Germany, Sweden and the USA. The student’s
gain is described as a ‘hidden grant’. This hidden grant is much less in the
USA, where students with Guaranteed Student Loans (GSL) have to pay
8% interest and repay within 10 years than in Germany, where the loan is
free of interest and repaid over 20 years. In fact if we compare the
discounted present value of loan repayments at the subsidised interest rate
and a market interest (ie. discount) rate of 10%, then an American
student with a GSL actually repays only 3750 of every 31,000 borrowed,
which is equivalent to receiving an unsubsidised loan of $750 and a $250
grant. Similarly, if we assume a discount rate of 10% a Swedish student in
effect receives a 50% grant and 50% unsubsidised loan, and a German
student a 78% grant and only 22% loan. If we assume a higher discount
rate, then the hidden grant is even larger. The detailed calculation is
shown on the next page, with alternative discount rates of 10% and 12%.
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Present Value of Repayments on 1,000 Units of Initial Lending, United
States, Sweden, and Federal Republic of Germany, Assuming 1.5 Years In-
" School, and Using Discount Rates of 8, 10, and 12 Percent

Federal Republic

United States Sweden Germany

Repayment period 10 years (a) 20 years
In-school assumption 1.5 years 1.5 years 1.5 years
Grace period 0.5 years 2.0 years 5.0 years
Interest during in-school 0 percent 4.2 percent 0 percent
Interest during grace

period 0 percent 4.2 percent 0 percent
Interest during

repayment 8 percent 4.2 percent O percent
Original loan $1,000 1,000 Skr DMI1,000

Period from origination
to repayment (in-school

plus grace) 2 years 3.5 years 6.5 years
Debt at start of
repayment $1,000 1,155 Skr DM1,000
Mode of repayment equal quarterly graduated equal quarterly
annual
Amount each payment 40 @ $36.56 (b) 80 @ DM12.50

Present value of
repayments at 10%

discount rate $753.25 471.90 Skr DM226.62
Hidden grant at
10% discount rate $246.75 528.10 Skr DM773.38

Present value of
repayments at 12%

discount rate $667.11 380.46 Skr DM175.05
Hidden grant at 12%
discount rate $332.89 619.54 Skr DM824.95

2The repayment period in Sweden is normally the number of years between
the initiation of repayment and age S1; a 20-year repayment period is most
often used for illustration.

YThe first annual payment on the Swedish debt of 1,155 Skr would be 57.76
Skr, which payment would increase each year for 20 years at a 4.2 percent
annual rate of increase, and which repayment stream would amortize the
starting debt at an annual interest rate of 4.2 percent.

Source: Adapted from Johnstone (1986) p. 170.
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Finally, the choice between alternative types of aid must also
take account of political, administrative and other factors which
may determine the feasibility of alternative options.

The actual combination of loans, scholarships and grants should
also take account of such factors as:

* methods of determining eligibility
# the costs of administration

* loan repayment terms

+ the expected level of default.

All these factors will be discussed in the remainder of this
chapter.

2. Who will administer the loan programme?

Any government establishing a loan programme with government
guarantees, interest subsidies or direct provision of loans will need
to set up a planning committee, including representatives of:

# The Central Planning Ministry (if such exists)

#* The Finance Ministry

#+ The Central Bank

# The Ministry of Education

* Universities, Colleges or other relevant institutions.

This planning committee is likely to have overall responsibility
for designing the loan programme. Before deciding on the terms of
loans to be offered, it will be necessary to decide who will be
responsible for the following four administrative functions:

(a) Selection of loan recipients
Who will be responsible for processing loan applications, admi-
nistering means tests or applying other criteria, and selecting the
students who will receive loans?

(b) Providing loans
Who will distribute loan funds to students?

(¢) Guaranteeing the loans
What form of guarantee will be provided or required? Some
programmes require a personal guarantee from a parent or
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other responsible adult. In most countries the government
provides the ultimate guarantee that the loan will be repaid in
cases of death or default by the borrower, but in some countries
there is also an intermediate guarantee agency.

(d) Securing repayment of loans
Who will be responsible for collecting loan repayments, and for
pursuing defaulters?

Day-to-day responsibility for administering the loan programme
may be given to:

+ a government agency set up for the purpose, such as the
Central Study Assistance Committee in Sweden, the Joint
Committee on Student Finance (JCSF) in Hong Kong, and the
Students’ Loan Bureau in Jamaica,

* a quasi-government agency, such as the Japan Scholarship
Foundation,

* a government agency with other financial responsibilities, such
as the Pakistan Banking Council, which administers student
loans in Pakistan,

* a state-owned commercial bank, such as the People’s Bank in
Sri Lanka, or the Bank Negara Indonesia, which administers
loans in Indonesia,

* private commercial banks, which administer the Guaranteed
Student Loan Program (GSLP) in the USA, and the Canada
Student Loans Plan,

* universities, colleges and other education institutions, which
administer the National Direct Student Loan Program
(NDSLP) in the USA, or

* student welfare organisations, such as ‘studentwerke’ in the
Federal Republic of Germany.

Some programmes divide responsibility for the different admi-
nistrative functions between different agencies. For example,
universities or colleges may be given responsibility for selection,
and commercial banks may actually provide the loans and collect
repayments. The justification for this is that commercial banks
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may have considerable expertise in the management of loans and
collection of repayments, but little knowledge of the education
system; while University teachers may be well equipped to make
academic judgements, but less experienced in judging financial need,
and not at all experienced in administering and controlling loans.

The choice of administrative model may depend partly on the
banking and educational structures of the country. For example the
USA has an enormous range of banking and credit institutions,
public and private universities and colleges, private proprietary
schools offering vocational courses, and a considerable degree of
student mobility and credit awareness in the population. In these
conditions a single centralised system would be impossible. In fact
the USA does not have a single loan system but a complex
combination of loan programmes with day-to-day administration
being shared between student loan administrators in 3,000
universities and colleges, who select loan recipients; 20,000 banks,
savings and loan associations and credit unions, which actually
provide student loans; state guarantee agencies, set up by the state
legislatures to provide loan guarantees; and a secondary market for
student loans, the Student Loan Marketing Association (SLMA,
or Sallie Mae as it is colloquially called). In other words student
loans are big business in the USA, and highly profitable for the
banks, because the federal government and state guarantee
agencies provide a variety of interest subsidies and guarantees
against default. Similarly in Canada, where every province has its
own student loan programme, in addition to the Canada Student
Loan Programme, private banks provide loans, backed by
Government guarantee.

Such a system involves substantial administrative costs, but it
also means that the capital for student loans is provided by private
investors, rather than the government. This reduces the financial
burden on the public purse. The government does not finance
student loans directly, but meets the costs of guaranteeing the loans
against default and subsidising borrowers and lenders. In the USA
students borrowed over $9 billion in 1985-6, but the total cost to
the Federal Government was only one third of this, at $3.2 billion.
Thus every dollar spent by the federal government generated $2 in
private capital for student loans.

In developing countries, which do not have the vast network of
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private banking and financial institutions of Canada or the USA,
special agencies may have to be established. Alternatively res-
ponsibility for providing loans may be given to a state-owned bank.
The choice between setting up a specialised agency or using state-
owned or commercial banks, will depend on:

* the structure of financial institutions in the country, their
responsibilities, coverage and location, and experience in
administering loan programmes

* the relative costs of setting up a new agency or using existing
financial institutions

# the special requirements of external agencies such as
international development banks, which may be involved in
financing a student loan programme, and may wish to
establish special procedures for ensuring adequate financial
control and monitoring.

Countries such as Jamaica and Barbados, which established
student loan programmes with the help of loans from the Inter-
American Development Bank (IDB), have chosen to set up
specialised agencies: the Students’ Loan Bureau in Jamaica and the
Student Revolving Loan Fund in Barbados (see box on p. 36). It
was judged that existing financial institutions, such as commercial
banks, did not have the capacity or expertise to select student loan
recipients, administer the loans, and monitor the effectiveness of
the loan programme. Specialised agencies were therefore set up,
with close links with the Ministry of Education, the central bank
and with educational institutions, and these agencies were given
responsibilities for selecting loan recipients, determining the
financial and other conditions of the loans, determining the size of
loans offered to students, and day-to-day administration of the
loan programme, including collecting data and maintaining records
to allow regular monitoring.

In other countries it may be cheaper and more effective to give
responsibility for day-to-day administration to commercial banks
which already operate other types of loan programme. For
example, in Indonesia, responsibility for the student loan pro-
gramme, Kredit Mahasiswa Indonesia (KMI) was given to the
largest state-owned commercial bank, Bank Negara Indonesia
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Student Loan Agencies in Jamaica and Barbados
In Jamaica the Students’ Loan Bureau was set up in 1970,
with initial capital provided by the Bank of Jamaica, partly
financed by a loan from the Inter-American Development
Bank (IDB) and partly by counterpart funding from the
Government of Jamaica. Since it was established, the
Students’ Loan Bureau has awarded over 12,000 loans.
The Student Revolving Loan Fund (SRLF) was set up in
Barbados in 1976, also financed through a loan from IDB.
Both are specialised agencies, with responsibility for day-
to-day administration of student loans on the basis of
terms agreed with the government, which provides
guarantees against default and also subsidises the interest
on student loans.

More details of the SRLF in Barbados, including a
description of its administrative structure, are given in a
case study in Chapter 4.
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(BNI), which already had responsibility for other government
credit programmes such as loans for industry and agriculture. BNI
already had considerable experience of managing loan program-
mes, but no knowledge of how to select the most ‘deserving
students’. Responsibility for selecting loan recipients was therefore
delegated to the Rectors of individual universities. This helps to
reduce the direct costs of administering student loans, but at the
expense of increased administrative burdens for universities.

In fact many countries rely heavily on the staff of universities
and other institutions to process loan applications and select loan
recipients. This may impose substantial additional work on
academic or administrative staff, and in some cases universities
employ special staff to administer student aid. This represents a
‘hidden cost’ of many student loan programmes. Even if no
additional staff are employed there is an ‘opportunity cost’ if
university staff are required to spend their time administering loan
programmes instead of teaching or administering higher education
programmes. Whether or not university staff are involved in the
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day-to-day administration of student loans, by selecting loan
recipients, experience in many countries suggests that their co-
operation is vital for the success of the loan programme.

Decisions about who will process loan applications and select the
students who will receive loans have an important influence on the
direct cost of administering student loan programmes. Experience
shows that these costs vary considerably. In the USA it is estimated
that the annual cost of servicing each Guaranteed Student Loan is
-between 1.5 and 2% of the loan, and in Sweden, the annual costs of
administration are about 1.8% of the total student aid budget. In
Hong Kong, the direct cost to the JCSF of administering loans
is 2.2% of their total expenditure, but the total costs of
administration are probably nearer 4%. In Jamaica, on the other
hand, 10% of the total budget was earmarked for administrative
expenses when the Students’ Loan Bureau was first set up. But this
represented the cost of setting up the administrative machinery for
the loan programme, rather than the regular cost of administering
an established programme.

The annual cost of administering a loan programme will depend
on:

(a) the size of the programme, which determines whether
economies of scale are possible;

(b) the complexity of the regulations; and

(¢) who selects borrowers.

If the loan programme relies on university staff to select, as in
Indonesia, the direct costs of processing applications fall on the
institutions, rather than on the loan agency, as in Hong Kong. But,
as emphasised above, this hidden cost should still be taken into
account. In choosing between alternative administrative models,
the policy maker must take account of all the likely costs and also
the efficiency of alternative options, which will depend on the
capacities of existing institutions.

A further choice has to be made about what form of guarantee
will be provided for the loans. The options are:
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* borrowers must provide personal guarantees eg. a relative who
will be personally responsible for the loan in cases of default,
as in Hong Kong;

» the government guarantees against default or non-repayment
of the loan due to the illness or death of the borrower;

» the loans are insured with a government-backed insurance
agency, as in Indonesia; or

= the loans are guaranteed by specially established guarantee
agencies, for example the guarantee agencies set up by the state
governments in the USA (see boxes below and on p. 39).
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State Guarantee Agencies for Student Loans in the USA
Many states in the USA have set up their own agencies to
administer and guarantee student loans. For example the
State of Virginia has established a State Education
Assistance Authority (SEAA), which aims to make private
capital available for low-cost long-term educational loans
and to ensure that they are administered as efficiently as
possible. In 1985 the Agency guaranteed nearly 50,000
GSLP loans, and was responsible for 293,000 loans out-
standing. The agency monitors the banks providing the
loans, tries to ensure that collection procedures are
efficient and that defaults are kept to a minimum, and
meets the cost of default claims if the borrower is unable to
repay the loan. The cumulative default rate on all SEAA
guaranteed loans over the last 25 years has been 5.7%,
which compares well with default rates in many other
states of the USA.

A simplified diagram of the steps involved in the
processing of a loan application by the lender (usually a
bank), the university and the SEAA is shown on the next
page.
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Operations and Processing of Loans by the State
Education Assistance Agency (SEAA) of the State of
Virginia, USA

The borrower’s completion of an application for the GSL or PLUS loan
is the first of several steps. The borrower initially obtains an application
from a participating lender. :The format of the application guides the
borrower through the necessary steps for approval by the school, the
lender and the SEAA. In summary, these steps are as follows:

APPLICATION

(Application requests
direct to Lenders)

Lender
(eg. Bank)

(refer for approval)

University
Financial
Aid
Officer

(approved)

Rejected:
bad credit,
etc.

Lender

(refer for
guarantee)

Rejected:
ineligible,
etc.

(provides guarantee)

{Co-payable Check)
&
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The choice between alternative arrangements for guaranteeing
student loans will depend partly on whether a government-backed
insurance agency already exists to provide other forms of loan
guarantee. The government provides the ultimate guarantee against
default in all subsidised loan programmes, so that the simplest
option for most developing countries is for the government to
guarantee student loans directly. On the other hand, several
countries require borrowers to provide their own personal
guarantees, even though this may discourage students from the
poorest families.

3. Who is eligible for loans?
One of the first decisions, when designing a student loan
programme, is whether it should be:

(a) available to all students who wish to borrow, or
(b) selective, and confined to particular categories of student.

If the loans are subsidised, then (b) is preferable on grounds of
cost-effectiveness.
If the scheme is selective, the basis of selecting recipients may be:

# academic merit,

# financial need,

# a combination of both merit and need,
# type or subject of study, or

* institution.

In some countries scholarships are awarded on the basis of
academic merit, and loans are provided on the basis of financial
need. However, most loan programmes involve some element of
subsidy, either by means of interest subsidy, or cancellation of debt
in certain circumstances. At a time of increasing pressure on public
funds most countries are therefore obliged to ration subsidised
loans, and make both loans and scholarships dependent on
financial need.

In the USA, where different interest rates apply to different loan
programmes, a strict means test is now applied to determine
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eligibility for subsidised loans. During the 1970s the means test was
relaxed as a result of the Middle Income Student Assistance Act
(MISAA), which made the Guaranteed Student Loan Programme
(GSLP) available to all students, regardless of parental income.
This caused a huge increase in the number of borrowers, and the
costs to the federal government of subsidising loans rose from
US$437 million in 1975 to $2,425 in 1981. This illustrates the
danger of making a loans programme ‘open-ended’, with little
attempt to make eligibility selective, The escalating costs of the
GSLP in the 1970’s caused serious concern, and since 1981 a means
test has once again determined eligibility for GSLP loans.

An alternative approach is to give loans only to students who
satisfy stringent academic criteria. For example in Indonesia,
university students are eligible for loans only when they have
already completed satisfactorily about 75% of their courses. This
reduces the risk that the student may drop out before completing
the course, but it also means that students must already have
overcome considerable financial and academic hurdles in order to
qualify for a loan.

The choice between alternative eligibility criteria may sometimes
involve a conflict between efficiency and equity objectives. For
example, in several programmes loans are given only to students in
public universities, on the ground that the quality of private
universities is variable and inferior to public universities, and that
those who can afford private education do not need financial aid.
This decision to opt for a selective loan programme helps to keep
down the costs of the student loan programme. The alternative
option of an ‘open-ended’ programme would involve considerably
higher expenditure.

On the other hand, if access to subsidised loans is confined to a
privileged group of students who already enjoy other forms of
subsidy, it raises questions of equity. In most countries, students in
public universities already enjoy subsidised tuition so that if these
students also receive subsidised loans they will enjoy a double
advantage, compared to students in private universities, who must
finance tuition fees as well as living expenses. Moreover, students
in private universities are not necessarily wealthy. In Indonesia, for
example, a recent survey showed that students in public and private
universities had very similar family income levels. However,
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students in public universities pay substantially lower fees than
students in private universities, and are eligible for student loans,
whereas students in private universities, not only pay higher fees,
but are not eligible for loans. Thus, on grounds of equity it would
be preferable to make access to loans dependent on financial need
rather than on type of institution. However a programme based
entirely on financial need may have higher drop-out rates than a
programme confined to academically strong students. Thus it
might be regarded as more equitable but less efficient than a
programme based on academic criteria.

In determining the criteria for eligibility for loans, the policy-
maker should therefore consider both:

(a) theefficiency criterion, which will favour loan recipients who
are chosen on academic grounds as likely to succeed in their
studies and to repay their loans.

(b) the equity criterion, which will take account of the financial
need of applicants.

The selection of students who meet the academic criterion is
usually left to the staff of universities, colleges or other educational
institutions. Academic staff are probably best equipped to judge
whether a student is likely to complete his/her studies successfully,
and most student loan programmes require that borrowers
maintain ‘satisfactory academic progress’.

The question of how to determine financial need raises more
difficult issues. A means test which takes family income into
account can be used to determine eligibility for grants or subsidised
loans. One option is to adopt a ‘sliding scale’ which calculates an
assumed parental contribution to the costs of higher education, and
then provides loans or grants to cover the difference between the
assumed parental contribution and the actual costs of study. This
raises the question of how to obtain information about family
income level. Countries such as the Federal Republic of Germany
require students to submit a copy of their parents’ income tax
return, which is used to determine family income level. Others
require students to fill in a form to provide this information.
Sweden is unusual in taking no account of parental income in
determining eligibility for loans. All students over the age of 20 are
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assumed to be financially independent, so that the means test is
applied only to students’ own incomes.

The College Scholarship Service in the USA has developed a
complex methodology of ‘need analysis’ which takes account of
family income, the number of dependent children, any unusual
factors such as medical expenses, and the value of assets, including
the family home. The assumption underlying needs analysis in the
USA is that parents are expected to make a significant contribution
to the costs of their children’s education, if they can afford it.
Many other countries also use a test of financial need to determine
eligibility for student loans. For example, in Canada, parents are
expected to contribute to the cost of their children’s higher
education, and eligibility for loans is determined on the basis of
various criteria, including financial need (see boxes on pages 44
and 45).

In developing countries the administration of a means test may
present considerable problems because of the lack of accurate data
on family incomes for income tax or other purposes, particularly in
a subsistence economy. In general, an effective means test, or test
of financial need, requires information on:

numbers in the family group

earned income of all members of the family
non-earned income

ownership of assets such as property or land
number of dependent children

special circumstances (eg. unemployment or illness),

* k %k k ok ok

In Latin America some educational institutions apply a ‘sliding
scale’ of fees, which requires detailed information about family
income. In Peru, for example, universities change differential fees
according to a student’s family income level, which is judged on the
basis of parents’ earnings, number of dependents, and assets such
as land, property, bank accounts, savings etc. In order to estimate a
student’s ‘ability to pay’, university staff require extensive in-
formation about family income. In Peru this is collected in a
personal interview with students and their parents. In these
interviews they ask questions about ownership of assets such as a
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Determining Eligibility for Student Loans

In Hong Kong, applicants for loans have to provide
information on both earned and unearned income of all
members of the household and all brothers and sisters,
even if resident outside Hong Kong. This must be
supported either by documentary evidence or by a signed
certificate from employers, and all family and household
members must sign a form which allows the Joint
Committee on Student Finance (JCSF) to investigate the
accuracy of their statements. Spot-checks are made on a
random sample of applications, and these include visits to
the home to verify details provided. Applicants who
provide false information are liable to be prosecuted,
which reduces the temptation to cheat. Such a system is
expensive to administer, but does ensure that loans are
given only to students with genuine financial need.

In Canada, the terms of student loans vary between the
provinces. In the province of Ontario, for example,
applicants must satisfy various criteria including:

e Citizenship

® Residence

e Study in an approved institution

e Study on an approved course

e Satisfactory Scholarship standing

e Calculated financial need, taking into account the costs
of different courses, and a student’s ‘available
resources’, including parental income.

The assessment process in Ontario is illustrated on the next
page.
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The Assessment Process for the Ontario Student Assistance Program
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house, or car, as well as about parents’ jobs and earnings. Such
questions provide only a very rough picture of family income level,
but they may help to supplement information provided on an
application form to determine eligibility for grants, loans or reduc-
tions in tuition fees.

However, a means test that relies on personal interviews is time-
consuming and expensive. Moreover in some countries it would be
impossible, for geographical or administrative reasons. It may be
better, therefore, to establish eligibility for loans in two stages.
Initially students should provide written evidence; this may be
supplemented, where necessary by an interview.

Some countries, such as Hong Kong, require very detailed tests
of family income and ability to pay. This may provide detailed and
accurate information about family incomes, but there is likely to be
a trade-off between detailed, accurate information and the costs of
collection and verification,

4. What Proportion of Students will Receive Loans?

One crucial decision to be made in designing any system of student
support is the scale of the programme, as measured by the number
and proportion of students who benefit. The number-of grants or
loans awarded each year will obviously depend on the size of the
country, its wealth, and the structure and finance of higher
education.

There are considerable variations in the proportion of students
who receive financial aid in different countries. Some loan
programmes are very small, in term of both actual numbers and the
proportion of students receiving assistance, whereas some richer
countries help the majority of students by means of loans. In
Sweden about 60% of all students and 80% of full-time students
receive loans. In Japan, on the other hand, only 11% of
undergraduates receive loans. In Hong Kong roughly half of all
full-time students receive loans, but in many developing countries
where loan schemes operate the proportion of students who have
loans is under 10%.

Decisions about the proportion of students who can be given
financial assistance will depend partly on fee policies. Where
students are expected to pay fees for tuition or for board and
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- lodging, there is a more obvious need for a programme of financial
assistance than in countries where fees are minimal and institutions
highly subsidised. Some developing countries, particularly in
Africa, not only provide free tuition but also provide free board
and lodging or give generous scholarships or grants for living
expenses. This may be the result of geographical factors which
make boarding necessary, but it increases the public costs of higher
education substantially.

"~ In determining the size of a loan programme, the planner should
consider the costs of alternative options, taking account of’:

#* the number and proportion of the age group who participate in
higher education

# the criteria for eligibility; i.e. is selection on the basis of merit
or financial need?

# the level of tuition and boarding fees

# availability of other forms of financial assistance.

The costs of a selective loan programme will obviously be lower
than those of a universal scheme, but in some circumstances a
country could actually reduce expenditure by introducing loans,
even if agll students were eligible for a loan. A country which
charges low or zero fees for tuition and boarding, or provides
tuition fees and scholarships or stipends for all students, could save
public expenditure in the long run by giving loans instead of
scholarships and stipends. The extent of the saving would depend
on the cost of education, the terms of the loans, and the success in
securing repayment. A recent World Bank study (Mingat and Tan
1986) showed that student loans which would be repaid over 10
years, with loan repayments equalling 5% of graduates’ average
incomes, could recover a significant proportion of university costs
in many developing countries. The scope for cost recovery varied
from 16% in a typical country in Anglophone Africa, 36% in
Francophone Africa and over 40% in some Latin American
countries. Differences in the extent of the savings reflect dif-
ferences in the costs of higher education and in average graduate
salaries, but in all these cases the introduction of a loan programme
could result in a reduction in public subsidies for higher education,
even if all students receive a loan.

On the other hand, a country which provides very little financial
assistance for students may choose to introduce a small-scale loan
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programme for students in financial need. In such cases a loan
scheme which covers only 5 or 10% of all students would never-
theless represent a substantial increase in financial aid, and if the
loan scheme is heavily subsidised — with a long repayment period
and low interest rate — it would require an increase, rather than a
reduction in public expenditure.

This emphasises, once again, that decisions about the scale and
the terms of a loan programme will depend on whether the
government wishes to increase or to reduce the level of subsidy for
higher education.

5. Whar Size of Loan will be Provided?

In deciding what size of loans should be made available to students,
the planner must determine the gverage and the maximum loan per
student, both in terms of annual borrowing limits and the
maximum total debt that a student may incur. This must take
account of:

# the average costs of higher education to the individual student,
ie. tuition costs, books, educational materials, living expenses
and travel; which of these items of cost will be covered by the
loan?

# variations in costs or charges, particularly between public and
private universities and colleges, or between different levels
and subjects within these institutions;

* the length of course;

other sources of financial aid; and

* opportunities for part-time employment.

%

Many student loan agencies conduct regular surveys of student
expenditure, and try to relate the size of loans to what students
actually spend. In other cases, the size of loan is fixed with re-
ference to a ‘typical budget’, which is drawn up in consultation
with university authorities. In developing countries this may be
simpler than attempting a detailed survey of what students actually
spend, but it is important to ensure that the typical budget is
realistic.
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Setting the maximum size of loan also needs to take account of
what is regarded as a ‘manageable’ debt, ie. a debt which can be
repaid without imposing excessive burdens on borrowers, which
could either lead to high rates of default, or to distortions in the
future spending of graduates.

What is a manageable debt for student borrowers? Answers vary
between countries, and depend partly on the level and pattern of
graduates’ expected earnings, and partly on what students and
society regard as a ‘reasonable’ level of debt, which depends on a
variety of cultural factors. The borrowing limits, which determine
the maximum size of loan, will therefore be dependent on two
related policy decisions:

# What are the repayment terms for the loans? (See Section 6)
# What is an acceptable burden of debt? (See Section 7)

6. What are the Repayment Terms for Student Loans?

The repayment terms of a loan determine how quickly a borrower
will repay the amount of money borrowed (the capital) and the rate
of interest charged (if any). In fact the repayment terms actually
depend on a series of decisions:

(a) What rate of interest will be charged?

Should student borrowers pay interest which reflects market rates
of interest, or will the government subsidise the interest on student
loans? Most loan programmes provide some interest subsidy, in
order to encourage students to invest in higher education, partic-
ularly in the case of low income students. However the rate of
interest charged varies enormously (see box on p. 50). There are a
few cases of interest-free loans, for example in West Germany. In
Pakistan foans are interest free because the Islamic religion is
opposed to the concept of interest or usury. However, in many
countries high rates of inflation have forced governments to charge
high rates of interest. For example, the ICETEX loan programme
in Colombia now charges 25% a year, which reflects the very high
rates of inflation in many Latin American countries in recent
years.
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Repayment of Student Loans

Student loans in Indonesia are available on the basis of a
strict means test at 6% interest, and must be repaid in 5 to
7 years. There is a grace period of one year before
graduates are required to begin repayment. After one year
they are expected to repay their loans by means of regular
monthly instalments. In the case of public sector
employees (such as teachers or civil servants), loan
repayments are deducted at source by the employer; but
other employees are expected to pay their monthly
instalments at the local branch of the state-owned
bank(BNI 1946), which administers the loan scheme. The
maximum loan repayment is fixed at 30% of a graduate’s
gross monthly salary, but the majority of graduates pay
considerably less than this. A typical monthly repayment is
Rp 10-12,000, which is 10% of the starting salary of a
graduate in the civil service.

In Japan, there are two types of loan: students at the
upper secondary level, and low-income university students
are eligible for interest free loans; university students who
do not qualify for an interest free loan, on grounds of
low income, can have a loan at 3% interest. Annual
instalments depend on the size of the loan.

In Canada, loans are interest-free during study, and
during a ‘grace period’ of six months. After this, the rate
of interest that a borrower pays is fixed by the provincial
student loan agency, in relation to market interest rates.
This means that students who borrow when interest rates
are high must pay more than those who borrow when
interest rates are low. In the early 1970’s the interest on
student loans varied between 7 and 9%, but in the early
1980°s the rate of interest was between 13 and 15%.
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The relationship between market rates of interest in a country
and the rate of inflation is often complex. High rates of inflation
usually mean high rates of interest; but there is often a time lag.
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Decisions about interest rates must, therefore, take account of both
market rates of interest and inflation. In fact, it is the relationship
between inflation and interest rates that determines the real rate of
interest of a loan (i.e. the nominal interest rate minus the annual
level of inflation).

One option, which has been adopted in some countries, is that
graduates are not charged a fixed rate of interest but are expected
to repay their loans in terms of money of constant purchasing
power. This was tried in Sweden during the 1960’s, when a
student’s total debt was linked with the cost of living index and the
amount to be repaid rose each year in line with inflation. However
when inflation increased in the 1970’s, graduates disliked the
uncertainty involved, and Swedish loan repayments now rise by a
constant amount each year, which is equivalent to an interest rate
of 4.2%. If the annual rate of inflation is higher than this, then the
real interest rate on student loans will actually be negative.
Whenever the interest rate on student loans is less than the true
market rate of interest (taking account of alternative investment
opportunities and inflation), then this is equivalent to providing a
‘hidden grant’, since it means that the borrower will not repay the
full value of the loan. (See box on page 30.)

(b) What grace period will be allowed?
Most loan programmes allow a ‘grace period’ which is intended to
give newly qualified graduates a period in which they can find a job
and establish themselves in regular employment, before they are
required to repay their loan. This varies from six months after
graduation in Japan to two years in Sweden. In some countries the
grace period applies to both interest and capital, which means that
borrowers are not liable for any repayments while they are studying
and for a period after graduation. An alternative option adopted
by some American loan programmes is to charge interest during the
period of study, but to allow it to accumulate. This means the bor-
rower does not actually pay interest during the period of study, but
the accumulated interest owed is added to the student’s total debt
on graduation. This option still gives graduates an opportunity to
find a job before they must start to repay the loan, but it involves
less subsidy than a grace period which is totally interest free.

A problem in many developing countries in recent years is that
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students may face a period of unemployment after graduation,
before finding their first job. If the grace period is not increased, to
take account of the difficulty of finding employment, it is likely to
lead to high rates of default. On the other hand, if interest rates on
student loans are low, a longer grace period will increase the costs
of the interest subsidy.

(c) What is the length of repayment period?

The length of repayment varies from three or four years in
Colombia and Hong Kong, to 20 years or more in Sweden and the
Federal Republic of Germany. A repayment period of 10 years is
fairly typical. Not only does the length of repayment very con-
siderably in different programmes, but there are also variations in
the degree of flexibility. One option, adopted in several countries,
is to make the length of repayment dependent on the size of a
student’s debt on graduation. In Sri Lanka, for example, the length
of repayment of loans offered by the People’s Bank under the
University Student’s Loan Fund Act of 1972 varies from two to five
years, according to the size of a graduate’s debt.

An alternative is to fix the repayment period in relation to the
length of study. Some Latin American programmes, for example,
require students who borrow for four years to repay the loan in
four years.

(d) Is the loan to be repaid in equal instalments, or can they be
varied, according to a graduate’s income?

Many loan programmes require loans to be repaid in equal
annual instalments. Some countries have introduced variable
repayment schedules, in an attempt to spread the burden of
repayment more evenly over the graduate’s working life. Graduate
earnings generally rise with age, so that repayments in equal
instalments will represent a much heavier burden in the early years
than in the later years. If, on the other hand, instalments rise with
age, the repayment burden will be spread more equally over the life
of the loan (see box on page 53).

An alternative option is an ‘income-contingent’ loan, which
means that loan repayments vary with a graduate’s income, and
students undertake to repay their loans by means of a fixed
proportion of their income or earnings. This means that graduates
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An Example of a Loan Repayment Schedule

In Sweden, graduates have until their 50th birthday to
repay the loan, so repayments of loans are spread over
about twenty years. An ‘adjustment index’ is applied each
year. This was originally set at 3.2% (now raised to 4.2%).
An example of typical loan repayment schedule in Sweden
in 1981, when the adjustment index was 3.2%, is shown
below:

Example of Repayment of Student Loans in Sweden, 1981

(S.Kr.)
Total Total ‘Adjustment
debt debt Index’ Total
Ist Annual after Increase 3ist

Year January Payment  payment 3.2% December
! 84,836 4,242 80,594 2,579 83,173
2 83,173 4,378 78,795 2,521 81,316
3 81,316 4,518 76,798 2,458 79,256
4 79,256 4,663 74,593 2,387 76,980
5 76,980 4,812 72,168 2,309 74,477
6 74,477 4,966 69,511 2,224 71,735
7 71,735 5,125 66,610 2,132 68,742
8 68,742 5,289 63,453 2,030 65,483
9 65,483 5,458 60,025 1,921 61,946
10 61,946 5,633 56,313 1,802 58,115
11 58,115 5,813 52,302 1,674 53,976
12 53,976 5,999 47,977 1,535 49,512
13 49,512 6,191 43,321 1,386 44,707
14 44,707 6,389 38,318 1,226 39,544
15 39,544 6,593 32,951 1,054 34,005
16 34,005 6,804 27,201 870 28,071
17 28,071 7,022 21,049 674 21,723
18 21,723 7,247 14,476 463 14,939
19 14,939 7,479 7,460 239 7,699
20 7,699 7,699 0 0 0

Total 116,320 31,484
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Source: Woodhall (1982)
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with high earnings repay their loans more quickly than those in low
paid occupations. This has been proposed in the USA and in
Britain, but there have been very few examples of truly income-
contingent loans. One or two private universities in the USA
experimented with income-contingent loans in the 1970’s
(Johnstone 1972) and recently some universities have once again
begun to experiment with new types of loan. It is possible,
therefore that income-contingent loans may re-emerge in the USA,
but there are as yet no examples in developing countries.

In choosing between the various options, the planner must take
account of:

* the costs to the government of alternative rates of interest
subsidy

# the burden of debt facing borrowers

* the likely rate of default if repayment terms are too harsh.

There will inevitably be certain trade-offs to be considered. For
example, generous repayment terms may make it much easier to
introduce a loan scheme for the first time, but will increase the
costs to the government. An increase in the interest rate or a
reduction in the length of repayment or grace period may generate
a saving of public funds, or it may simply increase the rate of
default, or discourage students from taking loans.

There may also be a trade-off between a longer repayment period
and a higher rate of interest. For example, in Hong Kong loans
until 1987 were interest free but there was no ‘grace period’ and
students normally repaid their loans within five years of
graduation. The interest subsidy in such a scheme may cost the
government no more than under a programme which charges
interest, but permits a longer repayment period.

In designing a loan programme, therefore, an administrator
needs to calculate the costs of alternative levels of subsidy which
result from different interest rates and different repayment terms.
Chapter 3 suggests how a computable model can be developed to
examine the effects of alternative repayment terms and other
variables both on the cost of the loan programme to the govern-
ment, and on the burden of debt facing a graduate who has
financed higher education by means of a loan.
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7. How much Burden of Debt should Students Accumulate?

The maximum size of loans depends on decisions about what is an
‘acceptable’ burden of debt. Some loan programmes are particu-
larly concerned to ensure that the burden of debt does not impose
financial hardship on graduates who are repaying their loans, while
others are more concerned with cost recovery.

The Swedish system is unusual in providing for automatic post-
ponement of repayments in cases where graduates have low in-
comes, due to illness, unemployment or employment in low-paid
jobs, or because they are looking after children and unable to
work. In 1985 13% of graduates were granted such postponement.
This takes care of the problem of married women who cannot
repay their loans while they are looking after babies or young
children — a problem which is sometimes used by critics of loans to
suggest that they will discourage women, by acting as a ‘negative
dowry’. In Sweden a married women may postpone repayment and
her debt is not automatically transferred to her husband, which
means that Swedish women are just as willing to borrow as men.
However, such a scheme imposes substantial costs on the
government, which both guarantees the loans and pays an interest
subsidy.

Very few countries follow the Swedish example in providing for
automatic postponement of repayment if graduates have low
incomes. The alternative is to stipulate that graduates must apply to
the bank or loan agency, in cases of financial hardship, in which
case the question is what constitutes ‘hardship’. Some programmes
state that postponement is possible only in ‘exceptional circum-
stances’, such as serious illness; others are more liberal in granting
postponement.

Any definition of financial hardship raises the question of how
much of a graduate’s income should be devoted to loan repay-
ments. Most loan programmes set borrowing limits that mean, on
the basis of average wage and salary levels, that most graduates
have to devote no more than 10% of their income to repaying their
loans. In some countries a proportion of 10% may be regarded as
too high, while in other cases, an even higher proportion may be
regarded as reasonable, particularly if there is a substantial
difference between graduate and non-graduate earnings.

In the case of other types of loan, commercial banks usually set
their own yardsticks. For example, when lending for purchase of
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What is a Reasonable or an Excessive Level of Debt?

This question has caused much controversy in the USA,
where 4.3 million students borrowed over US$ 9 billion in
1985. Costs vary enormously in the USA according to type
of institution and level of course. In 1985/86 average costs
ranged from $3,000 to $15,000 a year, which would mean
$12,000 to $60,000 in total for a 4 year degree course. The
borrowing limits of GSLP and PLUS loans are set as
Jollows:

Students cannot borrow more than the total cost of
education at their particular institution, defined as tuition
fees plus ‘reasonable’ living expenses, books, equipment
and travel. Undergraduates cannot borrow more than
32,500 a year and $12,500 in total. Graduate students
cannot borrow more than 35,000 a year and $25,000 in
total.

A recent survey of students in California, by Hansen
and Rhodes (1986) showed that 59% of final-year
undergraduates had incurred debts. The average debt was
$4,900, but 10% of students had debts of $10,000 or more.
In general, in the USA, graduates with the biggest debts -
such as doctors and lawyers - can look forward to higher
than average incomes. Based on an average graduate
income of $20,000 the borrowing limits set by the GSLP
would mean that just over 9% of a graduate’s income
would have to be devoted to loan repayments, and recent
research showed that approximately 90% of GSL
borrowers had to spend less than 10% of their gross
income on loan repayments.

The results of the California survey suggest that if loan
repayments of 10% are regarded as a reasonable level of
debt, then only 9% of all GSLP borrowers have excessive
debts.
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consumer durables banks are often willing to lend up to 30% of
gross income, and for loans for house purchase considerably more
than this. But student loans generally have much longer repayment
periods than consumer loans and are regarded as much more risky
than loans for house purchase, where the bank has the security of
the house — which can always be sold if the borrower defaults on
the loan.

In the USA, where dependence on loans has increased sharply in
recent years, there has been concern about whether students are
incurring excessive debts. A debt may be regarded as excessive if it
will either lead to high rates of default in the future or have adverse
effects on future patterns of expenditure and borrowing for other
purposes, such as home ownership and consumer loans. There is no
general agreement about what is ‘manageable’ or ‘excessive’ debt
but recent research on debt levels in the USA suggest that
repayments which require 10% of income are not regarded as
excessive, and in fact 90% of GSLP borrowers need to spend less
than 10% of their gross income on loan repayments (see box on
page 56).

Other countries also use 10% of graduate income as a rough
yardstick for determining reasonable levels of debt. For example in
Hong Kong the Director of Audit estimated that under the existing
scheme loan repayments require only 6 or 7% of the average
starting salary of a university graduate, and suggested that the size
of loans should be increased, as loan repayments of 10% of income
would be perfectly reasonable (see box on p. 58).

However, alternative definitions of ‘reasonable’ or ‘excessive’
burdens of debt may be preferred, and Chapter 3 gives an example
of a computer model which can be used to analyse a student’s
burden of debt.

8. How will Loan Repayments be Collected?

Critics of student loans frequently suggest that it will prove
difficult, particularly in developing countries, to secure repayment
of loans and prevent default, ie. failure to repay the loan. Certainly
inadequate collection procedures have proved to be a weakness of
some loan programmes, for example in Sri Lanka (see box on p.
59). But in other countries, for example Hong Kong and Japan,
banks or loan agencies have proved quite successful in collecting
loan repayments and maintaining low levels of default.
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How Much of a Graduate’s Income is Required for Loan
Repayments?

In Hong Kong the Director of Audit recently calculated
that at current salary scales, graduates repaying student
loans would need to allocate 6 to 7 per cent of their salary
for 5 years to repay their loans. When average salaries of
graduates were compared with those of non-graduates, it
was found that loan repayments would represent between
20 and 27% of the earnings differential of university
graduates and between 13 and 42% of the earnings
differential enjoyed by diploma holders from the
polytechnic (see Table).

On the basis of these figures, the Director of Audit
recommended that Hong Kong students should receive all
their financial assistance in the form of a loan, instead of a
mixture of grant-plus-loan, as at present. Until 1987, loans
in Hong Kong were interest-free, so that even if all grants
were converted to loans, the loan repayments would still
represent only 8 to 10% of average starting salaries and 18
to 58% of differential earnings.

Percentage of Earnings which would be Required as Repayments of Full

Loans
% of Total Monthly % of Extra Monthly
Earnings Earnings
Institution Existing Loan  Total  Existing Loan  Total
Repayments Assistance Repayment Assistance
Hong Kong Univ. 6% 8% 20% 30%
Chinese Univ. 7% 10% 27% 37%
Hong Kong Polytechnic
Higher Diploma 7% 9% 42% 58%
Diploma 6% 8% 13% 18%

Source: Hong Kong Director of Audit 1985, p. 23.
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Loan Collection in Sri Lanka

In Sri Lanka, two research studies on the University
Students Loan Scheme, carried out for the People’s Bank
(Hewagama 1978 and Hemachandra 1982) concluded that
loan recovery procedures had not worked well, with the
result that loan repayments represented only about 15% of
the total value of loans awarded in Sri Lanka between 1964
and 1980. The main reasons for this were:

(a) ‘‘Many students who obtained loans avoid repayment
even after they have obtained employment.’’

(b) “‘Inadequate attention (had been) paid by the Bank to
recoveries of loans’’ (Hemachandra 1982, p. 4).

One reason for this lack of concern about loan
repayments may be that the People’s Bank which
administers the loan scheme is a state-owned bank, and
does not have an obligation to make a profit like a private
commercial bank. Rather its role, with respect to the
student loan programme, is to act as an agent for the
government, and administer a government programme
financed entirely from public funds.

In fact, in Sri Lanka the student loan programme has
been partially replaced by a programme of scholarships
financed by a National Lottery (the Mahapola Higher
Education Scholarship Trust Fund). At the same time,
however, the government has attempted to improve
enforcement of loan repayments, and a new Higher
Education Loan Act passed in 1983 requires employers to
collect information from all their employees about
outstanding loans, and to pass on this information to the
Bank. All new employees are also required to give
information about outstanding loans, and employers will
be required to deduct loan repayments from their monthly
salaries. The effectiveness of these measures will, of
course, depend on whether the government of Sri Lanka is
prepared to prosecute employers who do not comply.
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Success seems to depend crucially on the attitude of banks or
loan agencies. If banks can easily declare a loan to be in default and
claim the full value of the loan from the government or guarantee
agency, then they will have little incentive to improve loan
collection procedures. This was illustrated by the American ex-
perience in the 1970’s, when it was comparatively easy for banks to
declare a loan to be in default whenever a borrower was slightly in
arrears. This meant that some banks and institutions did not bother
to maintain up-to-date records. More recently there have been
vigorous efforts to improve collection procedures. State guarantee
agencies now monitor loan repayments carefully; many have
computerised loan records and have tried to .identify institutions
with poor recovery procedures. Some borrowers who defaulted on
loan repayments have been prosecuted and the Internal Revenue
Service, which collects and administers income taxes, has withheld
income tax rebates from loan defaulters. The result is that
American default rates have now fallen (see box on p. 61).

Experience in other countries also shows that default rates can be
reduced and maintained at a low level. In Japan, efforts to improve
collection procedures have included:

* introducing new methods of repayment, which make it simpler
for borrowers to pay their regular instalments, for example by
bank standing orders, direct deductions from salary by
employers etc.

* asking universities to help trace missing students

* rescheduling debts for borrowers facing temporary difficulties

» sending all borrowers a newsletter with information about the
loan programme and a list of defaulters.

The success of these efforts has markedly increased the rate of
recovery of student loans in Japan from only about 53% in the
mid-1950’s to 95% in the late 1970’s and 97% in 1985.

In Hong Kong also the loan programme has a good record of
loan recovery. In January 1986 only 365 borrowers defaulted on
their loans, out of a total of 18,600 whose loans were due for
repayment. There are of course reasons why loan default may pose
fewer problems in Hong Kong than in many developing countries.
It is comparatively easy to keep track of borrowers in a small
country, with a highly centralised government and an efficient
banking system. Students and their parents are familiar with banks.
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Default Rates in the USA

Critics of loans sometimes point to high default rates in the
USA, and it is true that a few institutions have experienced
very high rates of default. However, an analysis of default
rates in the Guaranteed Student Loan Program (GSLP),
which made over 20 million loans worth $35 billion
between 1965 and 1982, and the National Direct Student
Loan Program (NDSLP) which made 7 million loans
worth $8 billion, concluded that:

(a) Taking account of the money that is eventually
collected from borrowers who make Ilate
repayments, the ‘net’ default rates for GSLP loans
were between 3.8 and 5.8%.

(b) The default rate in other federally-insured
programmes, such as the Small Business
Administration, appears to be no better and is
sometimes worse than than for student loans.

(c) About 310 billion of the loans were in repayment
status in 1983 and “‘the vast majority (ie. over 90%)
are being repaid on a prompt and regular basis’’.

(d) Federal costs for default-related claims on GSL’s
have declined as a proportion of the total costs of
GSLP. Costs associated with defaults amounted to
less than 10% of total federal expenditure on the
GSLP in 1981 and 1982.

Agencies have improved their loan servicing and
collection procedures in recent years. State guarantee
agencies have made significant strides in implementing
procedures to prevent GSL defaults and to collect on
defaulted loans (Hauptman 1983). :

Hauptman concludes: “‘Although loan defaults continue
to require close attention, the problem is not as disastrous
as critics have claimed.”’

sk ok 3 ke o ok 3 o ok o k3K 3 e e ke ek 3 ok o ok ok o ke 3 ko ok o ok o ok o ok ok 38k ok ko ks ok 3 ok o ok o ok ok ok ok 3k ok ok 6 ok 3k ke 3 ok ok ok ok 3K oK ok
ke o ke e ok b ke e ok e o sk ok e o o ok ok ok o 6 ke e ok e o ke ke o ok e o e 3k o s o s ok o 3k ok ok o ok ok e 3 o 3 o o ok ok ok o ok e ok ok ok sk ok K

*
sk ok ok ke 3k ok ke ok ke 3k ok ok 3 ok ok 3K ok 3k 3 ok 3k 3 o 3k 3 ok ok ke ok ok 3Kk ok ok ok ok ok ok ok ok ok ok ok o ok ok



62 Lending for Learning

Moreover, the Government of Hong Kong has taken measures,
such as circulating lists of all loan defaulters and their guarantors
to immigration officials at all points of entry and exit, which would
prove very difficult in large countries with high mobility and many
entry and exit points. Nevertheless, the Hong Kong experience is
instructive in showing that determined efforts to secure loan
repayments can be successful.

It is clear that there are many factors, including deep-rooted
cultural influences, as well as geographical or social factors, which
may help to determine success in securing loan repayments. But
experience in several countries shows that success can be achieved,
and that the necessary steps for ensuring efficient collection of loan
repayments include:

« Simple but effective mechanisms by which borrowers can
make repayments: the simplest may be to use the income tax
collection system, although very few countries have so far
attempted this. An alternative is to ask employers to deduct
loan repayments from employees’ salaries. This is the method
of collecting repayments in the new loan programme in China.
However, it may be easier in countries where a high proportion
of graduates are employed in the public sector than in
countries with a substantial private sector.

« Efficient systems of record-keeping, by banks or loan
agencies. Large scale loan programmes in several countries
rely heavily on computerised records. In developing countries
employers’ records may be used. For example in some
countries employers are required to inform the government
loan agency of any employee who has an outstanding loan,
and to collect loan repayments.

# Determined efforts to pursue defaulters, and if necessary
prosecute. Some programmes incorporate penalties for late
payment (eg. in Germany and Hong Kong where borrowers in
arrears must pay interest).

* Widespread publicity, at the launch of the programme, to
ensure that students understand and accept their obligation to
repay loans.

# Possibilities for postponement in the case of genuine hardship.
Few countries can afford the Swedish system of automatic
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postponement for those on low incomes, but borrowers are
more likely to accept the obligation to repay if they know that
cases of genuine hardship will be considered sympathetically.

9. Will the Loan Programme Incorporate Incentives?

A number of loan programmes incorporate incentives for students.
For example, in Germany, the government is anxious for students
to complete their studies in the minimum time, since many students
study part-time, or take time off in the middle of their degree
course to work, which extends their period of study over many
years. The student loan programme therefore incorporates loan
forgiveness incentives, which means that students who complete
their study in the minimum time, and achieve high grades, have up
to 30% of their debt written off on graduation.

Similarly, in Barbados students receive ‘loan-grants’, and the
proportion of the loan which must be repaid depends on their
performance. Those who complete successfully, in the ‘normal’
time, have up to 20% of their loan converted to a grant. Those who
achieve high grades also have part of their loan converted to a
grant. In such a scheme loans are regarded as a way to increase
student motivation, in addition to their function of providing
financial assistance for the needy.

In the USA loan forgiveness or cancellation has been used to
try to encourage graduates to enter the teaching profession. When
the first loan programme was established in the late 1950’s, it in-
cluded loan forgiveness clauses to encourage students to become
secondary school teachers, but experience showed that this had
little effect on students’ career choices. Instead, students who had
already decided to become teachers were willing to take larger
loans, in the knowledge that part of their debt would be cancelled.
Nevertheless, a number of American states have recently re-
established loan forgiveness provisions in their student loan
programmes, in an attempt to recruit teachers of shortage subjects
such as mathematics.

Cancellation of part of a graduate’s debt if he or she worksin a
particular shortage occupation is an alternative option to the
‘bonded scholarships’ which are offered in some countries to
attract teachers or other public servants. Several countries offer
bonded scholarships which must be repaid if a graduate does not
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enter or remain in the particular occupation for which he or she was
trained. Enforcement of this may, in some cases, be just as difficult
as enforcement of loan repayment. One problem with bonded
scholarships is that they quickly create the expectation that students
will be guaranteed employment after graduation. Such an
expectation may be realistic when a programme is first introduced
at a time of manpower shortage, but difficult to change when
labour market conditions change and shortages are transformed
to surpluses. For example, in Egypt a guaranteed employment
scheme for graduates was introduced on an experimental basis in
1963, and made permanant in 1973. Critics argue that this system
in Egypt is responsible for excess demand for higher education
and inefficiencies in the labour market, particularly in the public
sector.

This illustrates the danger that a system of incentives, introduced
at a time of labour shortage, may in time give rise to the opposite
phenomenon of a labour surplus. Any system of employment
incentives introduced into a loan programme should be sufficiently
flexible to ensure that it can be withdrawn when labour market
conditions change. In addition, any system of incentives must be
evaluated by means of:

* careful monitoring, to compare students with loans and those
without, in order to assess the effectiveness of loan forgiveness
clauses.

# careful comparison of loan forgiveness clauses with alternative
options, for example direct increases in salaries of graduates in
shortage occupations, to compare their cost-effectiveness.

10. How Flexible will the Loan Programme be?

Given the large number of variables in a student loan programme,
it is clear that loans are potentially a very flexible instrument. This
flexibility shows itself in two ways:

# There are a large number of different types of student loan,
with different repayment terms, and different combinations of
loan and grant, so that the planner can choose between a wide
range of alternatives.
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»* Loan programmes can incorporate flexibility into their design,
for example in providing variable repayment terms for
different categories of student, different interest rates for
students from different income groups (as in the USA), loan
forgiveness clauses for students who meet certain conditions
(as in Barbados or West Germany) or automatic postponement
or repayments for students with low incomes (as in Sweden).

In designing a student loan programme the planner can take
advantage of the potential flexibility of this form of finance, in
choosing between alternative options, for example between a pure
loan scheme or a loan-plus-grant, or between subsidised or
unsubsidised loans.

In addition the policy-maker must decide how much flexibility to
incorporate into the design. Many programmes offer flexibility of
repayment terms for particular categories of student, e.g.:

* married women, who may be allowed to postpone repayment
while they are looking after children.

» students who study abroad and thus incur large debts, who
may be allowed a longer period of repayment.

However some loan programmes are designed to be even more
flexible. For example, the idea of a ‘loan-grant’, as it has been
developed in Barbados, deliberately sets out to maximise flexibility,
and uses variations in the proportion of loan that must be repaid as
a policy instrument, to reward those who achieve high marks or
who enter particular occupations. Another example is the loan-
bursary scheme in Lesotho, the main objective of which is to
provide skilled manpower for the economy, particularly for the
public sector. This is reflected in the loan repayment terms (see
box on p. 66). If the borrower works in Lesotho for a minimum of
five years after graduation, then 50% of the loan is transformed
into a bursary; if the graduate works in the private sector, then a
higher proportion of the loan (65%) must be repaid, and those who
choose not to work in Lesotho are expected to repay all their loan.

However attempts to incorporate flexibility in this way raise a
number of questions:
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Loan Bursary Agreement of the Government
of Lesotho

WHEREAS the Borrower has requested the Government to assist in financing the entire
training of the Borrower by granting a loan to him in the amount specified here-

under:

AND WHEREAS the course of training of the Borrower in justified from the standpoint
of the priorities reflected in the national development plans of Lesotho.

AND WHEREAS the Government has agreed, on the basis, interalia, of the foregoing,

to grant a loan to the Borrower in the amount of

NOW THEREFORE, the two parties hereby do agree as follows:

1. The Borrower undertakes:—

(a) toserve the country after the com-
pletion of his course of study for a
minimum of § years;

(b) where studies are undertaken
abroad, to return to Lesotho im-
mediately on completion of the
authorised course of training or to
pay 100% of the loan forthwith;

(¢) not to change his course of study
without the written consent of the
National Manpower Development
Council on behalf of the Govern-
ment. Any application to change
the course of study shall only be
considered by the said Council
subject to a written recommenda-
tion of the Tutor or Head of
Department of the institution con-
cerned;

(d) to attend, during the course of his
training, all lectures, tutorials,
field work, practical work and all
other training requiréd for his
course and to successfully com-
plete each study year. A student
will be excused from this condi-
tion only on production of medi-
cal certificate stating that the
disease was the cause of failure;

(e) not to commit a criminal offence;

(f) not to use habit-forming drugs
whatsoever; :

(g) not to be found drunk.

2. The Government undertakes:—

(@) to pay the travelling expenses of
the Borrower to and from the
location of training if such train-
ing is undertaken outside Lesotho;

(b)

©

to pay the living allowance and
residential expenses of the Bor-
rower, provided such costs do not
exceed the normal student rate
applicable to the specific educa-
tional institution;

to pay tuition, book allowance
and any other allowances required
for the course of training as spelt
out in the official prospectus of
the particular institution.

. In the payment of the loan, the

Borrower undertakes to repay

U]

(ii)

(iii)

@)

(U]

100% of the loan if he decides not
to work within Lesotho after the
completion of the course of train-
ing;

65% of the loan if he decides to
work in the private sector or for a
para-statal organisation of which
the Government has no control-
ling interest;

50% of the loan if he works in the
Public Service or in Government-
controlled para-statal organi-
sation.

For purposes of repayment of the
loan by students training overseas,
the loan fund to be repaid will be
considered equal to the equivalent
fees payable in Lesotho.

For students with a record of out-
standing performance a 10%
credit will be given i.e. for
students in the public service or
Government controlled para-
statals and students in the private
sector to pay 40% and 55% of the
loan respectively.
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* How effective is the system for monitoring borrowers’ future
careers, and for enforcing different rates of repayment? For
example, if graduates in the private sector have to repay a
higher percentage of their debt, it may be more difficult to
secure repayment, since it will often be more difficult to trace
graduates in the private than in the public sector. Similarly,
those who work abroad may be the most difficult to trace, but
in Lesotho these borrowers must repay 100% of their loan.
This clause may therefore be very difficult to enforce.

* What will be the cost implications of increasing flexibility? A
scheme which incorporates many variables will be more
difficult and costly to administer than a simpler programme.

In this, as in other policy choices, there is no ‘right’ answer, but
experience suggests that there may be advantages in introducing a
fairly simple system initially and introducing administrative
complexity and flexibility in the light of experience. In Barbados,
for example, the concept of a ‘loan-grant’ is a recent modification
to an initial programme, based on loans alone.

The final choice about the extent of flexibility in a loan
programme will depend on the objectives of the student aid system,
and particularly on the relative priorities given to manpower
objectives, cost recovery, academic incentives and rewards, and
equity. Chapter 3 shows how a computable model may help the
planner in examining the implications of different policy choices,
both for the borrower and for the lender. Finally, Chapter 4 gives
some further details about how planners have resolved these policy
choices in student loan programmes in both developed and
developing countries.



Chapter 3:

Designing a Computer Model of a
Student Loan Programme

The design of a student loan programme needs to take account of a
wide range of variables. The capital required to establish a loan
fund and the annual operating costs will depend on the choices
made between the alternatives outlined in the previous chapter.
These choices also determine the attractiveness of the loan
programme to students themselves, and therefore the number of
students who will be willing to borrow, which in turn determines
the costs to the government of providing guarantees or interest
subsidies for student loans.

Because of the number of variables involved, it is difficult and
time consuming for the planner to compare the effects of
alternative choices or assumptions. For example, decisions about
the role of interest charged to students will determine the cost of
interest subsidies and the extent to which loan repayments will
finance future lending. They will also influence the number of
students who are willing to borrow, and the proportion of
borrowers who default on loan repayments. All these variables are
inter-related. So what the planner needs is a way of examining the
implications of alternative choices, from the point of view of both
the lender and the borrower.

The Purpose of a Computer Model

A computer model provides a powerful tool because it allows the
planner to see, very quickly, the effects of alternative choices or
assumptions on the financial flows of the loan programme, as
determined by:

68
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* the number and size of loans each year
* the level of repayments

* the rate of default

# the costs of administering the loans.

These financial flows can then be evaluated from the point of view
of both lender and borrower. They will show:

Jfor the lender: What will be the costs of the programme, and what
proportion of future lending can be financed from loan
repayments?

JSor the borrower: What will be the future repayment obligations
and how severe or reasonable is such a burden of debt?

Most of the existing student loan programmes were developed
without the aid of computers, so that any comparison of alternative
choices or assumptions was a very time consuming business. The
result is that decisions have often been taken by politicians or
policy makers without a full understanding of their implications for
future costs.

An example is the decision in the USA to extend eligibility for
Guaranteed Student Loans, under the Middle Income Student
Assistance Act (MISAA) of 1978, discussed in Chapter 2. This
decision caused an enormous increase in the number of borrowers
under the GSLP and a rapid escalation in the cost to the Federal
Government of providing interest subsidies. The outcome of this
decision, in terms of the extra costs to the government, was almost
certainly underestimated at the time that MISAA was enacted.

There is always the danger that the effects of a major change in
policy will be underestimated, and there is no technique or
computer model that can entirely guard against this danger. Where
a computer model may help is in showing, very quickly, the effects
of alternative assumptions and the sensitivity of the financial
flows of a loan programme to changes in key variables. Thus, it
provides a framework in which decisions can be taken with a
greater awareness of the implications of alternative choices.

Today, the increasing availability of micro-computers and
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personal computers with specially designed computer software
packages, means that a computer model can be developed that will
enable the policy maker to compare, very quickly, the effects of
alternative choices or assumptions regarding:

A

U Ow

tm

=T 0

. the average period of the loan, which will be dependent on
the average length of study, and whether students can
borrow for the whole period of study, or only for part of
their course

the repayment period

. the grace period during which borrowers are exempt from

paying interest
. the grace period during which borrowers are exempt from
repaying capital

. the rate of interest which the borrower must pay for a student

loan, i.e. the internal rate of interest of the loan programme
the rate of interest which the lender must pay for funds to
finance the loan programme, i.e. the external rate of interest
(which may be measured in terms of the market rate of
interest, if loans are provided by commercial banks, or the
rate of interest charged by the Central Bank, if the loans are
provided by a government agency)

. the average size of each loan

. the rate of inflation

the default rate, in terms of the proportion of borrowers who

delay repayments or who cannot or do not repay their loans

the administrative costs of setting up the loan programme

. the annual administrative cost of running the loan
programme

. the number (or proportion) of students who will be eligible

for a loan

Decisions or assumptions about these variable will determine:

* Xk Xk %

the number of loans provided each year

the amount of loan repayments

the costs of interest subsidies

the cost of postponing or writing off loans that are in default
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* the net cash position of the loan programme, after paying such
costs and providing new loans.

The calculations will show how viable a loan programme will be
from the point of view of the lender. Similarly, from the point of
view of the borrower, a computer model can show the effects of
decisions about how much to borrow, and the effects of different
repayment terms on the future burden of debt. To estimate the
burden of debt, a borrower needs to see the implications of
variations in:

the amount borrowed each year

the rate of interest

the grace period

the length of repayment

assumptions about future job and earning prospects.

* %k % % %

A Model to Assist Student Choice
One such model that has been developed in the USA is the Student
Loan Counselort, developed by the Education Testing Service at
Princeton. This was designed to help financial aid administrators
or advisors to guide and assist students in making decisions about
whether, and how much, to borrow to finance their undergraduate
or graduate study. The model is designed to run on a personal
computer, in the office of a university or college financial aid
advisor. The Student Loan Counselor consists of a diskette and a
user’s manual which explains the nature and purpose of the model,
and gives instructions for its use (see box on p. 72).

The model is ‘menu driven’, which means that it provides

tThe Student Loan Counselor is a trademark of Educational
Testing Service (ETS), Princeton, New Jersey, USA, and the
model is the copyright of ETS. [ am grateful for permission to
quote from the user’s manual and to reproduce illustrations of
the use of the model.



72

Lending for Learning

Overview of the Student Loan Counselor

The Counselor allows you to:

# review the terms and conditions of various student loan
programs, including amounts that students may borrow,
interest rates, maximum length of time that students are
allowed to repay various loans, information about periods
of grace and deferment, and whether financial need is a
consideration in establishing eligibility for each program

# enter basic student background information, including the
student’s name, dependency status as an undergraduate,
present educational level, date of graduation, plans to enter
the armed forces, Peace Corps, VISTA, U.S. Public Health
Service or other action program following graduation, and
plans (if any) to enter a health professions field

* enter amounts that the student has borrowed or plans to
borrow from as many as five major federal student loan
programs and up to two school (or other) loan programs

# enter estimates of starting income and income growth for
use by the system in projecting the student’s income during
the loan repayment period.

Once the above information is entered into the system, at the

touch of a button, the Student Loan Counselor provides:

* estimates of the amounts that the student would have to
repay for individual student loan programs and the
student’s consolidated loan repayment obligations (annual
and monthly)

#* an overview, for each student loan program, of interest
rates, payment starting and ending dates, principal amounts
borrowed, interest payments, and total payments

# estimates, based on starting income and inflation figures
that you enter, of the student’s income during each
repayment year in relation to the student’s loan repayment
obligation for that year

# graphs of income projections and the percentages of the

student’s income required each year to retire his or her loan
indebtedness.
The Student Loan Counselor is easy to operate, because it is a

menu-driven system.
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messages and instructions for the user on the visual display screen
of the personal computer. These instructions allow the student
advisor to use different menus to perform different functions:

*» Compare different loan programmes

» Enter into the computer information about the student’s back-
ground, such as family income level, and educational and
career plans, in order to establish eligibility for different loan
programmes

* Enter information about the amount of money the student
wishes to borrow

* Calculate future loan repayments

» Estimate future income, as determined by the student’s choice
of career, information about average starting salaries and
assumptions about future.inflation and income growth

» Estimate the burden of debt, in terms of the proportion of
future income that will be needed to repay the student loan.

The use of the Student Loan Counselor can be illustrated by two
hypothetical examples. In the first case, the financial aid
administrator is advising a student, Mary Smith, who wants to
finance her undergraduate study in the USA by means of a
Guaranteed Student Loan (GSL). First, the adviser must decide
whether the student is eligible for the GSLP and must explain to
Mary Smith the terms of the loan program, which are summarised
on the computer screen as shown in the box on page 74.

Having established that Mary Smith is eligible, and wishes to
borrow $2,500 a year for four years, the adviser can use the model
to calculate her future loan repayments, having first entered into
the computer information about:

= the year in which she will graduate

» whether or not she intends to enter the armed services, Peace
Corps, etc (which determines whether loan repayments can be
deferred).
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Guaranteed Student Loan (GSL) Program,
Interest Rate........ 7, 8,9% Student must be Enrolled
atleast........... half time
Repayments Start. . . after you
leave school Citizenship............ U.S.
Loan Maximums (per year)  Origination Fee....... 5% of
—Undergraduates .. $2,500 principal
—Grad/Prof
Students......... $5,000 Grace Period....... 6 months
In Total Deferment-Max. Time. .{fsee
—Undergraduates . $12,500 note
—Grad/Prof
Students....... 1$25,000 Based on Need?....... yes, if
income > $30,000
t including undergraduate GSL borrowings
t1 3 yrs. for armed forces, Peace Corps, VISTA, etc.
11 2 yrs. for residency training

The next step is to estimate the burden of debt, in the light of
Mary Smith’s career plans. Her future job prospects, together with
the future rate of inflation and rate of growth of incomes in the
economy as a whole, will determine how much of her annual
income will be needed for loan repayments. The computer model
helps the student to make realistic assumptions. Built into the
model is a body of data on average starting salaries in the USA in a
wide range of occupations. The system also suggests alternative
assumptions about future inflation and income growth. The
student may be an optimist or a pessimist, which will influence her
assumptions about her future career prospects. The model allows
Mary Smith to estimate her future burden of debt on the basis of
different assumptions about starting salary and about inflation and
income growth.

Mary Smith, or her adviser, feeds these assumptions into the
computer, which calculates future loan repayments as a proportion
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of her income. The result can be shown on the computer screen, in
terms of:

(a) a table showing annual and monthly income and loan
repayments as a proportion of income (below).

:***********************************************
¥ Loan Burden Analysis for: Mary Smith

* Starting Income = $18000 in 1988 Dollars.
¥ Inflation=5%. Income Growth Rate = 3.00%

*
9 34 ok 3k ok A e e o 3k Ak sk 3k ok sk ok ok ke Ak e ok ok k ok ok ke ok ok ke sk ok ok ke ok Ak ok ok ok ok ok dk ok ok ok Kk ok Kk

*

*
*
*
: :
¥ Annual  Monthly Repay/ Payments as ¥
¥ Year Income  Income Month % of Income %
» 1989 18900 1575 127 8.043 %
¥ 1990 20440 1703 127 7.437 %
¥ 1991 22106 1842 127 6.876 %
¥ 1992 23908 1992 127 6.358 %
¥ 1993 25856 2155 127 5.879 %
¥ 1994 27964 2330 127 5436 %
¥ 1995 30243 2520 127 5.026 X
x 1996 32707 2726 127 4.648 ¥
¥ 1997 35373 2948 127 4.297 %
¥ 1998 38256 3188 127 3.973 %
¥ 1999 41374 3448 127 3.674 X
: :
:
*
*
*

(b) a graph showing estimated gross income profile and loan
burden as a proportion of income (see p. 76).

In this example, Mary Smith plans to take a GSL and borrow
$2,500 a year for four years of undergraduate study. She hopes to
be earning $18,900 in 1989, when she first begins to repay the loan,
and expects the future rate of inflation to be 5% and real income
growth to be 3% a year. On the basis of these choices and as-
sumptions, the computer model shows Mary Smith or her adviser
that loan repayments will represent 8% of her income in 1989 and
nearly 4% of her income in 1999, by which time her loan will be



Lending for Learning

76

O NN

NS ONNNNNNNNN

EONNNNNINNNINNN

NN

S SSS——

ANNNINNNNNNNNNN

89 90 91 92 93 94 95 96 97 98 99

00000000

11111111

(S000.) Wnowy

Year

Estimated Gross Income Profile for: Mary Smith

SN
S &
S &
AN 8
NSNS S
SSSS—S—— &
NN
S IS8 h 6
AN
N N N N N N NN

S SSSSSSSSS—— B

000000000
O N W W mN — O

WOodY| O 9/,

Year

Loan Repayments as a Percenfage of Income for: Mary Smith



Designing a Computer Model 77

repaid in full. These assumptions may be too optimistic, but the
model allows the student to see quickly the effects of a lower
starting salary or higher rates of inflation.

The next example shows the choices of a graduate student,
Martin Peterson, who plans to be a doctor, and who is therefore
eligible for a Health Education Assistance Loan (HEAL). This
allows a student to borrow much larger amounts than the GSLP,
but charges the market rate of interest. Martin Peterson can use the
model to help him decide whether this would be profitable, given
the high income expections of American doctors.

Martin Peterson estimates his starting salary, on the basis of
current data on doctors’ incomes, future inflation and income
growth. These suggest that loan repayments for a HEAL loan will
require 13% of his income in 1990, but only 6.4% by 2000 (see
p. 78).

Are these assumptions realistic? The model cannot answer that
question, although it does contain data on average starting salaries
which serve as a guide. But the user’s manual emphasises that ¢‘ The
Student Loan Counselor is intended to be used as an adjunct to the
personal counselling process involving the financial aid admini-
strator and the student borrower. It was nof designed to replace the
human interaction between counsellor and student that is so vital in
assuring a clear understanding of the student’s repayment
obligations.”’ In other words, the financial aid administrator must
use personal experience to help the student choose realistic
assumptions when using the model. The advantage of this model is
that both student and adviser can then see, extremely quickly, the
effects of alternative choices.

The Student Loan Counselor is, of course, specifically designed
for use in the USA. The model incorporates data and information
about the American student loan system and cannot be used, by
itself, to analyse choices in a different country. However, the
model does demonstrate, very powerfully, the potential uses of a
computer model as a way of analysing the effects of alternative
choices regarding the size of loan, interest rates and repayments
terms, on the debt burden of individual student borrowers. Such a
model could be developed for any other actual or hypothetical loan
system, in order to:



78 Lending for Learning

253.0%

222.0] 7
_190.0- / ?
Sse.0 D g 2 é
770 M?% m
£ 630 / / 78787 7% 7
TAN A9 07
2 GO0
95 9 9 98 99 00 Ol 02 03 04 05 .
Year
Estimated Gross Income Profile for: Martin Peterson
1274 7
11.14 / o
354 1/ 207 .
2l DANN 0D
g 6.4 4 / / / / 7% / %
a0 ad0%nn
TN NaIN9 N0
S aanannn
A0 AAnN 007,
% 9 9 98 93 00 Ol 02 03 04 05

Year

Loan Repayments as a Percentage of Income for: Martin Peterson



Designing a Computer Model 79

* assist students to make decisions about borrowing

# help in the design of a loan programme by showing the effects
of alternative types of loan from the point of view of the
student borrower.

A Model to Assist Planning and Administration

A similar model could be developed to analyse such choices from
the point of view of the lender. The remainder of this chapter
provides an illustration of such a modelt, which is designed to
show the financial flows of a student loan programme on the basis
of chosen or assumed values for the 12 variables identified and
discussed earlier in this chapter (see page 70).

The model is not yet fully developed. It is based on a standard
spread-sheet software package for a personal computer, and many
further refinements could be included. For example, additional
variables could be included, and it could be ‘menu-driven’, in the
same way as The Student Loan Counselor.

At this stage, the model is intended simply for illustrative
purposes, in order to show the potential uses of such a financial
model as a way of assisting the planning and administration of a
student loan programme by:

* analysing the effects of alternative choices or assumptions
during the process of designing a loan programme

* providing a management tool during the process of adminis-
tering the loan programme.

Assumptions of the Financial Model
The model uses the 12 variables (A-L) listed on page 70. These
are the ‘input variables’ of the model, which are used to

T The financial model has been developed with the help of John
Webb and Sue Brownlow of Peat Marwick. However, the model
has not been fully tested and no responsibility is accepted for its
accuracy. It is here presented for illustrative purposes only.
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calculate the financial flows of the student loan programme, on
both an annual and cumulative basis.

For the purposes of this illustration these variables have the
following values:

A. Period of Loan (A = 3 years)
Loans will be available for three years of study.

B. Period of Repayment (B = 10 years)
The loans should normally be repaid in ten years.

C. Grace Period for Interest (C = 0 years)
There will be no grace period for interest, i.e. interest will be
charged during the period of study. This may not seem
realistic in practice, but this assumption allows the policy
maker to see, quite explicitly, the cost that is involved if this
interest is foregone or deferred. Some loan programmes do
charge interest during the study period (e.g. PLUS loans in
the USA). Others allow borrowers to defer interest payments
while they are studying, but the accumulated interest is added
to the total debt on graduation (e.g. HEAL loans in the
USA).

D. Grace Period for Capital (D = 4 years)
Borrowers need not repay capital during the three years of
study or for one year after graduation.

E. Internal Interest Rate (E = 8%)
Borrowers pay 8% interest on their loans.
F. External Interest Rate (F = 10%)

The loan programme is financed through the Central
Bank, which charges 10% interest. The loan programme
therefore obtains funds at 10%, lends at 8% and bears the
cost of a 2% interest subsidy.

G. Average Size of Loan (G = $2,500)
The average loan to students in year 1 is $2,500, and in
subsequent years the average value of the loan increases
with inflation.

H. Rate of Inflation (H=5%)
The annual rate of inflation is assumed to be 5%.
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1. Default Rate (I = 20%)
Each year 20% of borrowers are assumed to postpone or
default on loan repayments.

J. Administrative Start-Up Cost (J = $100,000)
The initial cost of setting up the loan programme is
assumed to be $100,000.

K. Administrative Running Cost (K = 5%)
The annual running costs are assumed to be 5% of the
total value of loans awarded each year.

L. Number Eligible to Borrow (L = 2,000)
The loan programme will provide 2,000 student loans each
year, but it is assumed that in the first two years, students
will not take up the full number of loans, so that in year 1
of the system, the number of borrowers will be 1,000 and
in year 2, it will be 1,500. By year 3, it will be 2,000.

These assumptions are summarised in the box below.

ook ok ok kR ok kR koo kR Ak ok X
% Student Loan System: Financial Model — Illustrative %
¥ Version X
* *
¥ Input Variables: x
¥ A. Period of Loan (Years): 3 3
¥ B. Period of Replacement (Years): 10 %
¥ C. Period of Grace on Interest (Years): 0 3
¥ D . Period of Grace on Capital (Years): 4 %
¥ E. Internal Interest Rate (%): 8 %
¥ F. External Interest Rate (%): 10 %
¥ G. Average Annual Loan size Year 1 (%): 2,500 %
¥ H. RateofInflation (%): 5 %
¥ I. Default Rate (% of graduates): 20 %
¥ J. Administration start-up cost (§): 100,000 %
¥ K. Administration running cost (% expenditure): S ¥
¥ L. Number eligible for loan: 2,000 %
JA o ook ok o sk ok
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The Operation of the Model

On the basis of these input variables, which can be given any values
to represent alternative choices or assumptions, the model uses a
standard spread-sheet format to calculate the values of a number of
dependent variables, for each year in the life of the student loan
programme. An example showing the operation of the model is
shown on pages 84-5. In this illustration, the calculations are
shown for Year 1 to Year 20. The dependent variables, and the way
in which they are determined, are as follows:

1. Number of new borrowers this year
Determined by the input variable L.

2. Number receiving loans
Shown separately for each year of operation, from starting
year to current year. When the programme is fully operational,
=a
@=>0xA
=1

5B

3. Total current borrowers
The number of loans still outstanding, including borrowers in
the grace period (3a), and those in repayment status (3b).
Determined by (2) and by the length of repayment (B) and the
grace period (D).

4. Average loan size this year
Determined by average size of loan at the start of the
programme (G), multiplied by the average rate of inflation per
year (H).

5. Total value lent this year
Determined by average size of loan (4) and by the number
receiving loans [X (2)] each year.

6. Cumulative total lent
The sum of (5) over the total life of the loan programme.
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. Individual debt after grace period

The sum of (4) during the period of loan (A).

. Capital repayments this year

Determined by (7) and (3b) and by the period of repayment (B)
and the default rate (I).

. Cumulative capital repayments

The sum of (8) over the total life of the programme.

Net capital position this year
The difference between capital repayments (8) and the amount
lent each year (5).

Interest payable this year on funding
Determined by (10) and by the external interest rate (F).

Cumulative interest paid
The sum of (11) over the total life of the programme.

Interest receivable this year
Determined by (5) and by the internal interest rate (E) and by
the default rate (J).

Net cash position this year
The difference between the cash inflows (8 + 13) and the cash
outflows (5 + 11) each year.

Cumulative net cash position
The sum of (14) over the life of the programme.

Administrative costs

Determined by the cost of setting up the programme (a fixed
cost, J) and the annual running costs of the programme [ (5) x
5% ].

Overall net cash position this year
The net cash position (14) minus administrative costs (16).
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STUDENT LOAN SYSTEM: FINANCIAL MODEL — ILLUSTRATIVE VERSION

INPUT VARIABLES:

Ponoa ol Laan {Years)
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Period of Grace on Interest {Years):
Period of Grace on Capltat {Years):
Intarnal intarest Rate (%):

External Inferest Rate (%)

Average Annua) Loan size Year 1 {%,
Rate of Inflation (%)

Detaul Rate (% of graduaks):
Administration starl-up cost ($):
Administration running cost (% expenditure).
Number eigibie tor loan:

Number of New Borrowers This Year

FINANCIAL YEAR.
2 Number recewing loans -
slarting year: 1
H
3
4
H
6
7
]
9
10
1"
12
13
"
15
16
17
18
19
20
3 Tota) current borrowers
of which:
k) Total in period of grace:
» Total in repayment statys:
4 Average Loan size This Year (KS):
s Towl Valus Leat This Year
.+ of which,
5’ Valus New Loans This Year:
Sb. 23 % of Tolal
8. Cumulative tola) lent:
7. Individusi dett afier grace period:
L} Capita) Repaymants This Year
9. Cumulative Capitsl Repayments:
10 Nt Capital Position This Year:
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18. Cumulative overall net cash position
The sum of (17) over the life of the programme.

The Results of the Model

The model can be used to show what proportion of new loans each
year will eventually be financed by repayments of previous loans.
Because of the assumptions built into this illustrative version of the
model, i.e. the fact that the internal interest rate (E) is subsidised
and the default rate is 20%, this hypothetical loan programme will
never become fully self-financing. By the time the loan programme
is fully operational, the capital repayments each year (8) will
represent 56% of the total amount lent each year (5), and the cash
inflows each year (8 + 13) will represent 60% of the cash outflows
each year (5 + 11). When allowance is also made for the annual
cost of administering the loan programme (16b), then the model
shows that the annual receipts from loan repayments (8 + 13)
represent more than half (57%) of the annual expenditure of the
loan programme. '

The policy maker may decide that this would represent a
significant saving of public funds, compared with a programme
based entirely on scholarships or grants. However, the policy
maker may decide to change some of the assumptions by changing
the values of the input variables. The model will then show the
effects of these alternative assumptions on the financial flows of
the programme.

For example, the assumptions on interest rates could be
modified, so that borrowers would have a grace period for interest,
corresponding to the grace period for capital repayments. This
would reduce the annual receipts of the programme and increase
the cost of the interest subsidy. Alternative assumptions about the
rate of default or the rate of inflation would also change the cash
position of the programme.

Additional variables could be incorporated into the model,
which would also affect the results. This version does not include
any ‘loan forgiveness clauses’, which are a feature of several loan
programmes. Other factors could also be included. It must be
emphasised that this illustrative version of a financial model
represents nothing more then the ‘bare bones’ upon which a more
detailed and elaborate model could be constructed.
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Conclusion: A Framework for the Analysis of Choices

The advantage of the computer models outlined in this chapter are
that they provide a framework for analysing the effects of alter-
native choices in the design of a student loan programme. The use
of a computer is not, of course, absolutely necessary. In fact, most
of the existing loan programmes were designed without the aid of a
computer.

The essential requirement for the design of a loan programme is
not a computer but a systematic comparison of alternatives. A
computer model simply provides a means to that end. Even without
such a model, the planner should compare the effects of alternative
interest rates or repayment periods, or the effect of alternative
assumptions about the rate of default, in designing a student loan
programme.

Such comparisons show that the final outcome of a student loan
programme will depend on many factors. The outcome will depend
partly on policy decisions such as:

# How much should students be subsidised?
* What is an acceptable burden of debt?

It will also depend on the attitudes of students, or their parents,
towards borrowing which in turn will depend on:

# the private rate of return to higher education, and student
perceptions of these returns
* general attitudes to credit in society.

Finally, it will depend on conditions in the country, for example:

* economic conditions, such as the rate of inflation

= the efficiency of banks or other institutions providing student
loans, which will influence the rate of default and the
administrative costs of the loan programme.

None of these can be predicted with certainty. International
experience of student loan programmes, examined in more detail in
the final section of this book, shows that there are considerable
variations between countries in the input variables that influence
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or determine the outcomes of a student loan programme. It also
shows that planners should be aware of a number of trade-offs. For
example, a low rate of interest on student loans will increase their
attractiveness to students, which may increase their political
acceptability, but diminish the savings that will result from the
introduction of loans. Similarly, a very flexible system of loans
which incorporates loan forgiveness clauses or other incentives,
and variable repayment terms for different groups of borrowers,
may achieve efficiency or equity objectives, but only at the cost of
administrative complexity, higher administrative costs, and less
saving of public funds. The choice between these alternatives
therefore depends crucially on the policy objectives of the student
loan programme.
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Information about The Student Loan Counselor can be
obtained from:

Educational Testing Service
Princeton

New Jersey 08541

USA.

If you would like further information about the computer
model discussed in this chapter, please write to:

Either Or

Maureen Woodhall John Webb
DEAPSIE, Peat Marwick
University of London 1 Puddle Dock
Institute of Education Blackfriars

59 Gordon Square London EC4V 3PD.

London WCIH ONT.
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Part II:
International
Experience with Student
Loans

Chapter 4
Student Loan Programmes in
Developed and Developing
Countries

During the 1950’s and 1960’s student loan programme were
established throughout Scandinavia and Europe, in Canada, Japan
and the USA, and in a few developing countries. In Latin America,
for example, the first loan programme, Instituto Colombiano de
Credito Educativo y Estudios Technicos en el Exterior ICETEX),
was set up in Colombia in 1953,

New programmes were established in the 1970’s, and by the early
1980’s there were examples in at least thirty countries. A number of
new loan programmes have been established in the 1980’s. For
example a loan programme was set up in Indonesia in 1982, and
other countries have recently expanded existing schemes.

In several countries there has been a clear shift during the 1980’s
towards greater reliance on loans. In the USA the proportion of
federal aid awarded in the form of grants increased during the
1970’s until the peak year of 1975-6, when 80% of all federal aid
consisted of grants. Since then grants have declined, and loans have

89
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increased, so that by 1985 52% of all federal aid to students was in
the form of loans. In other countries also, including Sweden and
the Federal Republic of Germany, there is now increased reliance
on loans as a form of financial aid for students in higher education.

There are several descriptions of student loan programmes in
developed countries, including a comparative study of student
loans in Canada, Sweden and the USA (Woodhall 1982) and a
recent comparison of student aid programmes in Britain, France,
Germany Sweden and the USA (Johnstone 1986).

In the USA there has been extensive research on student loans by
such bodies as the American Council on Education, the College
Board, and the National Association of Student Financial Aid
Administrators (NASFAA). Much of this research is hardly
relevant to the needs of a developing country first setting up a
student loan programme. The American experience is valuable,
however, in showing not only that loan programmes and a wide
variety of types of loan are feasible, but also that in the USA, at
least, students are perfectly willing to borrow and that reliance on
loans as a way of financing both tuition fees and living costs has
become widespread.

Student Loans in the USA

In 1985 more than 4 million loans were provided under a variety of
programmes, and students borrowed more then US$9 billion. The
average size of loan in 1985 was US$2,300 (about £1,500), but some
students, particularly graduate students, borrowed considerably
more then this.

The first loan programme was set up in the USA in 1958, in order
to boost American science education, and it was a direct response
to the launching of the Russian spacecraft or ‘Sputnik’. The name
of this first loan programme - the National Defense Student Loan
Program (NDSLP) - emphasised its original objective: to
encourage and improve science education for defence purposes.
Since then the NDSLP has changed its name and been overtaken by
a number of new loan programmes, sponsored or supported by the
Federal Government. There is also a host of loan schemes operated
by state government agencies and individual universities or
colleges. The main Federal Government programmes are:
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National Direct Student Loan Program (NDSLP)

The successor to the National Defense Student Loan Program. This
offers highly subsidised loans to low-income students on the basis
of a strict means test. When the programme was first established in
1958 the interest rate on NDSLP loans was 3% it was raised to 4%
in 1980 and 5% in 1981.

Guaranteed Student Loan Program (GSLP)

Intended for ‘middle income’ students, the GSLP offers subsidised
loans, but at a higher rate of interest than NDSLP loans. When the
GSLP was first introduced in 1965, interest was charged at 6% the
rate was increased to 7% in 1968 and 9% in 1981, but reduced to
8% in 198S.

Parent Loans for Undergraduate Students (PLUS)

PLUS loans are intended to help parents finance their children’s
education, or to provide additional funds for students who do not
qualify for GSLP loans, in which case the loans are called Auxiliary
Loans to Assist Students (ALAS). PLUS loans were first
introduced in 1981, at 14% interest. The rate of interest was
reduced to 12% in 1985.

Health Education Assistance Loans (HEAL)

This programme is specially designed for students training for
medical and para-medical professions. Similar specialised schemes
exist for certain other professions, notably law,

Apart from loans there are several other forms of student aid in
the USA including federal government grants and the College
Work-Study Program, which provides subsidised jobs on the
college or university campus. The amount and type of aid received
by individual students in the USA depends on their family circum-
stances and the funds available in their institution, most of which
employ student financial aid administrators whose task is to
measure a student’s ‘financial need’ and assemble a student aid
‘package’ for each applicant. In principle, grants and NDSLP
loans are intended for low-income students, and GSLP or PLUS
loans for students with higher family incomes. However, individual
packages vary considerably, because of the complexity of student
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aid programmes in the USA. In the last decade there has been a
marked shift towards greater reliance on loans. By 1985 more than
half of all financial aid for students in higher education in the USA
was provided in the form of loans.

Student Loans in other Developed Countries

The Federal Republic of Germany has recently replaced grants for
students in higher education by a system of loans. German
university students do not pay tuition fees, and students from low
income families receive financial aid towards their living expenses.
Financial assistance for needy students was first provided under
the Federal Law for the Promotion of Education, Bundes-
ausbildungsforderungsgesetz — colloquially known as BAfog — of
1971. Originally BAfog provided means-tested grants, but a loan
element was introduced in the 1970’s to supplement the grant, and
in 1984 grants were abolished and loans became the only source of
financial aid for students. The replacement of grants by loans
aroused considerable controversy in Germany, but the government
argued that the change was necessary in the light of increasing
financial stringency. Nevertheless the loan scheme is extremely
generous: graduates can repay their loans over 20 years, the loans
are interest-free, and students who complete their course in a
shorter than average time, or who graduate in the top 30%, have up
to 25% of their debt cancelled.

In Japan, also, loans are the only form of financial aid for
students. The Japan Scholarship Society was first established, in
1943, as a private foundation. Its legal status was later changed to
make it a quasi-governmental organisation, and in 1953 it became
the Japan Scholarship Foundation. All the ‘scholarships’ are in
fact loans, which must be repaid. There are two types of loan.
Interest free loans are provided for students in upper secondary
schools and technical colleges, and loans at 3% interest are
provided for undergraduate students.

In Sweden students receive a mixture of loans and grants, but the
proportion of repayable loan has increased from 75% in 1965 to
over 90% in 1985. Sweden is unusual in treating all students as
financially independent from the age of 20. Parental income is not
taken into account, and the majority of students are eligible for
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loans, which must be repaid by their 50th birthdays. During the
1960’s, graduates had to repay their loans in terms of constant
purchasing power, and their debt was indexed in terms of the Cost
of Living Index. However, this has now been changed and an
annual ‘adjustment index’ of 4.2% is charged. All the other
Scandinavian countries (i.e. Denmark, Norway and Finland) also
have student loans.

Other developed countries with student loan programmes include
Canada, where there is a Canada Student Loan Program,
administered by commercial banks with a Federal government
guarantee, and a number of provincial programmes. New Zealand
is currently reviewing student aid policy and considering a loan
programme, and in Britain student loans are back on the political
agenda (as discussed in Chapter 1).

Student Loans in Developing Countries

Much less information is available on student loans in developing
countries. A review for the World Bank of international experience
with student loans (Woodhall 1983) includes information about
student loans in more than fifteen countries in Latin America and
the Caribbean, several countries in Asia (Pakistan and Sri Lanka),
and the Middle East (Egypt and Israel). In Africa there are several
small loan programmes, and proposals have been made for more
extensive programmes in Kenya and Nigeria.

A short-lived experiment with loans in Ghana (described in more
detail by Williams 1974) was discontinued in 1972, when a change
of government led to the abolition of a loan programme introduced
by the previous government in 1971. There is still a small ‘Book
Loan’ programme in Ghana, but few attempts are made to secure
repayment of these loans and many students simply regard them as
grants. The experience in Ghana is sometimes quoted as evidence
that student loan programmes do not work in developing countries.
In fact, however, such a conclusion seems unduly pessimistic.
Chapter 2 provides several instances of loan programmes in
developing countries, and a number of other countries are now
actively considering the introduction of loans.

The remainder of this chapter looks in more detail at three case
studies:
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* The Instituto Colombiano de Credito Educativo y Estudios
Technicos en el Exterior (ICETEX) in Colombia

# The Student Revolving Loan Fund of Barbados

* The loan programme operated by the Joint Committee on
Student Finance (JCSF) in Hong Kong.

Case Study: ICETEX in Colombia
ICETEX was the first student loan programme in Latin America,
established in Colombia in 1953. Initially, loans were provided only
for study abroad, but since 1958 loans have also been given for
university study in Colombia, and the number of loans has
increased rapidly since the programme was established. Between
1953 and 1984 ICETEX provided over 260,000 loans, and in 1984 it
made 29,209 loans to students in Colombia and nearly 1,000 loans
for study abroad (mostly in Spain, France, Mexico and the USA).
The government of Colombia plans to expand the educational
credit provided by ICETEX by US$45 million, with the help of a
US$20 million loan from the Inter-American Development Bank
(IDB).

Administration of loans
ICETEX is an autonomous government agency, established to
administer both loans and scholarships. A small number of
scholarships are provided, financed through the Regional
Development Budget; but the main activity of ICETEX, is
educational credit, or loans.

At the moment, ICETEX offers three types of loan:

* short-term loans which must be repaid during the course of
study

* medium-term loans, which are partly repaid during the course
of study and partly after the studies are complete

* long-term loans, which are repaid after the student has
completed a course of study.

Other loans are also available to students in Colombia, at higher
rates of interest. Commercial banks make short-term loans to
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students and charge interest slightly below commercial rates, and
some private universities also offer loans to students to help them
pay fees.

In 1985 ICETEX was servicing over 90,000 loans. It estimated
that the cost of administering the loans was about US$55 per loan.

Who is eligible for loans?

Student loans are intended to help poor students to pay for
university education in either public or private universities. Less
than 10 per cent of all students in higher education received loans in
1985, and more than 75% of these came from low income families.
Borrowers must provide a personal guarantee, from a parent or
other responsible adult who is liable for the debt if the loan is not
repaid.

Loan repayment terms

During the 1970’s the inflation rose dramatically throughout Latin
America, and though the rate of interest charged on student loans
also increased it never kept pace with inflation. In 1985 the annual
rate of interest on ICETEX loans was 25%, after a grace period of
6 months after graduation. The length of repayment was as
follows:

(a) loans for postgraduate study in Colombia to be repaid over 4
years

(b) loans for undergraduate study in Colombia to be repaid over
§ years

(c) loans for study abroad to be repaid over 6 years.

There are no loan forgiveness provisions, and all loans must be
repaid in full.

Default rates

Part of the interest charged on the loans (1% of the 25% charged in
1985) is used to pay for insurance against non-repayment of the
loan in case of death or permanent disability. ICETEX finances
- this guarantee through the Fondo de Garantias (Guarantee Fund),
which had assets of US$1.2 million in 1985.
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High interest rates and rising levels of unemployment caused an
increase in the rate of default on loans from ICETEX in the 1970’s.
Even so, the majority of borrowers still repay their loans. In 1985
the total value of outstanding loans was US$17.2 billion, and of
this, only $2.1 billion (or 12% of the total) was in arrears.

Borrowers who are late in paying the monthly instalments on a
loan are sent three reminder letters. If four instalments are in
arrears, a commercial debt collection agency attempts to secure
repayment. If this is unsuccessful, the borrower’s employer will be
asked to deduct repayments from monthly salary. Prosecution
results only when all these steps have failed to secure repayment of
the loan.

The results of the loan programme

ICETEX regards the loan programme as extremely successful, and
it is popular with students and institutions. Research conducted by
ICETEX suggests that loan recipients finish their studies in a
shorter period of time than those without loans, who are more
likely to interrupt their studies or take part-time jobs to help
finance their education, thus considerably lengthening their study
period.

Research by the World Bank in the early 1970’s concluded that
ICETEX was not very successful in redistributing resources from
rich to poor, since many loan recipients were already relatively
privileged. However ICETEX now tries to concentrate loans on less
wealthy students.

Case Study: the Student Revolving Loan Fund in Barbados

The Student Revolving Loan Fund (SRLF) of Barbados was
established in 1976 with the help of a loan from the Inter-American
Development Bank (IDB). The purpose of the Fund is to provide
long-term loans for students in higher education, in order to help
meet the manpower needs of the economy.

Initially, the number of loans provided by the SRLF was very
small, but both the Government of Barbados and IDB regarded the
first stage of the loan programme as successful, and the Fund has
therefore been expanded since 1983, with the help of a further loan
from IDB. The Government plans eventually to replace the entire
scholarship programme by a programme of ‘loan-grants’ to be
administered by SRLF.
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Administration of the loan fund

The SRLF is a government agency located within the Ministry of
Education, but operating as an autonomous agency. Its administra-
tive structure consists of':-

(@)

(b)

(©)

The Management Committee, which includes representatives
of:

# Ministry of Education

* Ministry of Finance and Planning

# University of the West Indies

#* National Training Board

* Other educational and training institutions.

Responsibilities of the Management Committee include:

* establishing terms and conditions of student loans, and
# ensuring that correct financial procedures are followed.

The Administrative Committee, which consists of a
Secretary/Accountant, Clerical Officers and Secretarial
staff.

Responsibilities of the Administrative Committee include:

* publicity

* processing loan applications

* determining eligibility in accordance with regulations laid
down by the Management Committee

keeping up-to-date records of student loans

keeping financial and other statistical data on the
operation of the fund.

* %

The Financial Agent (the Barbados National Bank) which
has responsibility for:

# drawing up contracts for loan repayments
* disbursement of loans
* collection of loan repayments
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# refer all loans in arrears (more than 180 days) to the
Management Committee
# carrying out internal audits.

The conditions of the IDB loan require the SRLF to carry out
regular evaluations of the loan programme and to monitor this
effectiveness by collecting data on:

number of loans awarded

the family income level of borrowers
their educational progress

number of drop-outs and reasons
number of graduates, by subject
their subsequent employment.

* % %k %k % %k

Initially, the Fund provided loans only for university students at
the University of the West Indies or those studying abroad. The
expanded programme also provides loans for students in the
Polytechnic and the Teacher Training College. The loans cover
both tuition fees and living expenses. The disbursement and
collection of the loans is carried out by commercial banks for the
SRLF.

Who receives loans?

Between 1976 and 1983, 118 students financed their university
education in Barbados or abroad by means of a loan from SRLF.
The majority of these were from below-average income families.
Eighty percent had family incomes below US$9,000: and about a
third were from families classified as having ‘very low’ income, on
the basis of a means test administered by SRLF.

Repayment of the loans

The repayment terms for the loans depend on the level of study, the
size of debt and the progress of the borrower. The length of
repayment varies between 5 and 10 years, and the rate of interest
between 6 and 12%. In 1982 the proportion of loans in arrears was
less than 5%. On the basis of income expectations in 1983, it is
thought that loan repayments will require between 5 and 10% of
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graduates’ annual income. A new feature of the expanded scheme
is ‘loan-grants’. Part of the loan can be cancelled if the borrower
completes higher or vocational education successfully in the normal
time, achieves satisfactory grades and subsequently works in
Barbados for an agreed time.

Evaluation of the Student Revolving Loan Fund

It is too early yet to evaluate the expanded loan programme, which
plans to provide more then 500 loans, but the small-scale
programme which operated between 1976 and 1983 is judged to
have been successful and the IDB regards the new project as a
viable and potentially profitable investment. From the individual
point of view, also, student loans are profitable. A tracer study of
students who had received loans between 1976 and 1982 showed
that after completing their studies, 87% found employment in
Barbados and 65% had incomes above US$9,000. The loans
therefore proved to be a profitable investment for the indivdual
students, and in fact an estimate of the rate of return to education
in Barbados suggests that the private rate of return to higher and
vocational education is over 26%. Even after repayment of their
loans therefore, borrowers will enjoy substantially higher incomes.

Case Study: The Joint Committee on Student Finance in Hong
Kong
The Hong Kong Government provides both grants and loans for
tertiary students. Grants cover tuition fees, union fees and faculty
expenses; and loans, which are interest-free, cover the cost of
living. Some extra loans are administered by individual institutions
from their own funds and from charitable bequests. In addition,
from 1981 to 1983 loans were provided for students studying in
Britain. However, this programme has been discontinued, and this
case study concentrates on the government programme of loans for
students in Hong Kong, which is administered by the Joint
Committee on Student Finance (JCSF).

The programme was launched in 1969, and now assists students
in the two universities, the two polytechnics and the tertiary Baptist
College. It aims ““to ensure that no student who has been offered a
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place in one of these institutions should be unable to accept it
because of lack of means’’. The scheme now caters for about
50% of full time students. Finance is provided only for students
with low incomes, and applications are checked very carefully. In
1985-86, HK$35 million (approx. US$4 million) were given out as
grants, and HK$84 million (approx. US$10.5 million) as loans.
Over 10,000 students received a loan in 1985-86.

Operation of the Hong Kong system is costly. It requires a large
group of administrative officers, many of whom must be highly
trained. Application forms have to be processed by computer, and
staff are employed to check the accuracy of applicants’ statements,
In some respects, the system is too complicated. However, the
government feels that in general the scheme works well.
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How much does it cost to run the scheme?

The JCSF employs 27 full-time staff, and during the peak
season employs additional staff equivalent to 112 person-
months. The annual salary bill is about HK$2.5 million,
which is about 2.3% of the total amount given out as
grants and loans. Additional allowance must be made for
the salaries of Treasury personnel who receive repayments,
and for the Student Affairs staff in the tertiary education
institutions who spend a lot of time helping students to fill
in forms. And one must also add the cost of buildings,
computers, printing and general maintenance. Thus the
total annual cost is probably about HK$4.5 million, which
is about 3.9% of the total amount given out as grants and
loans. This is higher than the proportion spent in Sweden,
for example, where the authorities expect administration
to consume only about 1.8 per cent of the budget for
Student aid.
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The application procedure

In April each year, the JCSF advertises the scheme in the local
newspapers. Most students apply through the institution where
they will be studying, but new students in the two universities apply
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for financial assistance

(students attending tertiary education

in Hong Kong)

Explanation Booklet for Applicants, Hong Kong.
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direct to the JCSF. Applications must be submitted by the end of
July, and the academic year begins in September.
Each applicant must provide a lot of information:

1. She/he must fill two copies of a detailed, 10 page form. Among
facts required are:

(a
(b)
©

(d)

(e)

®

(®
(h)

personal data: name, address, sex, date of birth, etc.,

he course to be undertaken,

details on all the people living in the applicant’s household:
their names, identity card numbers, occupations, employ-
ers, and incomes,

similar details on all the applicant’s parents, brothers and
sisters living away from the household (including those
living or studying overseas),

details of all property owned by the each member of the
household and by all unmarried members of the family who
are resident in Hong Kong. ‘Property’ is defined to include
buildings, businesses (whether registered or unregistered),
stocks and shares, vehicles, bank deposits, jewellery, and
cash in hand. The applicant must indicate the date when the
property was acquired, the value of the property at that
date, and an estimate of its current value.

the size and number of rooms in the residence occupied by
the household, the monthly rent/mortgage, and the name,
address and telephone number of the landlord/investment
company,

details of all members of the household who were in full-
time study during the last academic year, and

signatures of (i) all members of the household who earn
money or receive pensions, and (ii) all unmarried family
members who are also resident in Hong Kong and who also
earn money oOr receive pensions. These signatures provide
legal authorisation for the JCSF to investigate the truth of
statements.

Because the form is both long and complicated, it is
accompanied by two sets of notes, which are written in both
English and Chinese.
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APPLICATION FOR FINANCIAL ASSISTANCE FOR 1965-% —AA EE—AAXRENSLARNRAMS

This section should be completed in duplicate, carefully by the applicant sing nol more then onc figure or letter in each spuce. Use block leiters and pay
special atiention 1o the instructions about the various boxes which have to be filled 1.

(HHESURNTIH  ANKXERM_SHOENAY - A KRY)

Record No. {Office ue)
s
PERSONAL DATA A R®
Tetters figures

o Ko iy i No. o 1) [ITTTD o)

Student No. 2
Full name in Chinese & X%

Characters {if upplieable}
Full name in English } Sername frat

=R 5 1 LN BE AR EENR AN AR AN NN SRNRANNEE)

fwme shown
in ldentity Card)

Sex: write "M’ for male: 'F" for female. B E]
Murital stutus; write “M" for married: 'S’ Tor single 0 E]
Date of birth: write. for exemphe. “080365" for tth Muy. 1965 &
ddmmyy
n[s]
RESIDENTIAL ADDRESS f % 2 T
5 (ln{aﬂn our Regurar, and he Secveary of the L€ S.F. i you chanpe
™ ress #fier you have submitied 1his form. If your resdential 4 i
F Ldreo cuamol be reaehed by pov. prase indicare your
x  ddrew »
3 (Pl note Lon pupe 8 s o [D
3 (Office e}
EJ—— w0 (LI
]
2 SAVINGS ACCOUNT NO. WA
§  fHons Kong end Shanghui Banking Corpocation Hang Seng Bak} 13 [[[Bm
H
£ UNIVERSITY DATA X B R®
University of Hong Xong: Application Number -9
New students only
Chinese University: Advanced Level ighver Level Exami Number -19
1F you sirendy have. of have yocopicd.  place a1 cither University. complete the Tollowing boxes s insirecied .
I you have 5os yet gained ldmimun leave 1he following boxes blank x
Write 40" lor Unisersy of Hong Kong: 20 for Chinese Universty of
Hou Ko-? 28" for C.U. Chut Ie'e 22 for C.U. New Asia A Imstitute code K B
for C.U. United Co \er
Wm: ‘A’ for Ans: 'B' for Social Sciences; 'C" for Scienex, ‘D" for
Mcducine: “E" for Dentistry: °F for Engineering: ‘G’ for Architecture: kil Fuculty-Division ¥4
*H' for Luw: T for Busincss Adeministzation: “J' for Education
Gire depuriment cumiculm coding (please 65 ncte 2.4nd 3 on pape § 2 D] et Curricolum Wit/ AR
Write A" for Undergradune; "B foc ullime Powgradiate Diploms in
Education; or °C” for olher Post-gradual % Status & 2
Give the year of the curriculum which will be followed in 1905-86 (e
ot 2y ol ¢ z7D Yer ¥ 8

n El Tuition code ¥ R
FOR STUDENTS AT BOTH UNIVERSITIES

E THE AMOUNTS OF GRANT AND LOAN YOU RECEIVED For office use
FHOM THE JOINT COMMITTEE ON STUDENT FINARCE TN 1984 85 n m » D

Gran Lown “ 1 o

«[T1] o

a7
w111 |
SIGNATURE OF APPLICANT

HAAEE o z:[llT : llm

[E]

Application Form, Hong Kong. Note the boxes for direct transfer
of numbers into the computer.
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Secretary, Joini Commitiee on Student Finance
aRBReERGeLrEn

RETURN OF EMPLOYEE'S REMUNERATION FOR THE YEAR ENDED 315T MARCH 1985
AATHERE-ANER=A=+-A42—-%4

1. Name of Employes N (LR #

2 Hong Kong identity Card Number # 18 & 28 &
3 Capacity in which employed 2 M Ri{2
4 deﬂwn-nldull year ended 3151 March 1985:
BY RAKY N=+ P4 LI
from ih rerr SN
5 Particulars of income accruing duning the year ended 315t March 1985
BE LALY DEA4—Dd-NANIISEBZALRE :
I Perioa Wil | |
Particulars I Day | Month| Year | Day [Montn| vear ":".""“
[HEREAN 1 no| e
| 1 +— |
Salary/Wages B IR -1 l |8
Commission/Bonus M~ fEAl i » [ |®
Overtime Pay &% T0 TR - s |
4 1 + {
Back Pay MHM® ; % s '
| Terminal Awacds, Gratuities I [ to | i
| AR B 2T | | ® S
Allowances (Meals/Tralfic/Living. etc.) o I |
MW RS RN BN | ¥ '8
Nature 111 |
| | 1 I { I
Others 1116 [ | {1
w0 N |
Nature 1111 ¥ | | |
| I |
Total W is

| certity that according to my/our records the above information is rue and cormect
WAL KRR £ QW L ARNTEIANE -

Signature of Ei
WEAARAER
Name (in block letters):
L -
AN
Designation Ri
Date N M
Name of Employer/Firm
WE-RE WA

Employer's Official Chop |

NE o swWime Address

| Telaphone No T uMM

Applicants for assistance in Hong Kong must declare the incomes
of all their family members. If they cannot provide other types of
documentation, each earner must get a form like this filled in by his
employer.
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2. The applicant must provide documentary evidence, such as tax
returns, salary statements and profit/loss accounts for the
earned income of every member of the household, and for every
unmarried relative who is resident in Hong Kong, for the last
financial year. If these are not available, workers must ask their
employers to fill up a special form confirming their incomes in
detail (see p. 104).

3. Photocopies of bank statements of all family members resident
at home, and unmarried family members who are resident
elsewhere in Hong Kong.

4. Photocopies of either exam results or provisional offers of

admission to the tertiary institutions.

. Photocopies of receipts ‘of, or payments for, rent.

. Receipts for fees paid.

. Social welfare or medical certificates in respect of household

members who are permanently sick and requiring maintenance.

8. Statements of any likely changes or additional relevant
information.

~ O\ W

Processing of applications

Checking these forms and accompanying papers is a major
exercise. During the peak season, the office employs a team of
temporary staff. To help with its work:

(a) the forms are colour-coded according to the type of institution
in which the student will study,

(b) the form is carefully designed so that its information can be
typed straight into the computer,

(c) a video-tape has been made to explain the scheme to applicants,
and to tell them how to fill up the form,

Hong Kong is well known for the efficiency with which government
and businesses operate, and the main decisions are taken and
communicated in time for the new academic year. When the peak
period of activity is over, officers check the details of applications
more carefully.

How much can a student expect to receive?
When the scheme started, the amount available to individual
students depended on the competition for a fixed sum of money. If
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Checking of Applications in Hong Kong

Careful authentication of applications is carried out each
year. A percentage of successful applications is randomly
selected by the computer for verification. To ensure
appropriate sampling of cases, individuals are selected by
reference to institution and to annual disposable income.
Officers may visit applicants’ homes, grouping cases
together so that more than one visit can be made on a
single journey. The most common discrepancies
discovered are understatement of earned income or bank
deposits, and the omission of full-time employment of
SJamily members. Depending on the case, action to recover
payments may be taken, and individuals may be
prosecuted.
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there were many needy students, each one obtained a smaller sum
than if there were few. But in 1981 the government agreed to make
the scheme ‘open ended’ so that the needs of all students could be
met in full.

Students in different institutions, faculties and departments are
entitled to different amounts of help according to assessments of
the money they will need. It is assumed, for example, that a medical
student will have higher costs than a law student. Periodic student
expenditure surveys are carried out to determine appropriate
amounts.

An individual’s entitlement is also based on her/his annual
disposable income. JCSF officers calculate the annual income of all
family members, deduct needs for rent, school fees and medical
expenses for the chronically sick, and divide the net result by the
number of persons in the family. The figure is regarded as the
student’s annual disposable income, 50% of which is set against a
grant requirement and 50% against a loan requirement.

Students from low-income families are protected by a cut-off
point below which their annual disposable income is completely
disregarded and above which it is partially disregarded according
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to a ‘six-band’ system. In the 1985-86 academic year, annual dis-
posable incomes were completely disregarded when they were
below HK$4,200. The notional maximum grant was HK$6,200,
and the maximum loan was HK$10,700.
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Should Total Funds be Fixed or Unlimited?

Initially, the Hong Kong Government allocated only a
Sfixed annual sum to the scheme, This was because it did
not wish to undertake unlimited financial commitments.
However, it later decided that this system prevented the
scheme from meeting its objectives: in a year of heavy
competition, needy students might still find themselves
prevented from receiving higher education because of lack
of finance. So in 1981 the system was made ‘open ended’.
Grants and loans still have a ceiling, and annual
requirements can still be predicted fairly well. The scheme
has been given an important element of flexibility.
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Repayment and recovery of loans

Loans for university and Baptist College students are repayable in
20 equal quarterly instalments over five years following completion
or withdrawal of studies. Different arrangements are made for
polytechnic students, but those on courses lasting for more than
one year also have to repay their loans within five years of
completion.

Suspension of loan repayments is granted to certain applicants.
People suffering from financial hardship or sickness may suspend
repayments for up to six months, and individuals undertaking
further study may suspend repayments for up to five years.

The number of defaulters on loans has recently been reduced to
quite low levels. Some 985 default cases were outstanding in
1981-82, but they had been cut to 213 in 1985-86. These figures
seem very low when it is pointed out that by 1985 over 109,000
loans had been awarded.

The number of default cases has been reduced in four main ways:
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» The JCSF has conducted a persistent campaign to ensure
repayments.

* When loans are given, students have to provide a guarantor.
The guarantor must have a regular income and be able to
supply a business address - housewives, students and
pensioners are not acceptable. The guarantor signs a legal
document, and can be taken to court if the loan is not repaid.

» Since 1982, any instalments which are over seven days late
have had a 5% surcharge levied on them.

* The Immigration Department now includes the names of all
emigrated defaulters and their guarantors in the list of wanted
people which is checked at all of Hong Kong’s entry and exit
points.

Problems with the scheme
Although the scheme has been greatly improved since it began in
1969, it still suffers from several problems:

* Administration is costly. Hong Kong has a good supply of
skilled manpower, and has a strong enough economy to be
able to pay them. But other governments may not be in so
fortunate a position.

» The forms are very complicated, and students often have
considerable difficulty in filling them in. The tertiary
institutions themselves have to help, and one institution
reported that during the peak season the whole of the Student
Affairs staff were completely occupied giving assistance for at
least two weeks.

* Students sometimes find that their relatives are unwilling to
declare their incomes or to provide the considerable
paperwork that is required. This may mean that the scheme
still fails to meet its objectives - that some students are still
unable to take up places because of lack of finance.

» The procedures are still insufficiently flexible. It is hard for
them to allow for changes in incomes. And the fact that
students’ forms which contain detected errors are immediately
cast aside prevents the system from catering for everyone who
needs it.
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To improve the situation, the JCSF would like to interview all
applicants. This would make the system more costly, but the
Committee estimates that it would cost only an extra HK$76,000
(equivalent to the average assistance given to 4.5 students) and thus
could be a good investment. About half the students were
interviewed on a trial basis during 1984-85, and the authorities
found it a good way both to persuade applicants to be honest and
to help those in need.

Meanwhile, government efforts are supplemented by the
institutions themselves. For example, staff in the Hong Kong
University Student Affairs Office state that the few needy students
who are not catered for by the government scheme do nevertheless
receive help from separately administered university funds. Thus,
they feel, it is true that no student in Hong Kong is unable to take
up a tertiary place because of lack of finance.
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Should the Grants be Replaced by Loans?

In 1985, the Government’s Director of Audit proposed
that all grants should be replaced by loans. Using civil
service salaries as a yardstick, he calculated that even the
extra earnings of graduates during the five years after
qualification would be considerably more then the loan
repayments that would be required, and therefore students
would easily be able to pay. He also pointed out that the
availablity of both employment opportunities and
domestic help meant that female graduates need not be
disadvantaged in the way that they might be in other
countries; he also felt that students would be less likely to
give false information when applying to an all-loan
scheme, simply because they would have to pay the money
back. These are powerful points, and may cause future
changes.
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Student loan programmes now operate in over 30 countries, both less developed
and more developed. Students borrow from government agencies or commercial
banks to finance their higher education. Several developing countries are now
considering introduction of student loans as a way to reduce the heavy burden of
higher education on public budgets.

This book draws from experience in both developed and developing countries in
order to help policy-makers design a student loan programme for a developing
country. It examines 10 crucial policy questions, which include:

* Who should be eligible for student loans?
* What should be the repayment terms?
* How should loan repayments be collected?

No single ‘ideal model' is put forward, because the choice between alternative
types of student loan must depend on conditions in the country. However the
book contains much practical advice, and shows how a computer model can be
designed to help policy-makers compare alternative loan programmes.
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